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LETTERS OF TRANSMITTAL 


NoveMBer 9, 1955. 
Hon. Pau H. Dove.as, 
Chairman, Joint Committee on the Economic Report, 
United States Senate, Washington, D. C. 

Dear Senator Doveas: Transmitted herewith are the papers sub- 
mitted by the panelists invited to appear before the Subcommittee on 
Tax Policy. Pursuant to instructions contained in the March 14, 
1955, report of the full committee, the subcommittee is conducting a 
study of Federal tax policy for economic growth and stability. 

These papers are presented in advance of the subcommittee’s hear- 
ings to be held December 5-16 to provide the members of the sub- 
committee, the panelists, and the public an opportunity to examine 
the major issues lying within the scope of the study as they will be 
developed in oral statements and discussion at the hearings. 

Wiser D. Mitts, 
Chairman, Subcommittee on Tax Policy. 


NOVEMBER 9, 1955. 
Hon. Witeur D. Mrs, 


Chairman, Subcommittee on Taw Policy, 
House of Representatives, Washington, D. C. 
Dear Mr. Mirus: Transmitted herewith are the papers submitted 
by the panelists invited to or before the Subcommittee on Tax 


Policy in its study of Federal tax policy for economic growth and 
stability. The papers are presented in order of the scheduled appear- 
ance of the panelists during the subcommittee’s hearings, Decem- 
ber 5-16. 

The selection of the topics and issues in Federal tax policy with 
which these papers deal reflects in part the results of the meeting of 
the subcommittee with the panelists on May 24, 1955. At the meeting, 
the panelists were invited to offer suggestions with respect to the ques- 
tions which should be examined in the subcommittee’s study. Their 
interest and cooperation have been of great assistance to the staff. 

Included as an appendix are certain additional materials which have 
been submitted for the subcommittee’s examination. While it was not 
possible to invite all those wishing to do so to appear during the hear- 
ings, every effort has been made to make their views available to the 
subcommittee, either in the appendix or by direct transmittal to the 
subcommittee. 

These papers were assembled in this volume by Norman B. Ture, 
economist for the subcommittee. The papers are presented as sub- 
mitted without editing by the staff. 
; GrROvER W. ENSLEY, 

Staff Director. 
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INTRODUCTION BY WILBUR D. MILLS, CHAIRMAN, 
SUBCOMMITTEE ON TAX POLICY* 


The em ee of world affairs places a premium upon 


strength and growth in our national economy. To a very substantial 
extent, the conflict between the East and West today is an economic 
one, a struggle between conflicting economic ideologies. Our most 
potent armament is our ability to provide a continually expanding 
economic horizon and a continually improving standard of living for 
all. Accordingly, these must be the basic objectives of all public 
policies affecting our economy. 

Our record in accomplishing these objectives was the subject of a 
study and report prepared last year by the Joint Economic Com- 
mittee staff entitled “Trends in Economic Growth.”* This study shows 
that, contrary to the basic premise of communism that a capitalistic 
system cannot adjust to the needs of the masses of the a, the 
United States and other free countries can grow more rapidly than the 
totalitarian, communistic systems. The staff report shows, more- 
over, that the economic gap between eastern communism and western 
democracy is actually widening. So long as the conflict between the 
free world and communism continues, we must constantly strive to 
impoen on this past record. 

ne measure of our economic objective was provided in a study by 
the Joint Economic Committee staff and released last fall under the 
title of “Potential Economic Growth of the United States During the 
Next Decade.”* ‘This study shows that we can, during the next 10 
years, increase our national production by 50 percent; that we can raise 
our standard of living at least 30 percent, with a total production 
exceeding $535 billion in 1953 price levels by 1965. 

We must be sure of the road we follow toward the attainment of 
these growth objectives. It is altogether possible that we could reach 
our goals by following a bumpy road of fits and starts in economic 
activity; by spurting ahead under the impetus of inflation and lag- 
ging behind in recession, while gathering force for the next economic 
push. 

This clearly is not an effective way to proceed. What is required 
instead is a steady, sustainable pushing ahead, year by year. A stable, 
even course on our road will give the lie to the Communist propaganda 
that we can expand only under the inflationary stimulus of war. We 
must have courageous leadership in private business and government 
to provide the programs necessary for this economic growth. 

uch programs are called for in the declaration of policy in the 
Employment Act of 1946, under which the Joint Committee on the 
Economie Report was established. The act emphasizes the continu- 
ing responsibility of Congress to use all practicable means to promote 
“maximum employment, production, and purchasing power” within 


1This statement was delivered by Mr. Mills at a planning meeting of the subcommittee 
and the panelists, May 24, 1955. 

* Trends in Economic Growth, a Comparison of the Western Powers and the Soviet Bloc. 
A study prepared for the Joint Committee on the Economic Report by the Legislative 
Reference Service of the Library of Congress, 83d Cong., 2d sess., Washington, 1955. 

® Potential Economic Growth of the United States During the Next Decade. Materials 
prepared for the Joint Committee on the Economic Report by the committee staff, 83d 
Cong., 2d sess., Washington, 1954. 
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XII INTRODUCTION 


the framework of “free, competitive enterprise.” While achievement 
of these objectives was originally conceived as necessary for purely 
domestic reasons, today it is vital for foreign policy reasons as well. 

One of the most important programs which will contribute to or 
detract from achieving steady, economic growth in the years ahead 
is our Federal tax policy. 

The Joint Economic Committee is not a legislating committee, but 
under the Employment Act it is charged with making continuous 
studies of the major economic programs of the Federal Government, 
as a guide to the legislating committees—in this case, the House Ways 
and Means Committee and the Senate Finance Committee, whose re- 
sponsibility it is to initiate revenue matters. In discharging its re- 
sponsibilities under the Employment Act, the Joint Economic Com- 
mittee is undertaking a broad-scale, comprehensive study of our tax 
system. The objective of this study is the broad outline of a tax 
policy to meet our economic challenges. We are hopeful—I dare say 
we are confident—that the results of our study will be of great value 
to congressional tax committees and to the whole Congress in the tax 
legislative program of next year and the years to come. As a mem- 
ber of the House Ways and Means Committee, I am personally sure 
that this inquiry will be of great service to the tax-writing committees 
of the Congress. 

The study breaks down into three major parts: 

1. What should be the focus of tax policy, both from the standpoint. 
of short-run stabilization and long-run growth? Under this heading 
we are interested in considering budget policies and automatic and 
discretionary stabilizers in the Federal revenue system. 

2. What is the impact of Federal taxation on the distribution of 
real income and levels of consumption, the amount and character of 
private investment, managerial efforts and incentives and the supply 
of labor and professional skills; and what should be the relative 
emphasis on direct stimulation of consumption and investment ? 

3. The third part of the study deals with a number of specific tax 
issues. Those which we believe are the most important from an eco- 
nomic standpoint include the capital gains tax, the treatment of natural 
resources, depreciation, excises, taxation of small business, corporate 
income, deferred compensation, individual exemptions and deductions, 
foreign income, estate and gift taxes, and intergovernmental relations. 

It is the desire of the subcommittee that in the course of this study 
we have before us all of the various viewpoints that exist on each and 
every aspect which can be presented when the time comes for the 
committee to make recommendations with respect to these momentous 
issues of taxation. The list of witnesses suggested by the staff, I be- 
lieve, fully reflects this instruction. 

It is our intent that the study be factual and not political. There are 
three distinct facets of taxation. One is political, one is economic, and 
one is technical. 

This committee is not, in my opinion, concerned with the political 
nor the technical facets and aspects of taxation in this study. What 
we are studying are the economic aspects of taxation, with respect to 
which, I should think, we could reach conclusions to which all of the 
members of the subcommittee could agree. The efforts of our panel- 
ists, as presented in these papers, will be of very great assistance to us 
in attaining this objective. 





FEDERAL TAX POLICY FOR ECONOMIC GROWTH 
AND STABILITY 


I. FOCUS OF TAX POLICY: SHORT-RUN STABILIZATION 
AND LONG-RUN GROWTH 


ECONOMIC STABILITY AND GROWTH 
Dexter M. Keezer, McGraw-Hill Publishing Co., Inc., New York City 


In spite of the fact that it has been operating in a stormy world 
environment, the American economy has since the end of World War 
II made an extraordinary record of both growth and stability. As 
measured by the gross national product, its growth in physical terms 
has averaged about 3.6 percent annually for the postwar period. This 
isa rate of growth about 20 percent higher than the long-term rate of 
growth since 1910, 

This growth has also been remarkably sustained, as is indicated by 
the following chart. In only 1 vear (1949) during the postwar period 
has the gross national product, in physical terms, departed more than 
4 percent from a straight line of growth. And, over the period, the 
employment of the Nation’s civilian labor force has ranged from 94.5 
to 97.5 percent of the total, with employment falling below 95 percent 
of the labor force only for brief periods. 


Gross Notional Product 
Growth has Averaged 3.6% per Year 
Billion 1954 Dollars 
400 


380 
360 
340 


320 
Gross Notional Product 


(in constant 1954 dollars) 


1947 1948 1949 1950 195! 


Source: US. Deportment of Commerce, Mc Grow-Hill Dept of Economics 
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I take it to be the purpose of these hearings to study the possibilities 
of sustaining and, if possible, improving upon this anol of growth 
and stability in the years ahead, and more particularly to study how 
the tax policy pursued by the Federal Government might contribute to 
thisend. I feel honored by the invitation to make observations intro- 
ductory to this undertaking which, so far as I know, is unprecedented 
in the operations of the Congress, at least in the magnitude of the 
roundup of economists involved. The responsibility for my observa- 
tions is mine alone, although I have had the benefit of the counsel of a 
large number of economists, in addition to that of my associates in the 
department of economics of the McGraw-Hill Publishing Co. 

Although the economy as a whole has made an imposing record of 
growth and stability in this postwar period, there is reason to believe 
that, if we are well enough informed and wise enough, it could be 
improved upon. For one thing, the record has upon it the great blight 
of a decline of about one-third in the value of the dollar since 1945. 
While stimulating to some types of economic activity, this has worked 
cruel hardship on millions of relatively helpless people living on fixed 
incomes such as pensions. The belief that price inflation is not an 
essential element of the growth we have attained in the postwar period 
is encouraged by the fact that we have had relative price stability in 
the last few years, and along with it a continuation of growth. This 
has also been true at earlier periods in our history. 


Concept or STABILITY 


At the same time there is no reason to suspect that we shall soon 
develop a sure-fire formula to assure that our economy will sustain 
both a rapid and absolutely steady rate of growth. In the concept of 
stability used in these observations such a development is conceivable. 
This concept of stability is that of a relatively small deviation from 
the course being followed, rather than the failure to wobble or indeed 
make any movement at all which is associated with something that is 
completely dead. 

In this conception of stability an economy would be stable even if it 
were growing fast but steadily. And it is conceivable that the myriad 
of forces at work in our economy at any given time would so fall into 
balance that for a time there would be growth and perfect stability so 
far as the economy as a whole is concerned. Indeed, in the postwar 
period there have been times when conflicting forces within the econ- 
omy have so offset each other as to produce relative stability overall, 
or what economists have taken to calling a rolling readjustment. 
Such a development is illustrated by the chart which follows. 
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Movement of Gross National Product and Selected Components 
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Disturbing nature of growth 
. If our economy were to grow both rapidly and at an absolutely 
E steady rate for a sustained period, it would be a fluke, the result of a 
chance balancing of a myriad of disturbances against which no elec- 
tronic computer yet produced seems capable of calculating the odds. 
For the very process of growth is disturbing. New people show up 
or old people show up in new places; new products are introduced 
and replace old products; new processes are introduced and replace 
present workers—all disturbing the existing state of economic sBaiee 
and introducing unstable elements. To be sure of perfect stability 
: it would be necessary to eliminate these disturbing elements, and 
: growth with it. The problem thus becomes not how we can have 
growth and perfect stability, but how, on a compromise basis, it is 
possible to have arrangements accommodating an adequate rate of 
4 growth and a degree of stability which is relatively satisfactory. 

: Our postwar experience suggests that it is not too much to hope 
that a long-term rate of economic growth of 3 to 4 percent a year can 
be maintained without having fluctuations of much greater magnitude 
in the total volume of economic activity. It seems quite clear, how- 
ever, that the vision of perfect stability and rapid growth is a dan- 
gerous mirage. If the stability were provided by trying to have more 
jobs than job seekers available at all times, the outcome to be antici- 
pated would be a price inflation so violent that it would court violent 
interruption of all growth. If perfect stability were sought by having 
perfect individual income enedliae all around, the result would be the 
elimination of those incentives which, in a free society, are essential 
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inducements to the economic pioneering and adventuring which are 
of the essence of economic growth. | a 

There are those, of course, who reject the objective of growth as 
a fool’s objective. Some of these, intent primarily on getting into 
heaven, observe that there is no reason to believe that economic growth, 
either individually or collectively, increases happiness or peace of 
mind, and that, in fact, something of the reverse is true. In this con- 
nection the (London) Economist has observed: 
* * * The intensely competitive American system has produced, according to 
the claims of its advocates—and some at least of them must be conceded—the 
highest standard of living, the greatest technical achievements, the most in- 
vincible military and naval power, the highest level of athletic excellence, and 
for that matter the best-looking girls and the finest babies, that the world has 
ever seen. It is also just as well for the Old World to remember that it pro- 
vided the wherewithal for lend-lease and for ERP. But it has undeniably pro- 
duced in addition a larger crop of stomach ulcers, psychoses, neuroses, suicides, 


divorces, and miscellaneous and highly colored crime than in less competitive 
countries. 


United States economic strength and the free world 


It is significant, however, that along with some of the more dubious 
fruits of our Nation’s economic growth and power, the Economist 
cited the great boon to the free world provided by our capacity to 
finance the European reconstruction program. Thus economic growth 
and economic strength are equated, and properly, not merely with 
individual well-being and tranquillity, or the lack of it, but with the 
capacity to survive in the continuing struggle between the free world 
and the Communist world. This relationship was stressed by the 
chairman of the subcommittee conducting these hearings in his open- 
ing remarks when he said: 


The present complexion of world affairs places a premium upon strength and 
growth in our national economy. To a very substantial extent, the conflict 
between East and West today is an economic one, a struggle between conflicting 
ideologies. Our most potent weapon is our ability to provide a continually 
expanding horizon and a continually improving standard of living for all. 


This “ability to provide a continally expanding horizon and im- 
proving standard of living” to which Congressman Mills referred has 
a crucial bearing not only on our survival value internationally, but 
on the successful conduct of our American economy, for which oppor- 
tunity and incentive, rather than command, provide most of the ey 
ing power. A growing community or a growing enterprise offers 
these vital elements of opportunity and incentive to a degree which 
is inevitably lacking where growth is lacking. It also provides room 
for individual economic advancement, the absence of which is an 
invitation to what may be a debilitating struggle over income re- 
distribution. 


Difficulty of measuring growth 


As a measure of our Nation’s economic growth, the gross national 
product, which has already been used here and is perhaps most fre- 
quently used, leaves a great deal to be desired. For example, in con- 
ception at least, it would include the billion dollars which Dr. William 
C. Foster, president of the Manufacturing Chemists Association, 
recently estimated is being spent annually for materials and services. 
by American industry to combat smog,’ an operation which at best 


1 Dispatch to the New York Times from Pasadena, Calif., April 21, 1955, p. 30. 
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merely gets rid of a drag on the economy with no net addition to its 
strength or capacity to contribute to human welfare. At the same 
time, the per capita increase in the consumption of goods and services 
contributing positively to human welfare, which is urged by some as a 
better measure of economic growth, also is defective. It leaves out 
of account that element of growth required for the military defenses 
needed for us to be tolerably sure of continuing to have any welfare 
at all. Embedded in the idea of economic growth at this juncture 
must be both advance in economic welfare and the military strength 
to defend it. Until some satisfactory common denominator for 
measuring these elements is devised, the gross national product serves 
as a rough, very rough, measure of economic growth. 


CAUSES OF GROWTH AND STABILITY 


At this juncture it would be gratifying to be able to launch into a 
series of decisive generalizations about economic growth and economic 
stability which would at least gesture in the direction of policies that 
would lead to the most salubrious possible combination of them. But 
while, as I shall indicate subsequently, it is possible to make a few 
general observations of this type which may be helpful, the possi- 
bilities along this line are limited. 

This is due, in part, to the fact that it is only in recent years that 
the study of economic growth and its relationships with economic 
stability has become a major subject of inquiry by economists. 
Theretofore, economic growth had been pretty well taken for granted, 
and in the United States at least not without some cause. For until 
the great depression of the thirties temporarily halted the Nation’s 
economic growth in the process of attaining an unpreceden.ved degree 
of instability, the economy seems to have continued to grow in spite 
of widely varying degrees of stability. 

In their study of the relationships between growth and stability, 
economists must also bear their constant cross of never having eco- 
nomic events unfold in the same way twice. In this postwar period 
there have been elements bearing on both growth and stability, such as 
tremendous backlogs of war-created demand, which are nonrecurring 
and elements such as a Korean war, which no one wants to recur. 
And, finally, there are so many important variables shaping both 
growth and stability that the number of combinations in which they 
can and do occur is enormous. 


Elements determining growth 

It is possible to catalog in a general way the elements which may 
play key roles in permitting or producing economic growth, most of 
which also have a bearing on stability because they are disturbing. 
For the American economy the conventional catalog of these elements 
includes relative abundance of natural resources, population increase, 
advance in knowledge and, technology, adequate saving and investment 
to exploit this advance and the incentive to do it voluntarily, widely 
diffused consumer income and a strong individual drive to get and 
spend more. 

In other nations and economies, of course, the catalog of elements 
determining growth or lack of it would be quite different. For ex- 
ample, one recalls the poignant closing of a letter from an East Indian 
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civil servant to a friend in England on the occasion of the birth of his 
19th child, “Oh, Lord, when will this mischief cease?” There were 
not the drive or the resources at hand to make this addition to the 
population a boon. In the Soviet Union the command of a dictator- 
ship is a driving force for economic growth whereas the United 
States, in happy contrast, relies largely on incentives to produce it 
voluntarily. 

Factors bearing on stability 


As it is possible to catalog the main factors bearing on economic 
growth, it is possible to produce a similar catalog of the elements 
which, in addition to those covered in the catalog of growth elements, 
may have important bearings on the stability of an economy. A full- 
blown catalog of this type would perhaps take as many words as I 
am permitted for this whole statement and include elements as diverse 
as the decisions of the Federal Reserve Board on monetary and credit 
policy and the decision of M. Christian Dior, the Paris dressmaker, 
on feminine adornment. 

Some of the main headings of such a catalog would note that the 
Federal Government contributes to the stability or instability of the 
economy by what it does about defense spending, public works, foreign 
aid, transfer payments, taxation, money, and credit and lending. Busi- 
ness management makes the same contribution by what it does about 
wage payments, the introduction of new products, methods, and 
models, its spending for new producing facilities, and the handling 
of its inventories. What wageworkers seek in the way of wage ad- 
justments and the methods used to secure the adjustments have an 
important bearing on the economic stability. And so does the pattern 
of the distribution of income to consumers and what they decide to 
do with the income received, and the degree to which they decide to 
supplement it by borrowing. And playing over all these elements, 
and shaping virtually all of them are such elemental factors as the 
weather and the ebb and flow of war and peace. . 

In this postwar period the defense expenditures of the Federal 
Government have been the principal unstabilizing element in our 
economy, certainly not through design but as a reflection of the for- 
tunes of wars. Between 1945 and 1947 expenditures of the Federal 
Government for goods and services dropped by 84 percent; between 
1947 and 1953 these expenditures increased by 227 percent, and since 
then have declined by about 24 percent, exercising leverage on the 
economy accordingly. It is obvious that if stability is the goal, the 
most important single step is to eliminate war and threats of war. 

Second only to defense expenditures in the breadth of their fluctua- 
tions in the postwar period have been the fluctuations in the rate of 
business inventory formation. Between 1948 and 1949 it dropped 
about $8.5 billion; between 1949 and 1951 it went up by about $12.6 
billion, and then from 1951 to 1954 declined by about the same amount. 
These swings had the effect of upsetting the balance between sales 
and production and employment, a large increase in inventories rep- 
resenting an increase in production without sales to balance and a 
large runoff of inventories, the reverse. But the inventory swings 
were, in turn, reflections of other basic developments, such as prospec- 
tive changes in prices. 
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EXPLANATIONS oF Bustness FLUCTUATIONS 


After sorting the myriad of different kinds of economic fluctuations 
into broad categories such as those stemming from the changes in 
the seasons and those stemming from long-term developments, econ- 
omists have, as you know, made it a principal branch of their art 
to develop broad basic explanations of business fluctuations, and par- 
ticularly what historically have been more or less regularly recurring 
ups and downs in the total volume of business, or business cycles. 
Study of these ebbs and flows of business has resulted in an enormous 
body of descriptive and analytical literature, and a majestic array 
of explanatory theories, ranging from those which rely primarily on 
such elemental phenomena as the pull of gravity to those which look 
primarily to monetary management for the basic explanation. 

This study, however, has resulted in considerably less than una- 
nimity among duly accredited economists about the true explanation 
of business cycles. These hearings will be most unusual if, among 
the several score of economists to be assembled, there is none to offer 
what is purported to be a sovereign cure for economic stability which 
also doubles as a perfect elixir for economic growth. But those who 
claim a sure-fire explanation of business cycles will not be representa- 
tive of the economist’s craft, where there is anything but unanimity 
about the causes and cures of business cycles. Indeed, there are many 
reputable economists who tend toward the view that the classical pat- 
tern of business cycles may have been shattered by such developments 
as the emergence of government as a dominant force in the economy. 
Dr. Arthur F. Burns who, prior to his appointment as Chairman of 
the President’s Council of Economie Advisers, was Director of Re- 
search of the National Bureau of Econontic Research, which has illus- 
triously concentrated on the study of business cycles, remarked in his 
annual report to the Bureau’s Board of Directors on March 2, 1953, 
that— 

Not only have recent fluctuations and aggregate activity become less regular 
in direction but many of their internal features have been modified. 

It would be a disservice to the economist’s craft to leave the impres- 
sion that the state of opinion about the nature of business cycles and 
their causes is completely chaotic. For example, there is a broad 
range of agreement about the key role of monetary and credit expan- 
sion and contraction in producing surges of business and recessions. 
There is also general agreement that a lack of balance between invest- 
ment and consumption may precipitate severe economic ups and 
downs. But it would be an even greater disservice to intimate that 
economists see eye to eye in the explanation of business fluctuations. 


Retation Between Growrn AND STraBILITy 


If, however, there is lack of unanimity among economists about the 
basic causes of cyclical fluctuations in business, there is still less una- 
nimity about the relationships between these fluctuations and eco- 
nomic growth. This is understandable enough, for many more vari- 
ables get involved in the study of these relationships. At one extreme 
there is the theory, developed by the British economist, J. R. Hicks, 
that the mechanisms producing business cycles and economic growth 
have quite different and distinct origins. At the other extreme is 
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the theory, perhaps most extensively developed by the late Joseph A. 
Schumpeter, that both economic growth and cyclical fluctuations have 
a common parentage in economic innovation, with innovation result- 
ing in growth and the uneven bunching of innovations and the subse- 
quent exploitation of them at particular times resulting in instability. 

In between these extremes there are theories that cyclical fluctua- 
tions are the cause of economic growth and theories that the reverse 
is true. In the view of the British economist, Nicholas Kaldor, of 
Cambridge University, “it is the strength and duration of booms which 
shapes the trend rate of growth.”*? On the contrary, the young 
American economist, John Power, has developed a model (a new name 
for a theory now extensively used by economists) in which it is growth 
which causes cyclical fluctuations.® 

In the light of the broad diversity of opinion among distinguished 
economists about the relationships between economic stability and 
economic growth, it would be very presumptuous to attempt to dog- 
matize broadly on this subject. It does not follow, however, that 
there is nothing constructively suggestive to be said about these re- 
lationships, at least as a basis for further exploration. 


Key Rowe or Bustness INVESTMENTS 


In the available record of both economic fluctuations and economic 
growth in the United States one crucial relationship stands out very 
clearly. Wartimes excepted, when we have had a high level of busi- 
ness investment in new producing facilities, we have had a high level 
of prosperity, and when we have had a low level of such investment 
the reverse has been true.*| The companionship between the move- 


ment of the gross national product and the movement of the total of 
business investment in new producing facilities in other than war years 
is indicated by the chart which follows. 


2 The Economic Journal, No. 253, March 1954, p. 68. London, England. 

®For the schematic arraying of these theories I am indebted to the Swiss economist, 
Jiirg Niehans, who did it_in the course of a conference of economists on economic growth 
at the Merrill Center for Economics at Southampton, N. Y., during the summer of 1955. 

* As already indicated, during the postwar period changes in the level of inventories and 
defense spending have resulted in considerable fluctuations in the general level of business. 
But the fluctuations have not been such as to invalidate this general proposition. 
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Business Capital Expenditures and Gross National Product 
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Source: U.S Department of Commerce, Securities and Exchange Commission, Board of Governors of the Federal 
Reserve System; McGrow-Hill Department of Economics. 


When we have had a high level of business investment in new 
producing facilities, we have also had a relatively rapid rate of 
economic growth. For, of the very essence of economic growth is 
the development and installation of more and better producing equip- 
ment for more and better products which a high level of capital invest- 
ment by business provides. Thus, when there is a high level of capi- 
tal investment by business, there are both prosperity and a relatively 
rapid rate of economic growth. 


Importance of consumer expenditure 

It is true, of course, that a high level of consumer expenditures is 
also a concomitant of a high level of prosperity, and axiomatically so 
since about two-thirds of the gross national product is accounted for 
by consumer expenditure. But consumption in itself does not result 
ingrowth. Capital investment, in contrast, makes a key contribution 
to both prosperity and growth. 

There is a line of economic theory which holds that a dollar of 
capital investment plays a much more crucial role in the creation of 
prosperaty. or the lack of it than a dollar of consumer expenditure 
ecause, with multiplying force, it is spent and respent many times 
in the complex process of creating capital goods. It is not necessary, 
however, to embrace this theory to accept the proposition that business 
investment in new producing facilities is a key ingredient of pros- 
perity. This is the case if for no other reason than that about one- 
fourth of our industrial workers, and by and large the best-paid 
industrial workers, are engaged in producing and installing capital 
equipment. Their employment is obviously a key ingredient of pros- 
perity as it is also a key ingredient of economic growth and the im- 
provement of levels of living. 
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From this state of affairs it follows that if it were possible to 
stabilize capital investment by business at a high level, a major ingre- 
dient of both stable prosperity and growth would be provided. It 
does not follow, of course, that a — and stable level of prosperity 
for the economy as a whole would be tantamount to the same state 
of affairs for all of its separate segments and individual parts. As 
has already been observed, capital investment may have an upsetting 
impact on individual firms and individual workers by introducing 
new products which replace present products and sometimes existing 
firms along with them and by introducing new processes which upset 
existing processes and those who carry them out. 

The upsetting effects in question, however, are by no means directly 

roportional to the total amount of capital investment by business. 

here are several reasons for this. One is that a large share of. the 
investment in new plant and equipment in the United States currently 
is made to replace facilities that are worn out. Of course, there is 
always an effort to replace worn-out facilities with those which are 
both new and better, and in many cases the effort succeeds. But of 
about $28 billion spent for business facilities this year (1955) approx- 
imately $13 billion, or 45 percent, can be counted as going for facilities 
which are worn out.° 

A second reason why the total amount of capital investment by busi- 
ness is not a direct measure of the economic disturbance involved is 
that new facilities resulting in new products and new processes create 
disturbances which have a considerable tendency to offset rather than 
reinforce each other. Hence the very diversity of new products and 
new processes introduced as a result of maintaining a high level of 
capital investment tends to have some stabilizing force. On this gen- 
eral point, Prof. Sumner Slichter of Harvard has remarked that— 
the increase in the number of industries diminishes the relative importance of 
each industry and, therefore, the effect upon the total economy of conditions that 
are particularly favorable or unfavorable for any particular industry. The 
greater the number of industries, the greater is the likelihood that effects of 
influences which are particularly favorable or unfavorable to certain industries 
will cancel out.° 

Contributing to greater diversity of industry and product and con- 
stituting perhaps the most dramatic feature of the American economy 
today is the fact that we now have an annual expenditure of about 
$4 billion a year for research of all kinds. This expenditure, about 
20 times greater than it was in the 1920’s, can confidently be expected 
to result in a cascade of new products, processes, and industries, all 
calling for capital investment to advance their development. 

The very nature of the industrial research and development process 
may well contribute an element of stability to the capital investment 
it prompts. This element arises from the fact that most of this proc- 
ess is not geared, at least directly, to market developments but is gov- 
erned by developments in laboratories, where business fluctuations 
are at most only occasional intruders. 


* This is a fact of key significance in making comparisons of the relative proportions of 
their national product which the United States and Soviet Union devote to investment in 
producing facilities. In the United States a much larger share of the investment in new 
facilities must go to replacement rather than expansion of capacity than is the case in a 
much less developed industrial nation such as the U. S. 8S. R. 

*Are Business and the Government Succeeding in Breaking Up the Business Cycle? 
an address by Sumner H.'Slichter before the 14th Stanford Business Conference, Stanford 
University, California, July 28, 1955. 
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One of the dominant economic characteristics of this postwar period 
has been the maintenance of a remarkably high level of investment 
in new plant and equipment by American industry, and along with 
it a high level of prosperity. The record of annual expenditures of 
this type since 1946 is set forth in the following table and chart: 


Expenditures for New Plant and Equipment 
by U.S. Business 
1946-1955 
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Source: U.S. Department of Commerce and Securities and Exchange Commission; 1955 Estimated by McGraw-Hill Dept. 
of Economics 


Need for more investment 

Because of the very heavy capital expenditure by business in this 
postwar period ($238 billion for the period August 1945 eae 
December 1955) the fear is occasionally expressed, and sometimes by 
Members of the Congress, that the Nation’s demand for capital equip- 
ment has been quite fully satisfied and must be expected to decline 
over the years immediately ahead. It is difficult, however, to recon- 
cile this position with what seem to be the controlling facts. 

Over the next 20 years, there is reason to expect that our popula- 
tion will increase by one-third. Over the same period, however, the 
total hours worked does not seem likely to increase by much more than 
15 percent, both as a result of having more old and very young people 
and because of a continuing trend toward a shorter workweek. The 
inevitable result is greater dependence upon capital equipment, a 
result which wage increases of greater relative magnitude than the 
increase in productivity seems likely to stimulate. 

Another key element bearing upon the prospective need of capital 
equipment, to which reference has been made, is the need of heavy 
investment to replace wornout facilities. The urgency of this need 
is underlined by the results of surveys of the state of our industrial 
equipment, of which it is a national misfortune that we have so few 
and these of such limited scope. For example, a survey of the a 
of the metalworking machinery used by American saduatry, made 
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by the McGraw-Hill magazine American Machinist in 1953, dis- 
closed that 56 percent of this machinery, which is perhaps our most 
basic industrial equipment, was over 10 years old, or too old to take 
advantage of the manifold improvements in tool design since the end 
of World War II. The survey also disclosed that 19 percent of all 
machine tools, 25 percent of all metalworking tools and 10 percent 
of other machine shop equipment was over 20 years, an age making 
them thoroughly obsolete. 


Long-range business planning 

Coupled with a national need of a high level of business investment 
in the years immediately ahead is a will on the part of American 
business to meet this need, and a will to meet it in a manner steadily 
enough sustained to make the process a stabilizing force. Surveys of 
business pians for new plant and equipment, made by the MeGraw- 
Hill department of economics over the past 8 years, disclose that over 
this period there has been a great growth of longer range planning 
of business investment. 

Eight years ago, only a small fraction of the firms cooperating in 
our surveys could give us any investment plans for the year ahead. 
Over 90 percent of the companies cooperating in our 1955 survey, and 
companies representing a very broad segment of American business, 
could give estimates of their expenditures for 1956, and an imposing 
number had developed investment programs running several years 
ahead. This year’s survey, which covered business investment plans 
not only for 1955 but for the years 1956 through 1958 indicated clearly 
that, so far as its plans are concerned, American business management 
is prepared to maintain a relatively high level of capital investment 
over these years, and thus make a key contribution to both economic 
growth and economic stability. 


Tax Poticy AND INVESTMENT 


It is one thing to have a national need of a high level of capital 
investment and plans on the part of business to meet the need; it is 
quite another to have the financial capacity to carry out the plans. 
This capacity obviously depends on having the necessary funds avail- 
able, and quite as obviously this, in turn, depends in decisive degree 
on the tax policy of the Federal Government. Through the taxes 
imposed upon business and individual income and the methods pre- 
scribed for their administration, Federal tax policy has a key bear- 
ing both on the funds available for capital investment, and the in- 
centive to use it for that purpose. 

In developing its tax policy the Federal Government faces the un- 
comfortable necessity of working out a compromise in pursuing differ- 
ent and possibly conflicting purposes which a preponderance of the 
electorate will find relatively tolerable. There is the purpose of see- 
ing tiat taxes are so apportioned as to comport with the prevailing 
community sense of fairness, as an ethical consideration. There is 
the technical purpose of not having too much of the tax collections 
eaten up by the cost of making them. While a beleaguered but un- 
bowed body of economists still deplores the purpose of using tax col- 
lections as an economic stabilizing device, there is no conflict with the 
purpose of having the impact of taxation disturb the economy as little 
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as possible. And insofar as growth and economic stability are joint 
objectives of Federal tax policy, it is axiomatic that this policy will 
give encouragement to a high level of capital investment, and to the 
educational and research activities which are a prelude to much of it. 

The encouragement of a high level of capital investment is, of course, 
much more than a matter of tax rates. ‘To be sure, these rates have a 
decisive role in determining whether business firms and individuals 
have the funds necessary to maintain such a level, and they have a 
major role in determining whether they have the incentive to use the 
funds for this purpose. But incentive is a compound of a complex 
array of other elements such as confidence in the future fairness of 
the Government in taxing private capital investment and sparing it 
destructive competition from Government-sponsored elements. 

Viewed superficially, the high level of business investment in new 
plant and equipment during the postwar period would suggest that 
the taxation as well as other key elements bearing upon it have been in 
generally salubrious adjustment. Before resting too comfortably on 
this impression it should be noted that capital investment by busi- 
ness during this period has had some very unusual stimulants. These 
include a great backlog of capital requirements built up during World 
War II and the great rush to create more defense facilities which was 
prompted by the outbreak of the Korean war. ‘To expedite the crea- 
tion of these facilities through private investment, the ¥ederal Gov- 
ernment has granted over $30 billion in accelerated depreciation and 
thus given a great direst stimulus to such investment. 


Balancing investment and consumer spending 

These hearings will be most unusual if the taxation of the sources 
of capital investment by business is not treated by some witnesses as 
involving essentially a crude tug-o-war between those who favor 
“soaking” business firms and individuals in the upper income brackets 
for the benefit of the great mass of consumers te those who favor the 
opposite course. No matter how much traction it may have politically, 
however, this is a phony economic issue. It is axiomatic that the 
sustained maintenance of a high level of capital investment by busi- 
ness is dependent upon a high level of consumer expenditure. But 
it by no means follows that an increase in the consumer income avail- 
able for expenditure is promptly translated into an increase in capi- 
tal investment to take care of the increased consumer demand. Nor 
does it follow that an increase in the funds available for capital in- 
vestment automatically carries with it the increase in consumer ex- 
penditure necessary to validate such an increase. 

The problem involved is one of maintaining a balance betwee: capi- 
tal investment by business and spending by consumers which keeps 
both on a relatively even and expanding keel. At present the average 
American industrial worker is backed by about $12,500 in capital in- 
vestment,’ much of it in complicated equipment the production of 
which is a long time-consuming process. It is the fact. of this invest- 
ment in capital equipment which explains in large part the high pro- 
ductiveness of American workers and high level of living enjoyed by 
Americans. The fact that the provision of the capital equipment is 
a complicated, time-consuming process explains, or should explain, in 


7™Capital Goods Review. August 1955, published by the Machinery and Allied Products 
Institute, Washington, D. C. P y y ed Produc 
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decisive degree why the process of capital investment must be steadily 
sustained to secure steady advance in the productivity of American 
workers and economic stability. 

Perhaps happily, the ground to be covered by these introductory ob- 
servations does not include the detailed prescription of the Federal 
tax policies to be followed to assure the steady maintenance of a high 
level of capital investment by business. I say happily because what 
can be said on this subject with assurance of scientific rectitude is 
limited. It is my impression that in itself a 52-percent Federal in- 
come-tax rate on all corporate incomes above $25,000 per year is a 
threat to the maintenance of a high level of capital investment, and 
may work a particularly crippling sort of hardship on relatively small 
and rapidly growing companies. It is also my impression that this 
threat would have made itself felt in recent years if we had not had 
more or less continuous boom times, propelled in large part by war- 
created shortages, and if we had not had new and more generous pro- 
visions for accelerated depreciation allowances. The accelerated de- 

reciation arrangements Saas served as a substantial offset for the 
igh rates of taxation. 

Pursuit of this line of reflection to any certainly useful purpose 
would take me both in the realm of speculation about our economic 
future and into the details of Federal taxation of business income and 
its administration, and hence beyond the scope of m’’ assignment and, 
at least in part, beyond the scope of my competence. However, the 
observations prompted by this assignment have been ineptly stated 
if they have not made it clear that both economic growth and a crucial 
measure of economic stability depend on having a Federal tax policy 
which is conducive to the maintenance of a high level of investment 
in new plant and equipment by business. 


ECONOMIC STABILITY AND GROWTH 
ALVIN H. HANSEN, Harvard University 


Investment is the key to both short-run stability and long-term 
growth. If a rate of investment high enough to maintain full em- 
ployment—historically about 16 to 17 percent of GNP—could be main- 
tained indefinitely, we would have achieved both stability and a rea- 
sonable guaranty of sustained long-term growth. Unfortunately, 
however, the rate required to maintain full employment is not main- 
tainable. This is the dilemma. A boom level of investment rushes 
headlong into excessive capital accumulation. A boom level of in- 
vestment, maintained for several years, causes the stock of capital to 
increase so rapidly that further investment eventually becomes un- 
profitable. It is this that sounds the death-knell of every boom. His 
tory reveals, and the current capital-stock-adjustment theories demon- 
strate, that the boom level of investment is considerably in excess of 
the maintainable rate. This, it cannot be emphasized too strongly, is 
the basic problem that confronts us as we consider the problem of 
economic stability and long-term growth. 

The recent literature on growth has had a great deal to say about 
the ratio of capital to output. The comparative stability of this 
ratio over the long run has well nigh led some economists to forget 
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the law of diminishing marginal productivity. It is just not true 
that one can continue to build more and more plant and more and 
more equipment and out of this process obtain a commensurate growth 
of final output. Historically, the capital-output-ratio has indeed been 
fairly stable but that is only because whenever the declining marginal 
preteen of capital sets in, investment falls off, and so a new bal- 
ance is reached. 

Observing the historical ratio of capital to output, it is easy to fall 
into the error which currently we frequently encounter, namely, that 
any desired rate of growth is possible if we but push the rate of in- 
vestment hard enough. If the historical rate of capital accumulation 
has made possible an increase in output of, say, 344 percent per an- 
nui, why then, it is asked, should we not double the rate and thereby 
obtain an annual rate of growth of output of say 7 percent “me annum. 
If output is a function of the rate of capital accumulation, there would 
be virtually no limit to the rate of long-term growth. We might, it 
would seem, enjoy any desired rate of growth if we were only prepared 
to push investment to the limit. Some recent pronouncements from 
high Government officials stem, I suggest, from this philosophy. 

As we open our discussions on stability and growth we will o well, 
I believe, to consider carefully this all important matter. 

For the moment, let us set aside the problem of stability and con- 
centrate attention on long-term growth. What now are the real bases 
of long-term growth? The answer, I believe, is not capital accumu- 
lation though this plays a necessary, albeit restricted role. The an- 
swer, I suggest, is rather scientific research and invention. If these 
can be made to grow at a more rapid rate than in the past, then we 
shall in the usual case be able to open up deeper and broader outlets 


for investment, and thereby accelerate the rate of long-term growth. 
These new outlets, would —— but not necessarily, raise the ratio 
j 


of investment to GNP to a figure higher than the long-term maintain- 
able rate which we have found possible in the past. 

Recently, however, we have been talking altogether too much I feel, 
not about ways and means of opening investment outlets, but merely 
about ways and means of artificially stimulating investment. <Ac- 
celerated depreciation is a case in point. This could, of course, be 
applied in a cyclically stabilizing manner. But this has not been 
done. Instead the measure recently adopted is in effect a subsidy 
which made continuously, without regard to cyclical fluctuations, 
would tend to push investment faster than otherwise beyond the main- 
tainable rate. 

It would of course be quite possible to carry the process of subsi- 
dization of investment very much further than is contemplated with 
respect to the accelerated-depreciation device. Indeed, it could be 
carried to almost any desired point. The rate of obsolescence and 
replacement would thereby be greatly accelerated. We could, if 
we wished to, raise the rate of capital replacement to a point at which 
no house would be no more than, say, 15 years old, no plant more than, 
say, 10 years old, and no machinery more than, say, 2 years old, or 
even further. If we are prepared to restrict our consumption with 
sufficient severity we could acquire, at least in the United States, an 
prs ins degree of “newness” or “youth” in our stock of fixed capital 
goods. 
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Such a program would, however, clearly involve a highly wasteful 
use of resources. We would be spending a very high proportion 
of our productive power merely to scrap useful and comparatively 
new plant and equipment. We would indeed enjoy the possession of 
a strictly up-to-date stock of fixed capital all around. But the 
pee we would pay for this artificial “newness” would necessarily 
ne a lower output of consumer goods. Americans love gadgets, 
Farmers are often so enamored with the sight of expensive and uneco- 
nomical machinery that they are prepared to sacrifice their standard 
of living and that of their families to get it. And many urban families 
are prepared to sacrifice almost anything to get a new car. 

In the United States we have reached a level of productivity so 
high that we could, if we wanted to, devote perhaps half of our 
resources to a highly accelerated rate of obsolescence and to an ex- 
travagantly large accumulation of new capital goods. But the price 
would be a severely restricted output of services, and of nondurable 
and semidurable consumer goods. 

Clearly we should not aim at the maximum rate of capital accumula- 
tion. We should aim at the optimum rate. And that optimum rate 
would be determined, I suggest, primarily by the rate of scientific 
research and invention. 

Scientific research and invention is indeed likely, as I have already 
indicated, to open up larger investment outlets in terms of volume, 
but not necessarily so. Scientific research and invention may at 
times increase productivity yet lessen the need for capital accumula- 
tion. Moreover, expenditures in human resources—education, health, 
and so forth—may not only directly contribute to living standards, 
but may also, no less than capital accumulation, increase the produc- 
tive capacity of the society. There is far too great a tendency now- 
adays to plead for policies that encourage investment in material 
capital goods—plant and equipment; and to forget that outlays in 
the impromevent of our human resources may be even more productive. 
We are concerned altogether too much about increased investment in 
brick and mortar and not enough about investments designed to 
improve the quality and productivity of our people. 

I have noted that we place too much stress on brick, mortar, and 
machines when we plan for long-term growth in our productive capac- 
ity. But we make matters still worse by measuring the growth in 
output primarily in terms of mere material goods. Material goods 
must necessarily be the chief cause of concern in a relatively poor 
society. But have we not by now reached in the United States a 
degree of plenty with respect to the physical necessities which would 
permit greater attention to education, health, recreation, and the rich, 
varied range of cultural activities in general? It is indeed true that 
a. considerable proportion of our population still lacks decent housing 
and even an adequate diet. Nonetheless as a nation we have gone 
a long way toward meeting our purely material needs. Unfortunately 
we are compelled currently to devote much of our productive power 
to armaments, but are we not spending far too much on gadgets 
that have little relation to true values? In the next two decades we 
can, and I trust we shall, devote far less of our productive energies 
to gadgets, and much more to the intellectual, spiritual, and cultural 
needs of the community. 
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Twenty years hence our greatly increased GNP should consist of a 
relatively higher proportion of services and a relatively lower pro- 
portion of material goods. A larger proportion of our population 
should be teachers, doctors, musicians, actors, artists, and leaders in 
recreational, youth, and community activities. Factory workers 
should constitute a smaller ratio to the gainfully employed. A higher 
ratio should consist of professionally trained people devoted to the 
things that make for wholesome and civilized living. Services can 
be extended almost indefinitely, even though we achieve well-nigh 
“robot perfection” in the production of material goods. The old 
argument that we can’t afford the skills and activities that make for 
richer living is utterly disproven by the events of the last 15 years. 
What we cannot afford is unemployed resources. But to what end 
are we going to use these resources‘ This is the question we need to 
ponder. A $750 billion GNP by 1975 is not enough. Quality and 
social priorities at long last must concern us or perish in the midst of 
material plenty. 

Just now we are starving our schools while we race wp and down 
6-, 8-, and 10-lane highways in ever newer and longer cars. 

Full employment and full production, yes, and thereby the long- 
term growth in output. But let us hope that an ever smaller frac- 
tion will consist of material goods. The essential characteristic of 
the welfare state of the future will be a much higher output of 
services designed to enrich family and community living. 

And now I want to say a word about the much discussed problem 
of stability versus growth. Many conservatives worry a great deal 
lest social security and the welfare state may interfere with prog- 
ress and the development of a dynamic economy. Strangely enough 
they are also the very people who are prepared to sacrifice full em- 
ployment for stability. I fear, however, that if we sacrifice full 
employment we shall not reach our full growth potential. We cannot 
achieve the growth we are capable of, indeed we cannot even know 
what our potentialities are, unless we are prepared to place the econ- 
omy under the pressure of full employment. 

Operating under pressure the American economy has performed 
a miracle in terms of output. The output response to adequate aggre- 
gate demand has surprised everyone, and it has not led to the in- 
flation that was feared. Clearly we are not out of the woods in this 
matter, but the experience of recent years is reassuring. One thing 
at least is certain. Our economy is equipped with two powerful safe- 
guards against peacetime inflation: (1) Our prodigious capacity to in- 
crease production when under pressure, and (2) our capacity, both 
corporate and individual, to save at high income levels. There re- 
mains the problem of wages and collective bargaining. This requires, 
there can be no doubt, statesmanlike management. At all events, I 
think it is fair to say that experience thus far indicates that the 
ularmists may well have beaten the drums a little too loudly, and T 
am happy to note recently a little softer note in the discussion of this 
very important problem. 

A high degree of stability in the value of money must be an impor- 
tant consideration of public policy. Yet we are, I fear, in considerable 
danger of making a fetish of rigid price stability. This fetish could 
easily become a serious obstacle to optimum expansion and growth. 
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If we are going to be frightened away by every slight increase in 
prices we are likely to fall far below the growth of which we are 
potentially capable. 

We use the term “inflation” far too loosely. The word “inflation” is 
used to describe the astronomical price increases experienced by Ger- 
many after World War I, and the same word is applied to the com- 
paratively moderate increases in prices in American history. The 
phrase “inflationary pressures” has often become, I suggest, virtuall 
synonymous with “expansionary forces.” Brakes are thereby epplied, 
and output is sacrificed to rigid price stability. 

Might it not contribute to clearer thinking if we agreed to speak only 
of “price increases” and not of “inflation” so oes as output is increas- 
ing percentagewise at least as rapidly as general wholesale prices? I 
do not mean that we should rest quite content so long as every advance 
in prices is matched by a corresponding rate of increase in output. 
The monetary authorities should apply judgment to a wide range 
of data and should not be tied to any single rule. Moreover, as 
in the period since 1951, large output increases can at times be 
achieved without any price increases. More frequently the two will 
move in the same direction, though not necessarily at the same rate. In 
general, however, I believe that we should not worry so much about 
price increases so long as output is growing at a somewhat greater 
percentage rate than prices. 

The Federal Reserve Act, including all its amendments, does not 
make it the duty or obligation of the System to maintain price sta- 
bility. Rigid price stability has indeed from time to time been urged 
upon Congress and efforts have been made to obtain legislation which 
would make this a declared policy of the Federal Reserve System. 
These efforts were rightly resisted. Yet some recent pronouncements 
indicate that there is some danger that we are tending to drift in 
the direction of this rigid dogma. 

It should not be the primary aim of economic policy to maintain 
rigid price stability. Nor should we set up goals to achieve either 
any given downtrend or any given uptrend in prices. Growth and ex- 
pansion should be our primary aim; price stability a secondary aim. 
In the usual case we need not fear the free flow of expansionary forces 
on a scale adequate to produce full employment. If indeed we find 
that prices are increasing percentagewise more rapidly than output, 
brakes may then appropriately be applied. Indeed there may at times 
occur a combination of circumstances which may make a restrictive 
policy desirable prior to any significant rise in prices. 

Following World War II we had, as we all know, a considerable 
price rise. There are those who regard this as simply due to war and 
postwar mismanagement. I cannot agree. Granted that the controls 
had to be removed—that politically speaking they could not be con- 
tinued for a year or so longer—then I think it follows that some 
considerable price rise was inevitable. This is true because of the 
accumulated shortages. Under these postwar circumstances, price 
stability could not have been achieved unless indeed we had been pre- 
pared to cut employment and income sufficiently to reduce demand to 
the level of the then available output of consumer’s goods. And a 
severe cut of this character would have been necessary even though 
there had been no widespread holdings of liquid savings, since people 





FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 19 


were quite prepared, in view of the backlog of demand for clothing, 
household furnishings, automobiles, etc., to spend all or nearly all 
their current income. Any net investment in excess of corporate net 
saving would under these circumstances have created inflationary 
pressures. 

The path we chose was much to be preferred. It brought indeed 
a considerable rise in prices, but it gave us full employment and it 
stimulated a tremendous outpouring of goods which already by the 
middle of 1947 had drenched the inflationary fires. 

Periods of rapid growth have usually also been periods of moderate 
price increases. In the usual case, the price system tends to respond 
in this manner to rapid expansion. It is not probable that we can 
achieve in the next 20 years anything like the growth we are capable 
of without some moderate increases in wholesale and consumer prices. 

Economists generally tend to exaggerate the evils of moderate price 
increases. The accumulated savings, it is said, are eaten into. Infla- 
tion, it is said, tends to eliminate the sturdy middle class; and it con- 
centrates income in the hands of the lucky few. 

These things have indeed always happened in the great astronomi- 
cal inflations. And conclusions based on these undoubted facts are 
then erroneously applied to such price increases as we have experi- 
enced in the United States during the last half century. 

The alleged evils which are typically cited are in fact based on 
abstractions that have no relevance to conditions as we actually find 
them in the United States. We have indeed experienced a consid- 
erable price upheaval both im the first quarter and again in the 
second quarter of the current century. But private property con- 
tinues firmly in the saddle. Savings per family (after correcting 
for price changes) are more than twice as large as in 1925. Urban 
home ownership has increased from 45 to 55 percent. Farm owner- 
ship has increased from 58 percent to 75 percent. The middle class 
is stronger than ever before in our history. There is less inequality 
in the distribution of income. Adjustments in social-security bene- 
fits can be made and have been made when price changes occur. It 
is, I believe, fair to say that under the protection of social-security 
payments, the problem of the impact of price changes on the fixed- 
income group has become negligible. 

In this connection, it is well to remember that nothing eats so 
dangerously into family savings as deflation and unemployment. On 
the other hand such considerable price increases we have had since 
the end of World War II have not wiped out family savings. Ac- 
cording to the Home Loan Bank Board, the accumulated savings, per 
family, in life insurance, savings accounts, United States savings 
bonds, and savings and loan associations has risen from $2,500 in 
1944 to $4,200 in 1954, an increase (after correcting for consumer price 
changes) of 10 percent in real purchasing power. I do not say that 
we might not have done still better, had not the aftermath of the 
war brought the price increases. But I do say we have not suffered 
the serious effect on family savings that are so often quite irresponsi- 
bly alleged. 

Thus I conclude that if in the pursuit of price stability, we permit, 
and even foster, a considerable amount of unemployment, we shall 
then fail to achieve the growth of which we are capable. If, fearful 
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of short-run instability, we fail to place the economy under the pres- 
sure of an aggregate demand adequate to produce full employment, 
we shall not even discover what our potentialities for growth are. 
Under these circumstances we could easily drift into a condition of 
stagnation. 

Minor recessions from time to time we may not be able to avoid, 
but we should not welcome them. Playing with fire may start a 
conflagration. Formerly it was argued that even serious depressions 
were useful—they cleansed, so it was said, the economic system. This 
argument is no longer heard, but we still hear it said that minor 
recessions may prepare the way for vigorous growth. I venture the 
prophecy that this bit of diagnosis will go the way of the old “cleans- 
ing theory.” 

I do not contend that minor recessions would prevent the attain- 
ment of a satisfactory growth trend. Indeed even the great depres- 
sion did not prevent our returning eventually to the long-term growth 
line of around 314 percent. But it cost us the goods and services 
which full employment throughout the thirties would have given 
us. The aggregate cost in terms of 1955 dollars was about $650 bil- 
lion. Minor periodic recessions would, of course, be less costly, but 
the loss is nonetheless considerable in terms of human discouragement 
and suffering and loss of aggregate national income. We worry about 
a $5 billion foreign-aid program but we often seem little concerned 
about a $20 billion loss of income due to a minor recession. 

The pursuit of continuous long-term growth at a rate equal to our 
potentialities will require at times very large-scale financial opera- 
tions by the Federal Government. This follows from the inherent 
instability of investment. These operations can and should take 
the form of both large changes in Government expenditure and large 
changes in tax rates. The long-run trend of expenditures will doubt- 
less (I leave military expenditures out) be upward, and as in the past, 
this trend can be expected to rise more rapidly than the GNP. The 
long-run trend in tax rates (I assume adjustment to a more nearly 
peacetime basis) need not necessarily be upward. As income rises, 
tax receipts will rise (even though tax rates are left constant) more 
rapidly than income. But it is not probable (and in this matter we 
do well not to delude ourselves) that tax revenues, at constant tax 
rates, will rise sufficiently to equal the needed increase in Government 
expenditures. Nor is it necessary or even desirable that this should be 
the case. As the national income grows, so also, more or less, should 
our supply of money and “near money” increase. The public debt, 
under modern conditions, constitutes the backbone of our monetary 
and banking system. A country with the GNP which we shall be 
able to produce by 1975 will need a large increase in money and 
“near money.” The public debt is “near money,” and as such it serves 
a useful purpose. It provides savings institutions, businesses and 
individuals with a useful and necessary amount of liquidity. Indeed, 
to provide the optimum growth of money and “near money” we may 
well find it desirable to reduce tax rates. 

Today we do not rely on the gold standard. We rely on the Federal 
Reserve System, and it has given us responsible monetary manage- 
ment. The balanced budget dogma, everyone now admits, has to go 
by the board when depression and unemployment threaten. It has in 
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fact. (despite lip service to the contrary) been superseded by respon- 
sible fiscal management. Still we need to improve our fiscal manage- 
ment. This means a more careful eye on the efficient use of public 
funds, and it means a better allocation of resources as between public 
and private expenditures based on a careful concern for social 
priorities. 


BUDGET POLICY FOR ECONOMIC GROWTH 
GERHARD CoLM, National Planning Association, Washington, D. C.* 


[t is particularly appropriate that this series of congressional hear- 
ng devoted to a consideration of tax policy should open with a num- 
ber of appraisals concerning (a) the economic outlook and (6) the 
budget outlook for the near and the longer run future. Discussions 
of ch: unges in specific tax rates or of tax policy in general should con- 
sider not only the effect of such changes on particular taxpaying 
sectors, but also the effect on total budget activity and on the economy 
as a Whole. Whether in the interest of balanced economic growth it 
is desirable that total tax revenues be increased or decreased or whether 
modifications in the tax structure should leave total revenues un- 
changed, are questions which involve consideration of economic im- 
plications as well as of budget impacts. 

To provide this committee with some of the answers to these per- 
plexing problems is the task which has been assigned to me. A dis- 
cussion of the Nation’s economic outlook is a topic primarily within 
the field in which economists should be competent. And yet, the rec- 
ord of performance of the economist even in his own field, I must 
admit, has not been very good. A discussion of the budget ‘outlook, 
however, necessarily leads the economist into fields where he cannot 
be expected to have professional competence. Recognizing these 
shortcomings, therefore, I undertake my assignment very humbly. 


I. THE BUDGET OUTLOOK IN THE NEAR AND LONGER RANGE FUTURE 


Particularly since June 25, 1950, the Government’s budget outlook 
has been influenced by the need for sharply building up “and main- 
taining the Nation’s military strength. Meanwhile, nondefense needs 
such as road construction, school projects, etc., continued to grow 
more pressing. The budget outlook for the near and longer range 
future, therefore, should ‘consider what changes, if any, can be ex- 
pected in these two principal areas of Government activity. 


A. National security expenditures 


If currently published reports about Soviet air strength and mili- 
tary power in general are correct, one would be inclined to draw the 
conclusion that the defense programs of the West are presently inade- 
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quate and that a substantial rise in defense expenditures is necessary, 
On the other hand, the responsible statesmen of the various countries 
are engaged in an attempt to ease existing tension and efforts are 
being made toward removing some of the underlying causes of con- 
flict and toward finding some mutually acceptable basis for a reduc- 
tioninarmaments. This period of negotiation, then, may be regarded 
as a time for testing the sincerity and feasibility of these attempts. 
Thus, the most realistic assumption which can be made at this time 
concerning the level of defense expenditures in the near future prob- 
ably is that until this newly created “spirit of Geneva” has been tested, 
the United States will not reduce its current military programs but 
will increase expenditures to the extent that higher outlays are made 
necessary by increases in costs. 

National security expenditures for the current fiscal year are esti- 
mated at $38.7 billion in the Budget Review of August 1955. How- 
ever, it appears that a substantial amount of expenditure cuts below 
1955 levels must still be made if actual sxguaidiianin in fiscal 1956 
are not to wind up somewhat higher than estimated. Moreover, even 
if no increase in defense programs or projected military strength takes 
place, I would imagine that, because of cost and pay increases, ex- 
penditures in the next fiscal year are not likely to be less than $40 
billion. 

For purposes of financial planning, however, we must look further 
into the future. Projected levels of national security expenditures 
depend, of course, on developments in the world situation. In ap- 
praising the longer run budget outlook at this time, therefore, I can 
conceive of two situations which are more likely to prevail. If some 
disarmament becomes a real possibility, national security expenditures 
could be substantially reduced. On the other hand, if world tension 
should not be relieved and the United States should feel that it has 
to strengthen its armament and defense preparations, expenditures 
for national defense would be substantially increased. For this 
reason table 1 shows two budget projections for the fiscal year 1960, 
one (case I) with national security expenditures rising to $50 billion 
and one (case III) with a reduction in defense spending to $29 billion. 
Both figures are obviously rather arbitrary, but are intended to illus- 
trate two alternative trends in national security programs. Case IJ, 
while probably representing the least likely condition prevailing over 
the longer run, assumes maintenance of national security expenditures 
at approximately present levels and serves to demonstrate how the 
budget outlook might appear in 1960 if no change in defense spending 
takes place. 

Without any major increase in defense spending a gross national 
product of $450 billion could be exrected by 1960. However, should 
national security expenditures rise significantly, a gross national 
product of $460 billion might be reached through greater employment 
of the civilian labor force (i. e., a reduction even in frictional unem- 
ployment and a smaller decrease than might otherwise be expected in 
the average workweek). 
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TABLE 1.—The budget outlook 


{Billions of dollars] 


1956 | 1960 (estimated) 


(estimated) ” Pewee meee 
1955 (revised) 1057 wa | 
(actual) August (estimated) | 
1955 | I 
| 


CONVENTIONAL"BUDCET 


Net expenditures 5 | 33. 66.0 | 
National security . 4 | 38.7 | 40.0 | 
Defense Department... 35. ! ; 35. 0 
by ; 5.0 
Nondefense programs. ---- : 5. 26. 0 
Budget receipts. -- ot .3 | a1 3 65.5 


rg 


Surplus (+) or deficit (—).| .2 | : —.5 | 
CONSOLIDATED CASH BUDGET 


Payments 70. 72.0 | 86. 0 

Receipts 7.8 70. 74.0 | 83. 0 
Excess of receipts ) or | 

payments (—) -. | ; +2.0 | —3.0 





Calendar years 





Gross national product esl 1 380.0 | 393. 406. 0 | 460. 0 





1 Ist half. 


EXPLANATORY NorTEs.— Budget estimates for 1957 and 1960 assume continuation of current tax rates and 
conditions of fullemployment. However, the hypothetical computations in case III do not imply that the 
attainment of full employment goals and the projected level of GNP is compatible with such large budget 
surpluses. The feasibility of reaching full employment under this condition involves consideration of other 
economic factors. 

1957 assumes continuation of the current defense buildup. Also assumes that some additional non- 
defense programs will be adopted and started. 

1960—Case I assumes that a resumption of a major military buildup program will be necessary. Case II 
assumes a maintenance level for current military programs. Case III considers the possibility that a major 
reduction in world armaments will become feasible. 


I cannot stress too strongly that the economist can contribute little 
to the speculation as to which of these three possibilities is most likely 
to materialize. Nevertheless, there is one observation which I feel 
I can and should make. If foreign policy and military-preparedness 
considerations suggest the need for an increase in national-security 
programs, it should not be argued on financial or economic grounds 
that we cannot afford such increases. Only very substantial increases 
in national-security programs, beyond those contemplated in recent 
discussions, would bring us to the point where we have to consider, 
as a limiting factor, the possibility that national-security programs 
would absorb such a sizable portion of our resources that the economy 
might be weakened in the long run. In 1953 the National Planning 
Association’s study, Can We Afford Additional Programs for Na- 
tional Security ? concluded that by 1956 the productive capacity of 
the country could support a national-security expenditures program 
of somewhere between $62 and $75 billion without necessitating the 
imposition of wartime controls. It assumed continuation of the 1953 
level of taxes (which would mean canceling the recent tax reductions) 
but would still permit a continuing increase in private investment 
and a moderate increase in the standard of living. 

The estimates presented in table 1 assume that perhaps a year from 
now we will be in a better position to decide what our longer range 
defense program should be and to determine the direction in which 
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it will be going. The main point which I want to emphasize at this 
time, however, is that, barring any sudden break in world affairs, it 
does not appear likely that national-security programs will undergo 
any major increase or reduction during the next fiscal year. As for 
our overall longer range program, we must be prepared to cope with 
whatever new developments can be expected to take shape. 


B. Other nondefense programs 

During the last 15 years, because of war and cold-war requirements, 
programs for social and economic welfare objectives have been kept 
toaminimum. Since it was necessary that we devote a large portion 
of our resources, both human and material, to military strength and 
preparedness, our nondefense programs were delayed. However, the 
ever growing and pressing need for such programs has not abated. 
Deficiencies in some of these fields have become so glaring that an 
increase in expenditures for these purposes is a necessity. The net 
national product (that is total production minus allowances for de- 
preciation) has increased by $175 billion (expressed in 1954 prices) 
above the level of the year 1939. (Seetable2.) Deducting from this 
increase the amount absorbed by the rise in national-security ex- 
penditures, there remains an amount of $137 billion, which was avail- 
able to the private sectors in the economy and for the nondefense 
purposes of government (Federal, State, and local). Comparing 
1955 with 1939, the private sectors increased their consumption and 
investment expenditures by 90 percent while the nondefense public- 
activity expenditures of government increased only 25 percent. 


TABLE 2.—Absorption of net national product, 1955 over 1939 
[In billions of 1954 dollars] 


1955,' lst | Difference, 
half 1955-39 





Gross national product incaaldiee a (gutta 189 
Less: Capital consumption allowances ----..----------------------- 16 


| 
Net national product 173 
Less: National security expenditures-_-___-----.--- 


Net national product available for nonsecurity purposes - - - - - 171 


-ctieaeeiepeee 
Private consumption and investment. --- 143 | 
Nonsecurity programs of government (Fe : | 





1 Assumes 1955 prices to be at 1954 levels. 
Source: 1939 Economic Report of the President, 1955, pp. 138-139; 1955 Economic Indicators, September 
955. 


Since I realize that no entirely objective conclusions are possible 
in this field, I ask permission to offer a purely subjective opinion. It 
is that these figures reflect a maladjustment. and misallocation in our 
national resources. Certain very important public functions, such 
as provision for education, health, transportation, and development 
of natural resources, have been starved while our tremendously rising 
productivity has permitted us to increase national-security expendi- 
tures and to meet rising individual demands for essential needs as 
well as for certain less than essential purposes. 

In order to sustain economic growth over the years, we must provide 
not only for business and consumer expansion but also for an increase 
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in certain publicly supported activities of the economy. As — 
tion, income, and productivity increase and the standard of living 
rises, there is a greater need for more and better schools, for improve- 
ments in our transportation system, for additional housing, medical 
facilities, and for development of our natural resources. These areas 
which constitute part of the nondefense activities of the Government 
are vitally important to our continued well-being and to our economic 
development. They provide the Natiom with goods and services with- 
out which economic progress could not be maintained. 

During the last session of Congress, hearings were held on various 
proposals designed to provide the Nation with better schools, roads, 
social-security benefits, and housing. The prevailing sentiment 
throughout these hearings appeared to be that substantial improve- 
ments in these fields were long overdue. I do not want to discuss 
here the question as to what portion of these urgently needed programs 
should be financed by the Federal Government and what part by the 
States and municipalities. I do, however, want to emphasize that some 
portion of the increase in expenditures for these programs will have to 
come from the Federal Government if all these programs are to be 
fully realized. 

In my judgment the need for increasing these programs is so pressing 
that priority should be given to correcting these shortcomings over 
the desire to reduce taxes. Let me make it clear that we all would 
like to see taxes reduced. But from the poirt of view of economic 
priorities, I believe that the deficiencies in these areas are directly 
harmful to economic growth, whereas the present level of taxes does 
not appear to have interfered with incentives for business expansion 
in recent years. 

In the hypothetical budget projections of table 1, I have assumed an 
increase in other nonsecurity expenditures of about $1 billion for 
fiscal year 1957. Conceivably, some of the additional programs could 
be so arranged that they are not reflected in the budget totals. In 
either case, however, for purposes of fiscal policy the need for added 
revenues is unaffected. In this sense it is immaterial whether these 
new programs are financed through the budget or are kept outside the 
budget purview. In the longer range outlook, should national-security 
expenditures be stepped up, we would probably proceed relatively 
slowly with making up for the current and growing deficiencies in 
the nondefense programs. In our guesses for 1960 we included an 
increase of $3 billion for nondefense programs over and above the 
1955 level even in the case of rising national-security expenditures. 
An increase of $6 billion for these nondefense projects might occur if 
some progress is made toward general disarmament and an increase of 
$5 billion if defense expenditures remain at present levels. (See 
table 1.) 

On the State and local level deficiencies in the nondefense needs 
of the community are more directly felt. Within the past few years 
State and local governments have substantially increased their ex- 
penditures for highway improvements, school construction, medical 
facilities, and so forth. However, the backlog of these needs remains 
large and grows even larger with the growth in population and in the 
standard of living. Wecannot expect that the State and local govern- 
ments will postpone undertaking the urgently needed projects in these 
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fields. Therefore, by 1960 an assumed increase in total State and local 
government budget expenditures of more than $10 billion above 1955 
levels does not appear unreasonable. 


C. Budget receipts and the budget balance 

Budget receipts are expected to increase from fiscal year 1955 to 
fiscal year 1956 by about $2 billion. This rise in tax revenues is 
entirely due to a general rise in income levels, profits and economic 
transactions. In table 1 tax rates are assumed to remain at current 
levels. If the present business expansion should continue, a some- 
what greater increase in revenues can be expected for fiscal 1957. 
Having already assumed for the next fiscal year only a small increase 
in budget expenditures over current levels;-it appears that the budget, 
in its conventional definition, would be approximately in balance, and 
that a $2 billion surplus in the consolidated cash account could be 
expected. This could be true, however, only if no tax reduction be- 
comes effective during this or the next fiscal year. The prospect of 
a balanced budget also rests on the two assumptions already stated— 
(a) that any increase in national-security programs which might be 
thought desirable is not effectuated during the next year, and (b) 
that the urgently needed additional nondefense programs do not 
require substantial expenditures in the fiscal year 1957. Finally, this 
balanced budget hypothesis rests on the premise that the current 
business expansion will continue during the ensuing year. 

Using the consolidated cash budget as our measure of fiscal balance, 
we would achieve by 1960 a moderate deficit for the Federal Govern- 
ment in the case of an increase in defense spending, a moderate surplus 


if expenditures are at a maintenance level, and a very large surplus 
in the case of a major cut in national-security ee again 


assuming continuation of present tax rates and a hig 
ment. 

‘Tax yields on the State and local level should continue to increase as 
a result of growth and expansion in the economy. However, tax 
revenues are not expected to rise sufficiently to meet the added ex- 
penditures so that on balance, State and local governments by 1960 
will resort to some increased borrowing. 

To sum up the budget outlook for government as a whole (Federal, 
State and local including public authorities), it appears that from 
the strictly budgetary point of view we can expect over the long 
run to have some leeway for tax reduction unless there are substantial 
increases in national-defense expenditures. However, a discussion 
of tax policy must go beyond the budget outlook and must also ccn- 
sider the requirements for economic growth. 


1 level of employ- 


II. BUDGET POLICY AND ECONOMIC GROWTH 


A. Budget requirements for an expanding economy 


In discussing the budget requirements for a growing economy it 
should be emphasized that the role of the Government in economic 
growth is important but in our economic system is not predominant. 
Without the forces of private initiative our economic system will not 
grow irrespective of what the Government does or does not do. How- 
ever, it is equally true that a budget policy which does not meet the 
requirements of a growing economy may stymie economic expan- 
sion. It should also be emphasized that the budget reflects only 
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a part of Government activities and policies. A rise in Government 

expenditures or a reduction in taxes both of which are reflected in 
the budget generate additional income. However, increased income 
can also be generated through credit policies of the Government, by 
Government guaranties, changes in regulatory provisions and in many 
other ways which are not fully reflected in the budget. Our longer 
run estimates, therefore, assume that no drastic changes take place 
in the way the Government conducts its business and affects the 
economy. 

In the longer run outlook we can expect an increase in the labor 
force and in productivity per hour of work. From 1950 to the first 
half of 1955 the labor force increased by 2.9 million or 4.5 percent, 
output per man-hour by 17 percent. By 1960 we can expect a further 
rise in the labor force of about 5 million and productivity may have 
gone up another 15 percent, which is probably a-conservative estimate 
assuming only a very gradual spread of automation. Allowing for 
some reduction in the length of the workweek, total production of 
goods and services may reach $450 billion in 1960, an increase of $70 
billion over the $380 billion of the first half of 1955. Where will the 
demand come from to buy that product ? 

Over the long run the economy grows when, in addition to the 
demand generated by incomes derived from current production, some 
demand is activated through an additional expansion of funds (private 
and public) becoming available. This increased demand strengthens 
incentives for rising production and creates the market which absorbs 
the output of the increased productive capacity of a growing econ- 
omy. Rising production in turn generates rising incomes, additional 
consumer demand and rising business demand for producers plant, 
equipment and inventories. This is an admittedly simplified model 
of economic growth. It may, however, serve to demonstrate the point 
[am trying tomake. I believe that if present tax rates are maintained 
over a number of years, the Government would absorb such a portion 
of any such additions to income and profit that active cakene might 
not grow in accord with the rapidly growing full employment 
potential. 

This judgment would be particularly applicable under the assump- 
tion that in the longer run no substantial increase in total national 
security expenditures above present levels is likely to take place (case 
II and IIT of table 1). Present estimates indicate that the yield in 
Federal, State, and local revenues increases by ahout $3 billion with 
each $10 billion increase in gross national product. If, as we assume, 
cross national product will increase by $70 billion between 1955 and 
1960, the total Federal, State, and local tax take should go up by 
$21 billion even if no increase in tax rates should take place. Let us 
assume for argument’s sake that over the long run total Government 
expenditures remain the same and also that in the private economy 
additions to saving happen to balance the amounts businessmen wish 
to invest under full employment conditions. If now the Government 
intake increases year after year by about $3 billion if the resulting 
surplus is used to retire, let us say, bank held loans, then there is the 
likelihood that over the long run active demand will fall behind the 
potential full employment supply of goods and services, unemploy- 
ment will develop, and even the prospective budget surplus will be 
transformed into a budget deficit. Of course, if the surplus occurs 
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at a time when private demand for credit is high or when private 
saving is declining, it may help to counteract an otherwise inflationary 
trend as happened during part of the post-World War II period. 

In the National Planning Association’s study the American Econ- 
omy in 1960, we assumed that tax rates which would yield revenues 
equal to all the expenditures of Federal, State, and local governments 
might not permit that increase in private demand which would be 
needed to induce and absorb potential full employment output in the 
year 1960. Consequently, the study concluded that Federal, State, 
and local outlays would have to exceed tax receipts by about $5 billion 
in order to create that dynamic economic balance between rising de- 
mand and rising productivity which would sustain economic growth. 
Considering recent trends in saving (individual saving and growth 
in pension funds) and in investment financing (reliance on retained 
earnings), there appéars to be no reason why we should revise this 
conclusion which was formulated several years ago. This can, how- 
ever, at best be regarded as a tentative conclusion until more is known 
about consumer saving and expenditure behavior, about prospective 
business investment policies, about likely trends in productivity, etc. 

In order to reach conclusions for Federal budget policy, we still have 
to make assumptions with respect to State and local budget policy, 
including the financing activities of public authorities under State and 
local jurisdiction, If we assume that all outlays of State and local 
governments and authorities will exceed State and local revenues by 
$2 billion in 1960, it would follow that an excess of outlays over 
receipts of about $3 billion would be called for by the Federal Govern- 
ment. This latter figure would suggest that in 1960 a reduction in 
Federal taxes of about $5 or $6 billion would be indicated assuming 
a maintenance level for defense spending (case II), a much larger 
tax reduction in the case of a substantial reduction in national-security 
expenditures (case III), and virtually no tax reduction if national- 
security expenditures should be substantially increased (case I). 

Whether we call such an excess of outlays a deficit or not depends 
largely on what definition of the budget we use. It is likely that a $5 
billion excess of outlays over revenues for the Federal, State, and 
local governments combined (including public authorities) would be 
compatible with a balance in operating expenditure budgets as dis- 
tinct from capital budgets. However, I should like to emphasize 
that the amount of Government capital outlays in itself does not 
measure the amount of Government borrowing which is justified and 
desirable in the interest of economic growth. Our estimates indicate 
only the kind of budget policy which promotes balanced economic 
growth. Such an approach to budget policy formulation on the one 
hand helps to bring total demand in line with the rising productive 
capacity of the economy and on the other hand considers whether the 
size of the debt of Federal, State, and local governments is compatible 
with the maintenance of sound public credit. 

These two criteria for budget policy—balanced growth and sound 
credit—are implied in the requirements of the Employment Act. The 
Employment Act provides that the Government utilize all its resources 
for promoting maximum growth and stabilization. This would in- 
clude utilizing fiscal policies along with monetary and credit policies. 
The Employment Act further provides that Government policies be 
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conducted with due regard for “obligations and other considerations 
of national policy.” The maintenance of sound public credit is one 
of the “obligations” which, I believe, was implied by this provision. 
The general magnitude of the public borrowing which would be in- 
volved in these hypothetical estimates would result in a reduction in 
the proportion of the debt service to national income in a growing 
economy. This is compatible with a policy of reducing the debt 
burden. 

I should like to add one further comment regarding budget require- 
ments for economic growth. Just as we need a long-range military 
preparedness program for defense, so should we provide a long-range 
economic preparedness program which could be used when needed to 
maintain continued growth and stability. Possible tax reduction 
measures and stepped-up public projects would constitute our arsenal 
of economic defense which could be adopted to meet any attack on 
our economic growth. 
hb. Tax reduction and economic growth 

Some people have suggested that because a balance in the conven- 
tional budget and a moderate surplus in the cash budget is in sight, 
tax reduction is justified. ‘This, in my judgment, is not a convincing 
argument. On the contrary, the expected improvement in the budg- 
etary position, as I have attempted to show, is exclusively the result 
of an expected rise in revenues, assuming a continuation of the current 
economic expansion. If, however, the business expansion should be- 
gin to slacken, it is not likely that the rise in revenue would material- 
ize. The expected balance in the budget would disappear and we 
would end up with a budget deficit. If we were to follow the balanced 
budget argument, taxes would not be reduced in the face of a budget 
deficit. Consequently, to relate tax reduction to prospects for a bal- 
anced budget would mean that taxes should be reduced only if the 
current expansion continues and the increased revenues actually do 
materialize, but should not be reduced if an economic slack should de- 
velop resulting in a budget deficit. This concept which ties tax pol- 
icy to a balanced budget runs counter to what we have learned and 
experienced in recent decades about a sound fiscal policy. 

On the other hand, I can conceive of an argument for immediate 
tax reduction if an economist is convinced that the present expansion 
is bound to taper off in the near future. Considering the time needed 
for tax decision, some may reason that we run a lesser risk by going 
ahead with tax reduction now than by waiting until the economic 
slack has begun to develop. 

Personally, I would approach the question somewhat differently. I 
would say, “Let us consider a pores for tax reduction as the best 
way by which tax policy can be used most effectively to support a 
growing economy.” I can imagine the possibility that the current 
economic expansion will begin to slow down in the near future and 
that tax reductions would then become desirable. Until such a de- 
velopment becomes apparent, however, I would recommend for the 
time being a tax program which achieves improvements in the tax 
structure without reducing the yield. I recognize that a tax program 
by which some taxes are reduced and others raised is not “neutral” in 
its economic effects. Nevertheless, we are probably not making a 
serious error by neglecting the net effect of such shifts on total demand 
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and purchasing power. For the longer run, however, our conclusion 
remains that substantial tax reduction will become feasible and de- 
sirable. 

This appraisal of the longer run outlook is based on an evaluation of 
economic trends as they now appear. I recognize the hazards in- 
volved in offering tax recommendations based on an economic ap- 
praisal. Unexpected changes in saving or spending habits of indi- 
viduals (including pension funds), unexpected technological changes, 
and international complications could affect the estimates materially. 
Nevertheless, the considerations which I have outlined suggest the con- 
clusion that barring a serious deterioration in international relations a 
substantial cut in taxes should become possible over the next few years 
and in all likelihood will become necessary in order to support the 
rising level of purchasing power required for sustained economic 
growth. However, with respect to the immediate future, it is neces- 
sary to consider first what possible increases in defense and nondefense 
programs may have higher priority than tax reduction and, second, 
whether a tax-reduction program should be scheduled so that it be- 
comes effective when needed to support economic growth. 


Ill. PROCEDURES FOR BUDGET POLICY EXAMINATION 


Up to this point I have attempted to establish two basic proposi- 
tions: 

1. That consideration should be given to preparing a program 
of tax reduction which can be executed over a period of years; and 

2. That it may be wise to delay immediate tax-reduction meas- 
ures until a time when such action would be most effective in 
support of economic growth. 

I have based these recommendations on an appraisal of probable 
trends in certain Government expenditure programs and on our esti- 
mates of short run and longer run economic developments. I freely 
admit that I could not quarrel with anyone who questions the exact- 
ness of these appraisals. I am much more concerned about the use- 
fulness of the approach which I have employed than about the 
specific numerical results. 

Before any tax-reduction program is enacted—whether the decision 
is that it should be executed immediately or over a period of years— 
we should consider two basic problems: first, the relative necessity and 
desirability of maintaining or increasing certain Government expendi- 
ture programs versus tax reduction and, second, the impact which 
financial policies in general will have on the Government’s responsi- 
bility for promoting conditions conducive to economic growth and 
stability. A serious question has been raised as to whether our present 
Government machinery is set up in a manner that permits the Legis- 
lators to take action on specific financial programs in the light of the 
budget picture as a whole and of economic requirements. The Con- 
gress and the Executive certainly have made great advances in recent 
decades both toward better budget review and toward better economic 
review. Legislators are now able to obtain information for their 
guidance which was not previously available. Nevertheless, I believe 
that further improvements are still possible and are needed in order 
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to realize the goal which is implied in the topic of these hearings, 
amely, formulating a “budget policy for economic growth.” To 
attain this objective, in my opinion, requires arranging the budget 
process whereby the Congress can (1) view the budget i in an economic 
perspective extending beyond a 1- or 2-year period, and (2) take 
prompt action when a change in economic conditions makes a change 
in Government programs or financing desirable. A number of im- 
provements in the executive and legislative budget pre ess have been 
proposed recently. Within this past } year both the National Planning 
Association and the Committee for Economic tate issued 
Sere concerning the Federal budget process. The National Plan- 
ing Association he as recommended * rth: at— 

1. The President’s budget should be viewed in the prespective 
of several years. Besides the detailed appropriation request and 
estimated expenditures for the ensuing year or two, there should 
be presented a budget outlook covering r several vears. The budget 
outlook should pr esent expenditure estimates by major func tions 
(a) under present legislation and (0) under legislation which is 
proposed. Similarly revenue prospects, debt redemption, and 
possible borrowing should be estimated assuming (a) continua- 
tion of existing legislation and (b) proposed changes in revenue 
legislation. 

2. The President’s Economic Report should present a parallel 
economic outlook covering the same period of years. The eco- 
nomic outlook would include projections of economic develop- 
ments assuming maintenance of maximum employment, produc- 
tion, and purchasing power and would indicate what changes in 
Government programs or methods of financing would be needed 
for promoting a ‘desirable rate of economic expansion. 

3. The Joint Committee on the Economic Report should be 
reconstituted as a Joint Committee on Economic and Fiscal 
Policy. This committee would then report to Congress both 
on economic and fiscal policies. 

4. In appraising Government programs attention should be 
paid to those Government activities (credit and monetary policy, 
guaranties, and insurance of home finance, etc.) which are not 
fully reflected in the estimated budget expenditures no less than 
— which are included in the budget. 

. If on the basis of the longer range analysis it appears that 
ay increases or tax reduction, or other fiscal measures, may be 
needed, Congress should initiate hearings and begin to consider 
these longer 1 range measures on an “as if” basis (exactly as this 
committee has done in undertaking hearings on tax policy with- 
out committing itself as to the time or the kind of tax action 
which may become necessary). Such hearings would have pre- 
pared the ground for legislation so thoroughly that, in case of 


a change in the economic ‘outlook, prompt legislative action would 
be feasible. 


*The Need for Further Budget Reform, a joint statement of the National Planning 
Association, and the Federal Budget and the National Ec onomy, a staff report by Gerhard 
Colm, with the assistance of Marilyn Young, Planning Pamphlets No. 90 (Washington, D. C., 

National Planning Association, March 1955). 
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ECONOMIC GROWTH AS A POLICY OBJECTIVE 


ARTHUR SMITHIES, Harvard University 


Economic growth has become the fetish of the postwar era. It pro- 
vided the key to the defense program of this country and to the 
European recovery program. The underdeveloped countries of the 
world have, almost without exception, set economic growth as their 

oal; and in many cases the alternative to growth is excessive popu- 
lation and mass starvation. The ability of the respective systems to 
promote and achieve growth figures prominently in the ideological 
contest between capitalism and communism. 

All this is in marked contrast to the preoccupation of the thirties— 
when full employment of labor and existing industrial capacity seemed 
such a distant goal that to think of increasing productive capacity 
appeared futile and unrealistic. At the present time there is no seri- 
ous unemployment problem in any major country of the world. Nor 
is there any problem of serious inflation. The abundance of goods 
achieved through expansion has produced a remarkable degree of price 
stability throughout the world. In short, the dangers of short-run 
instability that inspired the Employment Act of 1946 have not so far 
materialized—partly, perhaps, because of the assurances of corrective 
action symbolized by the act itself. I do not venture to predict the 
preoccupations of the future, but the present interest in economic 
growth is readily understandable. 

This reorientation of economic thinking from the pessimism induced 
by the great depression has been salutary and necessary. Now, how- 
ever, there is a danger that the new enthusiasm be carried too far 
and accepted in too uncritical a manner. There is a popular tendency 
to approve all policies that contribute to growth; to deplore those 
that do not, whether or not they contribute to other policy objectives; 
and to regard all kinds of growth as contributory to the defense of the 
country. The gross national product and its rate of increase tends 
to become a shibboleth, whereas it is really a crude aggregation of 
statistics that cannot be understood without careful examination of 
its composition. 

Since we have returned to the problems of the classical economists, 
I shall quote the views of Adam Smith and John Stuart Mill on the 
merits and demerits of a progressive economy. Adam Smith, writing 
at the dawn of the industrial revolution and in protest against the 
economic restriction of his time, had this to say in favor of the pro- 
gressive economy : 


It deserves to be remarked, perhaps, that it is in the progressive state, while 
the society is advancing to the further acquisition, rather than when it has 
acquired its full complement of riches, that the condition of the laboring poor, 
of the great body of the people, seems to be the happiest and the most comfort- 
able. It is hard in the stationary, and miserable in the declining state. The 
progressive state is in reality the cheerful and the hearty state to all the 
different orders of the society. The stationary is dull; the declining melancholy. 


Mill, writing some 50 years later and with some experience of the 
industrial revolution, pleaded for a stationary state in these terms: 


I cannot, therefore, regard the stationary state of capital and wealth with 
the unaffected aversion so generally manifested toward it by political econ- 
omists of the old school. I am inclined to believe that it would be, on the 
whole, a very considerable improvement on our present condition. I confess 
I am not charmed with the ideal of life held out by those who think that the 
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normal state of human beings is that of struggling to get on; that the trampling, 
crushing, elbowing, and treading on each other’s heels, which form the existing 
type of social life, are the most desirable lot of human kind, or anything but the 
disagreeable symptoms of one of the phases of industrial progress. 

The American ideology is undoubtedly closer to Smith than to Mill. 
And if we had not hustled and pushed for over a century, we would 
not have won the freedom permitted by our opulence today. But 
now we can afford to take a more conservative attitude and to temper 
progress with urbanity. It seems to me that we should. 

Economic development has been described by Schumpeter as a pro- 
cess of creative destruction. The creation of new products, new build- 
ings, new techniques, and new skills is accompanied by destruction of 
the old. Progress has a price that is by no means fully revealed in 
the statistics. The national product figures take full account of the 
creation but only inadequate account of the destruction. Maximum 
economic growth means maximum creation and maximum destruction. 
The statistical rate of growth would increase if homes, apartment 
buildings, and hotels were torn down and rebuilt with increasing fre- 
quency. Changes in the tax laws with respect to depreciation could 
accelerate this process. But do we want, in the name of progress, to 
move toward a situation where houses are traded in like cars? And 
do we want cities to be in a perpetual state of being torn down and 
rebuilt? In the interests of social stability we might some day want 
buildings to last longer rather than shorter, and to that end slow down 
the rate of economic growth. 

What is to be national policy with respect to industrial uses of 
atomic energy? ‘Those uses could be accelerated or retarded by public 
policy, including tax policy. Will the Nation be best served by revo- 
lutionary change or by the more conservative processes of evolution ? 
The answers to such questions must be given through the formation 
and expression of political opinion—or they may be given through 
inadvertence. But it is safe to say that on the one hand the country 
will not deny itself the industrial use of atomic energy and on the 
other, that the maximum feasible rate of adoption is unlikely to be 
the most beneficial. 

More generally, do we want to move toward automation and the 
3- or 4-day week as rapidly as possible? Or can social values be 
better conserved by a slower rate of progress? India, in contrast to 
China, is attempting to achieve a compromise between economic devel- 
opment and the preservation of its traditional values. Surely, a 
country as opulent as the United States can afford to abate the revo- 
lutionary effects of technological advance. 

Arguments for economic growth have been most frequently 
advanced in connection with national defense. These arguments 
relate both to the capacity of the country for all-out mobilization 
and to its capacity or willingness to sustain the defense program 
required by the cold war. 

World War II showed that an economy engaged largely in the 
production and consumption of durable goods had great mobilization 
advantages. It possessed productive facilities that could be readily 
converted to war production. And these facilities could be easily 
released for war production. Some consumers possessed “inventories” 
of automobiles and household appliances that could tide them over 
the war period. The World War II concept of a mobilization base— 








34 FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 





both of specialized facilities and general industrial facilities still 
enters prominently into economic policy discussion and is used to sup- 
port economic expansion in every form. : 

That argument, however, may have lost much of its validity under 
atomic conditions. Forces in being at the outbreak of war are likely 
to be the decisive factor at the outset. Initial large-scale distinction 
of facilities is to be expected and the economic effort, in that event, 
would be directed toward restoration of production of all kinds rather 
than to conversion. Even with our imperfect knowledge of what 
future wars will be like, it seems reasonably clear that emphasis needs 
to be placed more on dispersal of essential activities, and the construc- 
tion of a highly specialized mobilization base. General economic 
expansion with its concentration of production in large centers can- 
not be relied on to produce the kind of economy needed to meet the 
mobilization needs of the future. 

With respect to the cold war, it is difficult to see how a military 
program of the size needed will be maintained unless at the same 
time increasing productivity makes possible continually rising living 
standards. A defense program that contemplates curtailment or 
erosion of living standards can be sustained only in a crisis atmosphere. 
Even with the extraordinary prosperity and rising living standards 
of the last few years, pressure for tax reduction grows not when the 
crisis has passed, but when people get used to it. If income after taxes 
were not rising for the bulk of the population, these pressures would 
be far stronger than they already are. A rate of growth adequate to 
keep such pressures within bounds is therefore essential. 

Policy objectives, other than defense, depend on economic growth 
for their attainment. The future is likely to see increasing public 
demands for protection against. illness and unemployment, for im- 
proved education, and for provision for the aged part of an aging 
population. Without economic growth such demands are unlikely to 
be met and attempts to enforce them are likely to create bitter divisions 
of political opinion. But if economic growth continues, those de- 
mands can easily be met from increasing productivity. In practical 
terms, if recent growth trends continue, the yield of the present tax 
system would provide for most of the welfare programs that have 
been proposed and for tax reduction as well. 

The policy objective that depends essentially on economic growth 
is stability of the price level. With the existing organization of the 
labor market, increasing money wages, year after year, are to be ex- 
pected. Wage earners in their present occupations demand and are 
able to get increases. And to attract labor to new industries and 
occupations, wages above prevailing rates are needed. Money-wage 
stability on the average is only likely with a degree of unemploy- 
ment that is generally considered intolerable. Without continuing 
increases in productivity, money-wage increases are therefore likely 
to lead to corresponding increases in the price level. With an 
adequate rate of growth wage increases and price stability can be 
compatible. 

While continued economic growth is indispensable for meeting some 
of our essential national policy objectives, I have attempted to show 
that we should think in terms of an “adequate,” “satisfactory,” or 
“optimum” rate of growth rather than a “maximum” rate. Some 
types of growth that are most needed from the point of view of na- 
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tional security may have little impact on the gross national product 
statistics. Others may influence the statistics markedly without con- 
tributing markedly to national security or any other important policy 
objective. While the stationary state falls far short of a complete 
social prescription, its values should be allowed to modify the onrush 
of a progressive economy. 


Tue INFLUENCE OF BupGerary Pouicy on Economic GrowTH 


To specify all the conditions of economic growth—involving as they 
do climate, natural resource endowment, religion, social structure, 
political organizations—goes far beyond the scope of this paper, to 
say nothing of the competence of the author. Those, however, that 
seem particularly relevant to budgetary policy are: the flow of tech- 
nical knowledge; the supply of entrepreneurial ability ; the skill of the 
labor force; the supply of savings and the prospects of profitable in- 
vestment. My present task is to discuss how they are influenced in 
favorable or adverse directions by Government expenditure and tax 
policies. 

Expenditures 


With respect to expenditures, the first question to consider is whether 
the total size of the budget, apart from the way it is financed, influ- 
ences the rate of growth. Does the fact that the Government, rather 
than private customers, purchases a substantial part of the national 
output of goods and services make any difference? The answer prob- 
ably depends more on the composition of the Government’s demand 
on whether the Government’s activities tend to concentrate produc- 
tion in those areas where opportunities for technological advances are 
greatest. The history of the aircraft and electronics industries in 
recent years indicate that Government procurement has at least been 
no impediment to some of the most rapid technological advances that 
have ever been made. Despite the vicissitudes of the budgetary process, 
the Government can evidently provide a highly satisfactory market 
for private producers. From the point of view of economic growth, 
there seems to be no reason for cutting down Goxernment demand for 
modern weapons and substituting private demand for goods and 
services in general. 

On the other hand, part of the Government’s function is to abate the 
rigors of economic growth; to relieve casualties; and to broaden par- 
ticipation in its benefits. Programs to support uneconomic regions, 
to increase individual security at the expense of labor mobility, to 
preserve the beauty of the landscape, to cleanse the rivers, to conserve 
cultural values, and to provide for the aged and the sick, may either 
(irectly or through their effects on taxation, slow down the rate of 
economic growth. But that is no conclusive argument against them. 
One of the benefits of economic growth is that we can afford some eco- 
nomic inefficiency. But, as noted above, the feasibility of such measures 
(lepends essentially on continued growth. If carried too far, welfare 
programs can be self-defeating. However, I can see little likelihood 
that the interplay of political forces in the United States will permit 
welfare measure to be carried too far from this point of view. 

Government expenditures on research and education are likely to 
be needed to realize an adequate rate of economic growth while high 
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business profits provide abundant funds for applied research. But 
that very fact draws superior talent away from fundamental research 
on which technological advance depends in the Jong run. The need 
for Government encouragement of pure research was recognized in 
the establishment of the National Science Foundation, but the meager 
appropriations the Foundation has received indicate that the research 
needs of the Nation have not fully entered its political consciousness, 

With respect to education, there are strong indications that this 
country is not turning out enough graduates with the technical train- 
ing needed to meet the requirements of a technological age. And the 
roots of the trouble go deep into the public-school system where 
science and mathematics have received inattention and discourage- 
ment for over a generation. The forces of demand and supply.may 
rectify the situation in another generation. But defense needs alone 
may rule out this automatic remedy as far too slow. Government 
action may be needed. 

A satisfactory rate of economic growth depends on the adequacy 
of the public-works programs of the Federal, State, and local govern- 
ments. The present highway situation furnishes a dramatic example. 
Any automobile driver in an eastern State needs no argument to con- 
vince him that saturation of much of the highway system is approach- 
ing and that the continued expansion of the automobile industry de- 
pends on the construction of new highways. In other areas, such 
as the reclamation of land and the generation of power, Government 
investment is needed where the returns from the investment are too 
uncertain or too remote to attract private capital. How much Gov- 
ernment investment is needed will depend on the rate of growth de- 
sired. Highway construction, for instance, can either lag behind or 
run ahead of automobile expansion. But it will afford a greater 
stimulus to economic growth in the latter case than in the former. 


Taxation 


With respect to taxation, the first question to consider is the peren- 
nial one of budget balance. From the point of view of stimulating 
economic growth should taxes exceed, equal, or fall short of expendi- 
tures. What this question should involve, but rarely does, is con- 
sideration of the relation of fiscal with monetary policy. Assume 
that the short-run objectives of the Employment Act are achieved 
and fiscal and monetary policy are consistent with the level of de- 
mand needed to provide full employment without inflation. Sup- 
pose, for the sake of argument, the level of expenditures is already 
determined and the Government is reviewing its monetary-taxation 
policy from the point of view of economic growth. 

Taxes and interest rates, if changed at all, should be changed in 
opposite directions. An increase in taxation should be accompanied 
by reduction of interest rates and vice versa. Otherwise, short-run 
stability will not be preserved: Unemployment or inflation will re- 
sult. If the Government decides to incur a deficit when the budget 
has previously been balanced, that should mean that it considers higher 
interest rates and lower taxes beneficial for economic growth. It 
should move in the direction of a surplus when it considers that lower 
interest rates and higher taxes are needed. 

But before going further, the distinction should be made between 
those taxes, such as excise taxes and middle and low-bracket income 
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taxes, whose impact is mainly on consumption expenditures and those 
such as corporate taxes and top-bracket income taxes which tend to 
reduce the ew of investible funds. At the risk of some inaccuracy, 
I designate the former consumption and the latter business taxes. 
Of course, with present levels of expenditures, consumption taxes are 
inevitable, but the Government can place more or less emphasis on 
curtailing saving and investment according to the requirements of its 
policy objectives. It can emphasize investment by lowering interest 
rates and business taxes and raising consumption taxes. It can em- 
phasize consumption by the reverse policy. Whether the budget is 
balanced or not should therefore depend on the relations the Govern- 
ment desires to establish among Government expenditures, private 
consumption and investment—and on its willingness to coordinate its 
monetary with its fiscal policies. 

The Government, however, has by no means complete freedom in 
the relative degrees of emphasis it can place, through tax and mone- 
tary policy, on investment and consumption. After all, the purpose 
of investment is to increase the flow of goods to meet the demands of 
private consumers and the Government itself. The growth of the 
automobile and aircraft industries would not have occurred without 
consumer and Government demand. Furthermore, the major oppor- 
tunities for investment occur in the mass-production industries, and 
mass production requires mass consumption and mass purchasing 
power. 

Hence, efforts to stimulate economic growth by reducing business 
taxes and increasing consumption taxes may, if carried far enough, 
be self-defeating. ‘The decline in consumer demand, induced by the 
change, may more than cancel out the added inducements to business 
given by taxation. Similarly, the reverse kind of policy—lowering 
consumption taxes and increasing business taxes—may fail to stimu- 
late growth. The stimulus given by increased consumer demand may 
be offset by the contraction in the funds available for investment, 
arising from the increase in business taxation. In that event, the in- 
creased consumer demand would be reflected in higher costs and 
diminishing returns rather than in improved technology. 

A steady rate of economic growth therefore requires that consump- 
tion and investment both increase in step with each other. Neither 
can outrun the other too far without causing trouble. From the 
point of view of tax policy even a maximum rate of economic growth 
does not mean concentration on consumption taxes. It means a bal- 
anced distribution of the tax load between business and consumption 
taxes, 

In political terms, the situation is interestingly paradoxical. If 
business interests had their own way, it is likely that consumption 
taxes would be adverse to business expansion. On the other hand, if 
the welfare point of view prevailed, business taxes may be raised so 
high and consumption taxes reduced to an extent that the economic 
growth, on which welfare itself so basically depends, would be re- 
tarded. In our happily balanced society each side of the political 
argument tends to save the other from its excesses. 

Surely the rate of growth of the American economy during the post- 
war decade has been no less than satisfactory. It has continued under 
conditions of demobilization, remobilization, mild recession and infla- 
tion and under Democratic and Republican administrations. The 
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common characteristic of the whole period, however, has been that 
the economy has been operating close to full employment and full 
production for a decade, and this performance has induced wide- 
spread confidence that it will continue. Gl 

This experience suggests that if Government policies successfully 
maintain high and stable levels of employment during the next 
decade, the question of economic growth in general need cause no 
great concern. With any array of political forces that is likely, 
middle-of-the-road measures that will do justice to both the invest- 
ment and consumption aspects of growth can reasonably be expected. 

My conclusion—an uneasy one for an economist—is that there is 
nothing radically wrong with our present budgetary policy from the 
point of view of economic growth. Expenditures are not too high, 
and can be increased if the need arises. The tax system appears to 
offer no impediment to a satisfactory rate of growth. There is evi- 
dently no lack of expanding consumer demand and adequate funds 
for investment. There is no evidence that the progressiveness of the 
income tax is diminishing incentives. In fact, the tax system as a 
whole may be attracting superior talent to business—which offers the 
prospect of capital gains in addition to highly taxed income. 

At a less general level, improvements are always possible. I have 
mentioned the need for expenditures on research and training. On the 
tax side, loopholes may now provide incentives for more expansion in 
particular areas than is needed, while special incentives may be re- 
quired to combine expansion with adequate dispersal of industry. A 
great deal of talent remains unproductively employed in wrestling 
with the complexities of the tax system. 

I do not want complacency to divert attention from long-range 
issues. If my optimism is justified, the result has been due at least 
as much to good luck as to good management. But luck may not 
always be so kind, and the efforts of the joint committee to encourage 
congressional interest in the subject of growth are very much to be 
welcomed. But no amount of thinking can produce a long-run blue- 
print. The task of the policymaker is rather to observe the trends of 
the past and the present rate of economic growth and to devise meas- 
ures for accelerating or retarding it in accord with national objectives. 


BUDGET POLICY FOR ECONOMIC GROWTH 
DonaLp B. Woopwarp, Vick Chemical Co., New York City 
I. Economic Growrn aNp Bupeer Pouicy 


Economic growth I take to mean broadly the achievement in most 
years of a higher standard of living for the poeaae part of the 
population than in any preceding year. The ideal, of course, would 


be a new high in the standard of living every year for every person, but 
in an imperfect world we shall probably have to settle for a little less, 
at least for a little while longer. In technical terms we presumably 
mean by economic growth a realization in most years of more output 
per unit of input, or, to state it differently, higher productivity by 
the factors of production. 
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The achievement of economic growth requires more and more tools 
and skill for workers so that they ¢ ‘an produce more, and become better 
markets for the production of others. There is no other way, barring 
windfalls, for output to rise in relation to labor and resources used 

‘for markets to expand faster than population. If there are to be 
more tools and skill, there must be saving to provide them. The 

; supply of tools and skill cannot grow if all production is currently 
F consumed. And not only must saving be made, but it must go, through 
» investment, to the purposes and the places best suited to contribute 
» tothe desired economic growth. 
; In this urbanized and specialized economy, a large proportion of 
savings are made in money. For them to be used most appropriately, 
properly functioning instruments for the direction of the savings to 
such uses must exist; these include the many types of saving and 
fiduciary institutions, and the capital markets. “And an atmosphere 
most conducive to their efficient functioning will greatly increase the 
> chances for the desired economic growth. 

? Budget policy and cosequent operation have a tremendously 

large influence upon these factors involved in economic growth. 

There are other influences of great importance also and the focus 

here on budget policy should not be taken as any suggestion that it 

alone is dominant, nor that even the wisest budget policy alone can 
assure economic growth. The reason that budget policy and operation 
are so important is that they largely determine whether Government 
is preempting some of the savings so important to economic growth, 
or whether Government operations are generating saving and making 
them available for the economic growth processes. The tax and 
expenditure policies encompassed in ‘budget policy exert a great influ- 
ence upon the level of saving and the “direction of its investment. 

Budget policy strongly influences the expansion and contraction of 

bank credit, and thus fluctuation in the money supply. And budget 

policy is an important factor in creating the atmosphere which so 
affects the possibilities for economic growth. 



























Il. Avrernative Bupcer Ponicres 










‘That controversy exists about appropriate budget policy is not sur- 
prising in view of its importance. There are three main alternatives 
which have vocal advocates. 

One recommended course is a budget policy that provides that Goy- 
ernment have the use of a large part of the savings of the country in all 
circumstances. Such a course means that the Government would 
direct the major part of the country’s savings to such uses as Govern- 
ment officials believed best. This view rests upon the belief that 
under such a course incomes would be better maintained than other- 
wise, so that optimum savings would be made, that the savings would 
be better used, and that therefore optimum economic erowth would 
result. This view usually is associated with advocacy of large Govern- 
ment expenditure and high taxation, often with severe ‘antisaving 
features in.the tax structure. 

At the opposite extreme is the advocacy that Government should 
have an exactly balanced budget under all circumstances, and so use 
none of the country’s savings—though an exception is usually made 
for wartime conditions. This view rests upon the belief that the 
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private sector of the economy will maximize incomes, cause optimal 
savings, and use savings to the greatest advantage. This view usually 
is associated with advocacy of small Government expenditures and 
consequent low taxation. 

The final alternative is for the Government and the private sector 
of the economy to operate in a collaborative manner to assure that 
income and savings are maximized and that the best use of savings 
is made under all conditions. Under this view a lower rather than a 
higher budget is aimed at, and conditions conducive to best functioning 
of the private economy are established. When the private sector is 
advantageously using savings and maximizing income under these 
conditions, the budget. would so operate as to add to the volume of 
savings being done privately: i. e., it would be balanced and provide 
for a modest amount of debt repayment. When the economy is not 
operating to employ resources at a high level despite a favorable 
environment, Government would make use of some savings through 
a budget deficit. 

This third alternative seems to me the wisest and most desirable; 
the two extreme views are unpromising. On the one hand, I have 
no faith that any set of Government officials of any administration 
or party have sufficient skill and wisdom to put the major part of the 
country’s savings to the most efficient use or to bring about conditions 
in which the optimum amount of saving is done. This lack of faith 
is based upon no unfriendliness nor lack of acquaintance, for I have 
worked in and around a number of Government agencies over the 
past quarter of a century and know them customarily to be manned by 
hardworking, conscientious and able people. It arises rather from 
a conviction that this country and its farflung interest is much too 
complex an organization to be comprehended in any detail or operated 
with any real success even if every public office were at all times 
occupied by the very best fitted man in the world for the post. 

On the other hand, I observe that on the record the private economy 
has not at all times brought about high employment or optimum 
saving, nor used the savings that occurred to the maximum efficiency. 
Whether this has resulted from inept governmental influence or de- 
ficiencies of the private sector is argued at length and sometimes with 
more heat than light. My own impression is that both sides could 
mend their ways considerably. 


III. Mesuine Pustic anp Private Sectors 


If the best budget policy is for the public and private sectors to 
be made to complement each other in helping to bring about maximum 
income, optimum volume of savings, and their most efficient use 
for economic growth, the question is how. 

One way much discussed over the past two decades is for the Gov- 
ernment budget policy to decide when and in what amount budgetary 
operation should utilize or add to the country’s savings through incur- 
ring surpluses or deficits. This proposition has a certain amount of 

lausibility, which is enhanced when it is put into the persuasive 
‘orm called the compensatory budget. Under this concept the budget 
provides for a sizable deficit to use saving and probably expand bank 
credit and the money supply when the country is having less than 
prosperous conditions, and conversely the budget is then more than 
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balanced so as to create savings and repay the previously incurred debt 
when prosperity again is achieved. Under this concept expenditures 
and taxes must be raised or lowered as economic forecasts are changed. 

But, though plausible, this concept has proved unworkable. Its 
operation requires such continuous and accurate long-term forecast- 
ing of receipts and expenditures by the budget makers as to be beyond 
human performance. But more than that, its operation required action 
that neither the Congress nor the Executive is, on the record, willing 
to take. Deficits have been accepted during the past 20 years on the 
understanding that they will be offset by surpluses in good times. But 
good times have found little of surpluses except by accident. ‘The 
current period has the greatest prosperity the country ever has 
known—and a deficit. Expenditures are more easily raised than 
lowered, so the system has become one leading to a rising expenditure 
trend. Congress and the administration have struggled to find reve- 
nues to meet high outlays and have been led to impose a disadvantage- 
ously high tax burden, containing some seriously antigrowth taxes. 
Evidently something more reliable than the compensating budget 
concept is needed. 

The other way for budget policy to provide that the public and 
private sectors complement each other is to leave the decision to the 
private economy aided by the Federal Reserve System. Under this 

lan a low—rather a high—expenditure policy is adopted and the 

udget always would be prepared on the assumption that high pros- 
perity will prevail during the time period which the budget is to cover. 
Tax rates would be set to provide revenues to cover estimated expendi- 
tures and provide a small surplus from personal and corporate in- 
comes at high levels of prosperity. The private economy always 
desires prosperity and the Federal Reserve System always is working 
to aid in the achievement of that desire. 

But if prosperity does not in fact prevail as the budget would con- 
template, then receipts would fall below the level prosperity would 
provide and outlays (including trust funds) would rise as a result of 
the so-called built-in stabilizers—not due to changes in appropriations. 
A sizable deficit thus automatically occurs, and the necessary borrow- 
ing to cover it uses savings and expands credit. This system doesn’t 
demand an omniscient crystal ball in the Budget Bureau nor in the 
Halls of Congress. I conclude that this is the only realistic concept 
available, and that it should be used. 


IV. Tue Centra, Bank 


I have placed great emphasis upon the Federal Reserve System and 
its role. The Federal Reserve System is well equipped to help the 
private economy toward prosperity. It can make its decisions upon 
facts of the moment. It can change direction very speedily as condi- 
tions change or even to correct its own errors if any be made. It can 
encourage or discourage savings, and it can encourage or discourage 
investment. It can determine the availability and cost of credit, 
and greatly influence and in most circumstances determine the money 
supply. It has long experience, and it is staffed with an extraordi- 
narily skilled and competent organization of men. The Federal Re- 
serve System is one of the most successful and commendable organ- 
izations the Congress has ever created. 



















42 -FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 





The Reserve System has not in the past been given sufficient powers 
and freedom by Congress and the administration to operate most 
effectively. Its present position is much improved and its capabil- 
ities much enhanced. Congress and the administration would contrib- 
ute to economic growth by being very responsive to any requests from 
the Federal Reserve for actions or legislation to enhance its effective- 
hess. 

The best budget policy is that which encourages the Federal Reserve 
System to be the Government’s primary instrument to aid the private 
economy to achieve and maintain prosperity, which creates conditions 
most conducive to the efforts of the economy assisted by the Federal 
Reserve, and then automatically and rapidly provides aid when aid 
demonstrably i isneeded. That is the policy here advocated. 
VY. Bur Wise’ 


Tax AND Oruer Pouicres Atso ARE EssentiaL 





This statement is concentrated on budget policy for economic growth 
and it also deals with expenditure policy. But at the risk of belabor- 
ing the obvious, I want to emphasize that even the wisest budget 
policy cannot assure the realization of the objective. There are a 
number of other essentials if the most beneficent rate and type of 
economic growth is to be realized. 

Next to the most important of all is the central matter with which 
your subcommittee is dealing: taxation. Most important is, of course, 
the combined matter of the maintenance of freedom and the avoidance 
of war. Next comes the manner in which the tax gatherer removes 
his necessarily large take from the economy. I should like to ur gently 
recommend your ‘attention to three aspects of taxation which seem 
to me to be of outstanding importance to economic growth. 

1. Encouragement to American business opel ration and investment 
abroad, through special tax rates. 

(a) To help maintain peace —Foreign commercial operations can 
lo more to sell the “American way” and to tie nations to us than can 
the necessarily limited staff of Government officials abroad. 

(6) To enlarge domestic economy - —With a world market as big 
as the United States and potentially much bigger, foreign operations 

can vastly increase consumption of the goods we produce ; and this 
is the psychologically and economically exact right time to expand 
our foreign business. 

(c) To assure sources for materials needed here—American devel- 
opment of natural resources abroad can mean that more materials 
will be available to us. And we need money now and will need more 
und more as time passes. 

(d) To produce increased tax income.—Greatly increased United 
States earnings abroad, rising out of greater incentive to operate 
abroad, can, even with reduced tax rates, ‘produc e greater tax revenue. 
It’s the old American system of making more money by taking a 
smaller markup. For example, if a cut in taxes by 15 percent gets 
earnings up 25 percent, both the tax collector and the investor will | get 
more than now. 

(e) Reduce foreign-aid expenditures—Increasing private Ameri- 

can investment abroad results in improving foreign economies and 
speeds the eventual elimination of United States Government direct 


aid. 
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Much study has been given this subject in the last several years 
and many proposals made, but so far not much has filtered into the 
taxing statute to activate them. These proposals are being reviewed 
in detail by another paper, and I will not list them here. However, 
| wish to particularly recommend the adoption of proposals which 
would tend to eliminate or minimize differences in the tax consequences 
of various legal forms of operating abroad and which would adopt 
the businessman’s concept of the unitary nature of foreign operations. 

2. Facilitation of most efficien: corporate operation: This is impor- 
tant to economic growth because corporations are the chief economic 
instrumentalities of this society, and the welfare and efficient opera- 
tion of the corporate population is essential to the welfare of the 
human population. The tax structure contains a number of impair- 
ments and obstacles to most efficient corporate operation, and these 
should be remedied. Among the impairments and obstacles to most 
efficient corporate operation, probably the most notable are the con- 
tinued taxation of intercorporate dividends and the penalty on con- 
-olidated returns. The originally suggested need for the former (the 
prevention of evasion of a graduated tax on corporations) is, to the 
extent it may still exist, taken care of by other technical provisions 
in the law, but its onerous burden has increased through the years 
with the increased corporate rates. Both it and its companion, the 
consolidated return penalty, are almost universally recognized as 
being anomalies which should be eradicated. 

3. Realization of the fundamental relation of saving and economic 
growth: This statement began and will now end with emphasis on 
the essentiality of savings to the process of economic growth. In 
view of this essentiality, the penalties on the saving process which 
have crept into the tax structure need urgently to be exorcised. Those 
who save (both persons and corporations) have already had to over- 
come the necessary obstacle of the payment of income tax, and they 
have had to undergo the penalty of foregoing the pleasure of current 
consumption of their income. 

They benefit society by providing the wherewithal for economic 
growth, and, as they must overcome an obstacle and make a sacrifice 
in order to save, the imposition of taxes upon the resulting savings 
is a most unwise tax policy. 


BUDGET POLICY AND ECONOMIC GROWTH 
Epwin B. Grorce, Dun & Bradstreet, Inc., New York City 


The subject assigned is too broad for thorough treatment, and I 
have chosen to limit myself to its third subdivision, viz, criteria of 
budget policy for short-run economic stabilization and long-term 
economic growth and proposals for meeting both sets. 

As usual the problem begins with concepts. The common definition 
of economic growth runs in terms of rate of advance in gross national 
product and it is commonly held or implied that one of our major 
policy objectives should be to maintain this rate at a maximum—at 
any rate unless efforts to do so involve periodic recurrence of mass 


1I am trusting others to find critical ratios of tax yield or rates of capital forma- 
tion to income just beyond which lies disaster (for which they will find a wide range of 
choices in the iiterature), to expound balanced budget theorems, and to measure the effects 
of different mixes of taxation and spending at given levels of the latter. 
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unemployment. The intensity with which such a belief is held will 
influence attitudes toward tax levels and the division of tax burdens, 
the extent to which we can tolerate direct controls and State ownershi 
that our creed generally regards as cramping, the wariness with whic 
we should walk in trying to stabilize the system—and so on. 

Obviously these other judgments must be made before we finally 
decide upon how much growth we want, and action to stimulate 

rowth will sometimes be difficult to reconcile with them. Every tax 
So known and poorly known effects. In the usual case when the 
visible or superficial effects are arranged in a scale of values they 
turn into positive and negative purposes, and are thereupon trans- 
figured with no improvement in our knowledge of ultimate effects. 
I have not. observed any two economists agreeing precisely on either 
the mix of purposes that should be exalted or on the mix of taxes 
that would achieve it, and regard it as not unreasonable to assume 
that legislators, policymakers, and the public find themselves in like 
difficulty. 

Among the effects and often among the purposes of taxes are equity, 
growth, stability, efficient allocation of economic resources, incentives 
to investment and effort, and tolerable allocation of revenue sources 
among Federal, State, and local taxing authorities in accordance with 
a logical division of duties that we don’t have. Our grasp of the 
subject is so poor that in different countries people with generally 
comparable philosophies and morals move in many directions includ- 
ing the diametrically opposed. The final misery is that when honest 
technicians try to assess and allow for the secondary and tertiary 
effects of each kind of tax in putting together a package, by definition 
it can outrage others seeking the same ends but who don’t know or 
disagree about secondary and tertiary effects. 

The ground I choose is not to make expansion the decisive factor in 
shaping economic policies. For reasons given later I suspect that 
both equity and stabilization could be put a little ahead of it, paradox- 
ically, without hurting it—that is, if anyone is willing to accept my 
ideas of what constitutes equity and stabilization. For example, if I 
were bound by a definition of stabilization that would exclude such 
amplitudes, lacking monetary cumulation, as those of 1949 and 1954 I 
would downgrade the goal as excessively damaging to other objectives. 
This graduation in values supports rather than denies another neces- 
sary proposition; namely, that up to a point measures found desirable 
on other grounds may also promote growth. Much of the trouble 
arises at the margins, as from straining for perfection in one value 
at disproportionate cost to others. I am satisfied that sluggish prog- 
ress is among the consequences of the kinds of disorder marking the 
British and French economies. But it seems to me that the major 
reasons for removing such disorder should override effects on the 
growth rate. Indeed, most of them would warrant elimination even 
if in process this rate fell off somewhat. The same thing holds for 
otherwise desirable changes at home that might have this effect. 

The proper aim is to achieve what for lack of a better term I shall 


label “healthy growth.” To me this means whatever degree of 
progress happened to attend operation of a well-arranged system in- 


?The distinction is personalized merely as a part of the process of showing the exasper- 
ating dimensions of the problem, not to prove anything. 
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suring among other things, (1) only such Federal activity as is re- 
quired to perform essential jobs that cannot be handled well by other 
agencies, and (2) equitable distribution of its tax cost. Granted that 
specifications have still to be written for these terms, whether or not 
the attendant annual rise in gross national product is 2.78 or 2.92 or 
3.15 percent doesn’t strike me as important. 

For our purposes, the conception of budget policy is clear enough, 
involving action on both the tax and expenditure sides of the Federal 
cash budget. Its consideration, however, raises several problems. 
First, only selective treatment is possible in brief compass since vir- 
tually all elements on each side bear some relationship to growth and 
most. have some connection with stabilization. Secondly, discussion 
of these items—or at least those in the field of taxation—poses a 
dilemma of sorts. Judgments with respect to appropriate tax struc- 
tures are bound to be quite inconclusive in the absence of close esti- 
mates as to size and distribution of future income and the rate of Gov- 
ernment outlays. On the other hand, projections of income and its 
incidence are time-consming and subject to wide error, while only 
arbitrary guesses can be made as to rates of Government spending more 
than a few years ahead. Here I have decided to sit on the first horn 
and suggest only general specifications for an ultimate goal. 

So much for framework. The parts are closely interwoven. As 
indicated, the degree of stabilization achieved and the methods used 
to that end carry important implications for growth. In attempting 
to unravel the strands, it is best to consider first linkages between 
budget policy and long-term growth without reference to the bearing 
of stabilization on the outcome, and then to deal with the interrelation- 
ships. 

Lone-Run Growrn 


TAXATION 


On the tax side, the major conditions of healthy growth seem to me 
to be nothing more or less than imposition of such a pattern of levies 
as will divert to the Government the revenue it needs to perform essen- 
tial functions and do so with as little injustice (inequality in sacrifice) 
as possible. Equality of sacrifice involves progressivity. 

This postulate seems weak in two ways. It principally shifts the 
focus of debate to one of definitions; and it refuses to stress the num- 
ber and variety of criteria of tax policy (cited even at the outset of 
this statement), including the attainment of social or common good 
goals. No doubt some important ends could occasionally be best 
served through tax*measures at the expense of equity—but not very 
often in America. The messy system we now have is attributable in 
large part to imperfect awareness of the true effects of specific taxes, 
or of excesses and discord among the aims of a tax system, or of the 
availability of better ways to achieve many of the valid goals we are 


* Let me expand this a bit through comment on some of the “big games” so often played 
in this fleld—incentives versus equity, equity versus efficiency, or—to run ahead a bit— 
equity versus stability. In my judgment, most of these billings promote pseudo-contests, 
I concede that in limiting cases there may be serious conflict between equity and other 
desirable goals. To take the first instance listed above, I have no doubt that a policy which 
seeks to maximize incentives to invest would involve among other things a truly inequitable 
Va SyBitm. Sd Loo Wonld one intended {o luduce ag Many Qeogle ag goselhle Co Work for 
as long a time as possible. But extremes like these are hardly valid objectives of policy 
in this country. For us at least, I don’t think that serious conflicts arise between mainte- 
nance of equity and legitimate preservation of incentives. I believe too that similar 
judgments are correct in the other cases listed above. 
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trying to attain through taxation. Largely in consequence, our tax 
structure is sadly inadequate not merely on its face but after account is 
taken of the gadgets hidden from “Everyman” that do so much to 
make the end result very different from what he thinks it is—at every 
point in the seale—high, low, and medium. Our basic law, to say 
nothing of its uneven enforcement, is now such a tangle that one cant 
tell whether on balance the interclass and intraclass inequities obvi- 
ously present in the apparent pattern are heightened or duninished 
by the loopholes, but it is clear that very serious ones remain and that 
substantial revision is necessary to meet conditions of healthy growth. 
In our system of poorly related pretensions and tolerances, probably 
even sophistic ates would be astonished to learn how much money and 
time is spent by taxpayers in doing unnatural things. 

However, it is a long way from ‘these considerations to specification 
of a particular tax structure. One reason is that, as already said, the 
character of the best system depends somewhat on the yield it must 
produce. And beyond that there is room for difference of opinion with 
respect to what is the best system. That is to say, for any given yield 
or diversion of resources there are likely to be several setups, each 
having about as good a claim to being best as the others, and choice 
among which, therefore, must be based on concomitant contributions 
to achievement of other desirable objectives. Since the first factor 
cannot be handled adequately without knowledge of the level of out- 
Jays required, and since in any case proper treatment of the second is 
impossible in the space available, I shal) simply list the major changes 
in our existing setup that appear desirable (as properties of a basic 
system, not as a siphon for any given yield; see below) under most 
conceivable circumstances. They : are: 

1. Heavier reliance on the personal income and estate taxes, includ- 
ing, among other things, reduction of existing excises and integration 
of the corporate and personal income-tax levies. Conceptually inte- 
gration would require limitation of the tax on corporate income to a 
low flat rate and retention of a substantial levy only on undistributed 
profits, from both of which some moderate part (say $25,000 to $50,- 
000) would be exempt. The last proposal is not for revival of the 
misfit undistributed profits tax of 1936. The glaring weakness of the 
latter was not in its principle but in the failure to clean up the rest of 
the tax structure sufficiently to permit the principle to work. Failing 
adoption of associated proposals, plus current tolerances under section 
102 for expected immediacy of reinvestment on the part of corpora- 
tions lacking access to the money markets, I would oppose this one. 
Practically, despite the stimulus to dividend flow, need for revenue in 
the foreseeable future would not permit relinquishment of such an 
easy-to-tap source as aggregate corporation profits. A differential 
might be initiated, however, by dropping the rate on earnings distrib- 
uted in the tax year by a few more notches than that on retained 
earnings under the conditions stated. Permitting closed corporations 
to file as partnerships under a rule forbidding reversion for X years 
would provide an approach to integration “for most incorporated 
businesses. 

2. Substantial changes in the personal income-tax setup, including : 

(a) W ithholding on dividends at the first-bracket income-tax 
rate; 
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(6) Introduction of a device for averaging personal incomes 
over the years for tax purposes; as a corollary, carryover of wn- 
used exemptions and deductions in justice to low-income and/or 
large families. It is recognized that in both cases administrative 
problems would be serious; 

(c) Significant reduction in the high upper-bracket tax rates; 

(d@) In principle capita) gains should be taxed more heavily 
than at present—perhaps not fully as income, lest the functioning 
of the exchange markets on a judgment basis, which is also a pub- 
lic need, be unduly constricted. This was not entirely an ethical 
question during the postwar years because adjustments to the 
depreciation of the dollar were so violent and diverse.’ The im- 
mediate point, however, as in the case of retained earnings, is 
that it is academic to talk about taxing capital gains as income 
without liberal provision for averaging, over the years, full allow- 
ance for losses, less distorting progression in upper-bracket in- 
come rates, reduction of cor poration tax rates, credits for the 
length of time property has been held, and some distinctions 
between trade and casual gains. With similar safeguards against 
inequity, arrangements should be made for constructive realiza- 
tion on capital gains at death ; 

(e) Narrowing of tax brackets, with corresponding narrowing 
of rate spreads. 

Extension of the corporate tax carryback—say, to 5 years. 
+. Closer study of the relation of capital depletion allowances to 
(a) the underlying physical phenomena and (4) needed incentive to 
exploration. 


5. Development of means to accelerate tax refunds. 

6. Modernization of State constitutions and laws now unduly cramp- 
ing their borrowing and taxing powers; discovery by the Federal Gov- 
ernment of more equitable ways of bearing predetermined portions of 
the carrying charges on State and munic ipal obligations. 

Provision of funds to permit adequate enforcement of the law. 

Full replacement of our eave tax setup by any of those which 


meet the foregoing standards, involving as it probably would a sub- 
stantial net fall in revenue at given lev els of i income, would be impos- 
sible over the next few years. The most productive would still not 
produce the yield and accompanying diversion of resources required. 
Nonetiiliean: ‘the job could go ahead a lot more 1 rapidly than might be 
thought offhand since the secular rise in taxable income should outrun 
growth in Federal spending, including that which some proposals 
made later would involve. I think it is possible to devise several 
patterns, any of which would, by 1955, permit diversion to the Govern- 
ment of sufficient command over resources to meet the latter’s legiti- 
mate needs. 


‘The dominant influence in that period was inflation flowing in part from inadequate 
taxation during the war and release of the resulting vast money potential more explosively 
than necessary, perhaps, by monetary policy. All groups of the population were struggling 
to recapture their original claims on goods and services. Those succeeding included the 

labor unions, property owners, farmers, and eventually holders of equities. Those failing 
included pensioners, savers, holders of life insurance policies, teachers, firemen and police- 
men, perhaps most white- collar workers. The cruelty of inflation in dispossessing large 
humbers of low to medium income citizens is notorious, 
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EXPENDITURES 


Let us turn now to spending. What principle should govern the 
scope of Federal activity? In what spheres and degree does this dic- 
tate Federal outlays ? 

The answer to the first question seems fairly clear. Governments 
should not tackle any job which private agencies can handle ade- 
quately. For tasks that only governments are able to do, the Federal 
Goverrment should not assume those which the States could perform, 
nor the States those which lower units can do satisfactorily. More- 
over, even where smaller units are unable (or lack the will) to do so 
at a given point of time, great care must be taken to insure that the 
scale and method of assistance are so fixed as to encourage the bene- 
ficiaries to equip themselves to take over the job—if need be, even to 
the extent of stimulating development of intermediate agencies (e. g., 
metropolitan and regional authorities). 

It is difficult to overstress the importance of adherence to this ap- 
proach and of resolving doubts against intervention. The latter is 
often a cumulative business, initial action being taken in such ways 
as to reduce the initiative and capacity of the assisted, thus inviting 
extension of the higher agency’s role. Perhaps the best recent ex- 
ample of how this kind of thing burgeons can be found in postwar 
British history,’ but we don’t need to go abroad to find the virus 
at. work. 

Admittedly, however—and I come now to the second question—the 
principle is much easier to state than to apply. There are of course 
a few exceptions to this judgment (e. g., national defense). But most 
of the areas in which the Federal Government is now financially active 
present real problems. In what follows, I propose to consider those 
fields in which the bulk of the important ones arise: Public construc- 
tion; agriculture; and welfare. 


PUBLIC CONSTRUCTION 


The Federal Government undertakes itself a large amount of con- 
struction and assists lower governments in their building programs. 
These activities occur in many fields, of which the following nonfarm 
areas are related to insurance of healthy growth in the system close- 
ly enough to warrant separate mention: Slum clearance, urban re- 

evelopment and public housing; highways; health facilities; and 
water and power development. 

In my view, there is warrant for a substantial stepup in the slum 
clearance and urban redevelopment program, presently authorizing 
Federal loans to a grand total of $1 billion (and capital grants to a 
grand total of $500 million) to localities on projects that they initiate 
under enabling State legislation and approved by the National Gov- 
ernment. Major changes should perhaps wait on fuller rationaliza- 
tion of intergovernmental relationships. In this context, I don’t have 
much quarrel with the recommendations made last June by the Com- 
mission on Intergovernmental Relations, calling for more vigorous 
participation by the States, including establishment of metropolitan 
planning agencies and State provision of technical and financial assist- 


5On this, see W. A. Robson’s scathing indictment of what he labels “the centralising 
mania which has seized hold of [the Labor Party] since 1945” (Labor and Local Govern- 
ment, political quarterly, January-March 1953, p. 51). 





FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 49 


ance to localities, and offering as an incentive to such participation a 
shift from local to State basis of administration of Federal assistance 
in cases where the States provide by law comprehensive programs and 
give significant financial and technical assistance to lower govern- 
ments. 

I am not clear myself how far efforts should be made to comple- 
ment the foregoing program by measures to accelerate the rate of 
public housebuilding, particularly low-rent units, but believe that 
however this may be, it is desirable to limit Federal participation to 
establishment of standards and provision of financial and technical 
assistance. 

What about roadbuilding? Several points are clear: To promote 
healthy growth, it will be necessary to boost outlays terrifically and 
maintain the higher level for more than a decade. Moreover, the 
bulk of the program should be carried immediately or eventually by 
State and local groups, although significant Federal aid should con- 
tinue to be supplied. With respect to financing, I would be inclined 
to retain the 60-40 setup for the interstate system and apportionment 
of Federal funds on the basis of State population and mileage. I am 
opposed to some existing and proposed standards as to collection and 
use of revenues. 

As to existing conditions, I do not see much logic in rules requiring 
States to earmark specific percentages of particular levies for high- 
way purposes. The linkages are inevitably narrower than the flow 
of services and preclude flexibility in the allocation of revenues among 
needs of different and shifting time-shape and urgency. If the prin- 
ciple were applied generally, the confusion would be vast. As to pro- 
posed standards, I am not persuaded that most of the Federal con- 
tribution should come from larger motor-fuel taxes. The benefits 
accruing to various segments of the population from better highways 
are related to relative income position as well as relative use of roads. 
Finally, I am not clear that our rate of construction should be limited 
to that which a pay-as-you-go system can support. The payoif to 
future generations in larger output potential from acceleration of 
the present program beyond pay-as-you-go limits seems likely to be 
great enough to warrant some forward shifting of the burden. 

The grant-in-aid for construction of health facilities should be 
continued. There seems to be some doubt, however, as to the fairness 
of double weighting the relative average per capita income of the sev- 
eral States in applying the inverse allotment formula. Variations 
in requirements are of course a proper consideration, but the data 
on need for hospital beds among the States, compilation of which 
was financed by the Hospital Survey and Construction Act. itself, 
are now available and should support a much simpler and probably 
more equitable allotment plan. Any present inequity is also aggra- 
vated by the graduation of State matching percentages to average per 
capita income. Conformance of grants to economic needs should 
hardly now require a double, and under the squaring formula, a triple 
exploitation of the spreads in per capita income among the States. 

With respect to power and water development, I believe that much 
is to be said for the proposal of the first Hoover Commission’s task 
force on natural resources to establish within a department of natural 
resources a water-development service to which would be transferred 
(1) the functions of the Bureau of Reclamation and the river, harbor, 












50 FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 





and flood-control functions of the Army Corps of Engineers; (2) 
major responsibility for the conduct of river-basin and power-market 
surveys, now shared by several agencies; (3) authority to decide what 
power installations should be made at Federal dams; and (4) the right 
to certify to the Federal Power Commission such private projects as 
would serve best to promote resource development. Coupled with 
establishment of a consistent water policy, involving among other 
things participation of the States and localities in the planning, 
execution, and financing of projects and a rule-of-thumb that to the 
extent feasible and equitable costs be paid by beneficiaries, such a 
setup would make the contribution to healthy overall growth to which 
we are entitled from this sphere. However, it appears quixotic to 
expect this kind of reconstruction. For a while we shall probably have 
to settle for more modest results. I would recommend the following: 

1. Extension to all federally sponsored projects of the require- 
ment specified in flood-control legislation that the National Gov- 
ernment take account of the views of lower governments prior 
to authorization of projects. 

2. Institution of the policy of equitable division among gov- 
ernments of the capital costs of multipurpose, basinwide develop- 
ments, in line with incidence of benefits, capacity to pay, etc. 

3. Establishment of a board of coordination and review to 
advise the President and the Congress on steps necessary to assure 
proper coordination of natural resources policy within and among 
governments. 
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What about agriculture? Budgetwise the biggest element in the 
picture is the system of support prices and related activities. The 
position here, however, is too painful to elaborate. As a result of 
work done by many agricultural economists over the past 15 years, 
we have been given persuasive ideas as to the ingredients of a sensible 
setup in this respect. This is a big question and from the average 
citizen to points of decision opinions will continue to differ. The 
Congress has been preoccupied with it for years. A half century 
ago a political leader remarked caustically of the maiden address of 
a young legislator, “What he said that was good wasn’t new and what 
was new wasn’t good,” and on this issue at least I will avoid straining 
your courtesy. 

In discussing budgets for growth, however, I am obliged to reveal 
my position on 1 or 2 technical matters. 

To improve the position of marginal farmers, the proximate ends 
to be sought are generally recognized: Farms need to be substantially 
larger, mechanization much heavier, resort to complementary produc- 
tivity-increasing measures (pest control, conservation practices, and 
fertilizers) much greater, and both financial management and market- 
ing practices much better. Efforts to achieve any of these goals being 
likely to yield small returns failing concomitant action toward the 
others, a multipronged attack appears necessary. At least two major 
steps merit close consideration : 

i. Arrangements to provide substantial capital loans to low- 
income farmers meeting certain standards of competence, subject 
to approval of the general program for their use and willingness 
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of borrowers to accept the supervisory and technical assistance 

3 of the lending agency or its delegatees. 

& 2. Adaptation of existing facilities—notably the Farmers’ 
Home Administration and the apparatus it has created at lower 
levels—to supply such assistance. 

An integrated policy to promote outmovement from farms is like- 
wise ara and would involve three kinds of action, namely— 

. Arrangement and financing of job-training programs, com- 
plidnanted by vocational guidance and counseling. 

F 2. Provision of informational services supplying data on non- 
farm job opportunities and on living costs and conditions in the 
areas where these exist. 

3. Financial assistance in migration. 

In view of the amount of interstate movement which would doubt- 
less occur, the third action might best be taken by the Federal Govern- 
ment. The second could be handled through extension of existing 
' State and Federal employment services and some widening of their 
functions. The first presents problems. In view of the basic objec- 
tive and the financial status of most of the affected States, there is 
Fi much to be said for substantial Federal participation. Grant-aided 
Fg vocational-training programs are already in existence. Teacher train- 
y ing apart, however, these are geared to prepare nonfarmers for non- 
4 farm jobs and farm youths for farm jobs and the setup calls for a 
' 50-50 division of costs between the National Government and the 
‘ 
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States. A substantial ad hoc program to train farm youths for non- 
farm work and providing for a larger ratio of Federal-to-State 
funds—perhaps 75-25—would seem defensible. I up the Federal 
share reluctantly, but am afraid that otherwise the job wouldn’t be 
done. 








WELFARE 









The problems confronting efforts to channel growth along healthy 
* lines are nowhere more difficult than in the field of exc onstruction ) 
welfare activities, including public health, which now receive more 
than half of the grand total of Federal gr ants-in-aid. Here, too, it 
: is easy enough to specify the broad aims of budget policy. Prac- 
‘ tically all would agree that Federal financial assistance should be 
designed to effect ‘ ‘equalization” of fiscal burden among lower govern- 
ments. But the problems of just what this involves in practice and 
whether and to what extent the Federal Government should set 
standards and seek to stimulate activity present real headaches. 
Indeed, the literature is almost a cafeteria-service proposition. The 
choices range all the way from proposals for unconditional block 
: grants, reflecting belief that although much of the necessary diversion 
: of resources via taxation is best effected by the Federal Government, 
: decision as to their use should be completely a matter for lower gov- 
ernments to make, to a host of earmarked grant-in-aid setups that, 
if adopted en masse, would yield a rather tight federally controlled 
eee 

Lack of space precludes extensive comment on the pros and cons of 

various proposals, but I can set forth my own position briefly : 
1. With respect to general assistance, it is probably better, 
during periods of general prosperity or mild recession, to stick 
to the present procedure of leaving the full financial-burden with 
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lower governments. (Significant recession is another matter, 
dealt with below.) 

2. Continuance of the present classes of “welfare” assistance 
on an open-end basis is desirable, but changes in their scope and 
in the degree and character of Federal aid seem appropriate. 
As to the former, child-welfare grants should be made generally 
in urban areas as well as farm communities as at present. As to 
the latter, I believe there is a case for replacing present formulas 
by setups involving Federal provision of the difference between 
some average national payment per recipient and what would be 
the average payment per recipient in each State if it spent the 
equivalent of some prespecified (uniform) percentage of State 
income payments. Both the national minimum and the appro- 
priate percentage would be chosen on the basis of various relevant 
criteria and altered only if real costs per recipient dictated.’ 
Under such arrangements, Federal aid would grow during down- 
swings since the margin between the national minimum and 
average outlays required from the States would then widen. 
While throughout this discussion of Federal aid I have avoided 
administrative questions as not lying within either my assign- 
ment or my competence, I should state my belief that for old-age 
assistance, provided as it is on an open-end basis, the States should 
comply with eligibility standards set by the Federal Government. 

3. I have no proposals to make about changes in the number 
or detailed content of specific health programs receiving grants- 
in-aid. With respect to the basic ends to be sought and machinery 
to be used in their attainment, however, the position taken by 
the President’s Commission on Intergovernmental Relations 
strikes me as quite reasonable. 


’ 


SHort-Run Economic STaBiLiZATION 


How far is this essential to insurance of healthy growth in the 
system? How far, if at all, in conflict therewith? Does budget 
policy have an important part to play in a stabilization program? 
If so, does the degree of consistency between attainment of the objec- 
tive of growth and that of stabilization depend on the kind as well as 
scale of budget policy followed ? 

My own general answers to these questions can be given quickly : (1) 
it is correct to regard as adequately stabilized a system in which un- 
employment is kept generally within a range of 3 to 7 percent of the 
labor force and prices never decline cumulatively or rise more than a 
small amount (say, 1 to2 percent) per year; (2) adequate stabilization 
of activity is not only a necessary condition of healthy growth but 
itself a major element therein; (3) although a stabilized environment 
can be insured in ways that militate against growth, means can be 
found that are conducive not only to healthy growth but to maximum 
physical growth; (4) and it is well within our power to pursue policies 
that wili serve well all these objectives. 

Limitations of space compel me to support only the last of these 
judgments. Before enlaces to do so, however, I should like to 


* This is a modified version of the approach advocated by Prof. James A. Maxwell, Fed- 
ee nent and the Business Cycle (National Bureau of Economic Research, New York, 
» Pp. a . 
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offer a few comments on the second and third since they do not com- 
mand unanimous support by any means. There is a school of thought 
which advocates “full employment at whatever cost,” to use Viner’s 
apt phrase. These analysts consider “full employment” (close to 100 
percent employment of the labor force) to be so desirable in itself as 
to warrant acceptance of any socioeconomic straitjackets its main- 
tenance might entail. They would regard as representing healthy 
growth whatever rate of progress occurs in such a world, but tend to 
expect that more likely than not this rate would represent maximum 
growth, too. Another group goes to the other extreme, arguing that 
the rate of advance during past decades could not have been so great 
in the absence of conditions—notably a credit-mechanism i 
innovators to set a more rapid pace—that tend to produce cyclical fluc- 
tuations and are likely to do so in greater degree the more favorable 
they are to secular expansion. In their view, the issue is, in D. H. 
Robertson’s words, “progress against stability.” Unlike their op- 
ponents, members of this group seem willing to accept stabilization in 
my sense as the goal toward which policy should aim, but are con- 
vinced even so that the resulting rate of growth would fall well short 
of maximum. 

I cannot quite accept the validity of either of these views. As to the 
former, I suspect that the loss of dynamism in continuous adjustment 
will reduce the rate of growth more than it would be increased through 
greater increase, if any, in the yearly addition to labor force (and 
slowdown, if any, in the secular decrease in hours worked per year). 
As to the latter, I see no reason why all of the progress achieved in 
the past could not have happened in a world less frequently and badly 
stricken with fluctuations; and suspect that the kind of instability 
occurring in the last 75 years preceding World War II cost us more 
in the way of retarded growth during depressions than it gave us in 
the way of accelerated progress in booms, with the result that progress 
has been less historically than it would have been if the system had 
always been kept “stable” in my sense. Indeed, I suspect that such a 
system would contain close to the optimal degree of stability from the 
standpoint of physical progress. 

So much for the second and third points. Turning to the fourth, one 
runs into the problem that there are many ways to hold swings in 
activity around trend within tolerable bounds. The requirements of 
healthy growth, however, limit the real possibilities. And choice is 
further restricted by political factors. In light of existing constraints, 
what role ought budget policy to play in the stabilization act? And 
what form should its participation take ? 

About the role of budget policy, the main thing to stress is that our 
arsenals of weapons include some that are extrabudgetary—notably 
those that fall in the monetary and debt management fields. The 
degree of reliance on such measures should prob: bly be greater when 
our aim is to check inflation than when we are dealing with recession, 
but in either case they appear well fitted to handle a substantial part 
of any load compensatory policy would be called upon to bear. Since, 
however, exploration of the subject lies outside the terms of my 
assignment, the only suggestion I would make here is that the manner 
of handling surpluses and financing deficits be such as to reinforce 
their direct effects. (For this the prime reason is that the task of 
devising compensatory fiscal measures which will not have sour by- 

68595—55——5 
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product effects becomes progressively more difficult the larger is the 
necessary scale of such measures; hence there is need through mone- 
tary action and debt management to get the most out of a given 
amount of direct action.) 

Now for budget policy. In attempting to insure that this plays 
its proper role, how far should we a to rely on improvement in the 
system’s so-called automatic flexibility? To what extend should 
efforts be made to buttress automatic stabilizers by so-called formula 
flexibility, which would trigger off prearranged reenforcing actions 
whenever activity fell below predetermined levels on selected indexes? 
How much should we depend on discretionary action as an alternative 
or supplement to these built-in counterforces? And if and insofar 
as action of each kind appears desirable, what specific measures should 
be taken ? 

Let me consider first automatic flexibility. Roughly speaking, this 
consists in the degree to which any departure from high-level employ- 
ment at stable prices automatically sets in motion changes in revenue 
and spending which work against cumulation of the unwanted trend. 
The system already contains, especially against recession, a resistance 
of this sort that is very large absolutely and much larger relatively 
than in prewar days. Some analysts, however, appear to feel that the 
residual danger of serious fluctuations is so strong and difficulties of 
increasing the use of ad hoc compensatory measures of the proper scale 
and mix at the proper time so great as to warrant strong efforts to 
heighten automaticity even at sacrifice of other major objectives. 

On this point, my position can be put briefly. In itself, I would 
welcome addition to the system’s automatic flexibility. In all cases 
where ways to achieve a certain end are otherwise equally acceptable, 
I would urge choice of that which raises flexibility. The same holds 
in determining the priority of changes to serve different ends, all of 
which are equally desirable. All that iseasy. In fact, on balance the 
structural changes suggested above would increase substantially the 
budget’s stabilizing potential—although all were proposed because 
of their desirability on other grounds. But I do not believe that at 
present the effect on stabilization should enter more than peripherally 
into decisions as to what to do about tax structure, etc. Owing in good 
part to the degree of flexibility now existing, the range of variations in 
cyclic movements to which the system seems likely to be subject 
appears well within the capacity of special measures to handle where 
necessary. 

Formula flexibility presents more complex considerations. In my 
view, judgment with respect to this device turns largely on whether it 
seeks to provide general counterforces to changes in overall activity— 
being geared to movement in one or more of the big variables such as 
personal income or unemployment and relying on measures designed 
to have widespread direct effects—or whether we are trying to choke 
off chanel developments in specific fields. Of these, general 
counteraction is superficially more attractive in that, if feasible, it 
would enable us to achieve a large increase in automatic flexibility 
while holding on most of the time to policies and structures that have 
been tested and found good basicaily—which would not be true if auto- 
matic flexibility were maximized directly. However, a survey of the 
literature and a fair amount of work on my own leads me to discount 
the possibilities. These investigations suggest that any formula able 
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to provide good insurance against bad timing of action and still pre- 
vent any substantial fluctuation in activity or unfavorable byproducts 
would be so complicated as to be unacceptable to the Congress. In- 
deed, from my own experiments I am persuaded that it would be risky 
to give much of a role to formulas under which widespread action 
would be set off by changes in big variables or indexes. Perhaps the 
most that we could afford would be a cut of a few billions in personal 
income or OASI tax yield if and when unemployment runs 6 percent 
or more for a 3-month period. 

Selective formula flexibility is a somewhat different matter. Almost 
every kind of area or industry arrangement imaginable has found a 
sponsor at one time or another. Many of these don’t withstand close 
examination and there is the additional consideration that creation 
of a profusion of devices might in net effect expose us to the same risks 
attaching to politically salable global formulas. I believe, however, 
that there are several areas in which contracyclical setups may judi- 
ciously be built into the system. Specifically, the following merit 
separate mention and discussion : 

1. So long as seasonally adjusted unemployment exceeds 7 percent 
of the labor force, interest-free loans by the Federal Government 
to any State to preclude exhaustion of UC reserves, repayable at pre- 
specified rates during years in which such unemployment averages 
4 percent or less. I would not advocate fancy formulas arrange- 
ments to extend duration or raise the size of benefits, 

2. Although opposed to Federal grants-in-aid for general assist- 
ance as a regular thing, I believe that a good case can be made for 
resort to them in recession. Formula arrangements involving its 
provision on some supplementary basis after overall unemployment 
(seasonally adjusted) in the system averaged 6 percent or more for 
3 months and withdrawal once this drops to an average of 4 percent 
or less for the same period warrant consideration. 

As to the kind of aid, I would favor open-end and relatively un- 
conditional grants. It seems to me that the National Government 
could commit itself to grants for additional recipients at unchanged 
rates once the basic condition was met. Under this scheme States and 
localities would receive the sums necessary to cover growth in their 
payments for general assistance, obviating penny pinching on an 
essential need (or, alternately, diversion of funds from other essential 
uses) as happened so often in the past. To provide moderate incen- 
tive to screen cases properly perhaps the State and localities should 
pay a portion, say 15 to 25 percent, of the cost of general assistance to 
these additional recipients. The stabilizing effect of this setup would 
be quick and strong. 

3. Finally, and most important, I believe that, in the case of down- 
ward movements ay velled in substantial part by falloffs in private 
construction, it is both possible and desirable to place heavy reliance 


on compensatory public works’ programs. No doubt circumstances 
are conceivable in which this would be rash. I don’t have any quarrel 


in principle with the impressive list of pitfalls on which opponents 
of the approach laid so much stress in the late forties: the danger that 
acceleration of public building, even though it moderated swings in 
overall building, might do so by way of starting new subcycles in the 
field or (since the inputs required for different kinds of building often 
differ sharply) in the building materials’ lines; the technological and 
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other difficulties hindering the step-up and reduction of outlays in 
accordance with need ; the fact that action which tends via “spot spend- 
ing” to forestall desirable shifts in use of resources or which yields 
useless product is more likely with this device than with other meas- 
ures; the difficulties that might arise in resolving jurisdictional prob- 
lems and inducing lower governments to permit projects to lie fallow 
until recession hit, thus precluding development of a large shelf of 

rojects; and the risk that Federal participation in financing would 

ave injurious long-term effects on State and local independence. 

But these are all relative matters. Their strength depends much 
on the scale of the job to be done, size and mix of the natural backlog 
of projects, degree of planning undertaken and status of planning 
techniques. Review of the literature—also lack of fear of any big 
setbacks—suggests that, for any load that public works’ programs 
might be called upon to carry in the constructional trades for a good 
while, an acceptable program can be put together. The planning 
techniques are known, enough experience in their use has been ac- 
quired, suitable standards for determining timing and scale of action 
already devised, and means of financing without risk of compro- 
mising chances of healthy long-term growth are abundant. The 
prime need now is institution of legislative and administrative meas- 
ures necessary to develop and maintain the desired shelf of projects 
and allow withdrawal as appropriate. Specifically, I would urge the 
following: 

(a) Action to develop a shelf of projects adequate (i) to sup- 
port expansion of public works by $5 billion to $8 billion annual 
rate and (ii) through replacement of withdrawals, to sustain 
outlays at the rate selected indefinitely. I believe that such 
step-ups could be achieved without prejudice to healthy growth 
in the economy.’ 

Grants-in-aid for planning purposes and arrangements to assist 
in financing of projects either through grants or interest-free 
loans—in the latter case with suspension of amortization charges 
until total building (or general activity) returns to some pre- 
specified rate—should serve. 

(6) Establishment of a schedule relating the amount of com- 
pensatory outlays to variations in demand. It seems to me that 
a program (i) going into effect when seasonally adjusted unem- 
ployment has run 6 percent or over and the real volume of con- 
tract awards has averaged 15 percent or more below prerecesssion 
level for 3 months, (ii) aiming to restore half of the falloff for a 
while and (iii) undertaking to offset as much as three-quarters of 
it if, despite the offset, construction runs 714 percent below peak 
for more than a year merits serious consideration. 


7 On this subject, see Robinson Newcomb'’s instructive article, Public Works and Economic 
Stabilization (in Problems in Antirecession Policy, Committee for Economic Development, 
New York, 1954. 

® Changes in the building field itself as well as in total activity are proposed owing to 
danger of inverse correlation between swings in construction and those in general demand. 
Establishment of what may appear to be too low a floor at which to begin action and too 
moderate a degree of compensation of falloff stems from fear that more precipitate moves 
would prevent strongly desirable shakedowns in the building trades. The rule that the 
degree of compensation be raised from one-half to three-quarters in the event of a long 
valley reflects judgment that the degree of desirable adjustment in construction will be a 
function not only of its magnitude but of its length. And contract awards rather than 
actual outlays have been chosen to minimize the lag between need of action and its initia- 
tion. The proper mix of action depends on too many variables to admit of broad specifica- 
tion in advance, but it seems clear that a substantial portion of any program should and 
can be composed of short-length projects, permitting efficiently rapid expansior and 
contraction in its scale. 
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The foregoing apparatus should as a rule enable us to cope rather 
well with such instability as the system might display despite the 
amount of built-in flexibility it would then contain. This confidence 
is heightened by the probability that movements which do not affect 
building activity enough to bring into operation compensatory works 
programs would be mild and short lived—inventory cycles or their 
equivalent. Nonetheless, it is only prudent to assume that we shall 
often be called upon to forestall intolerably large residual fluctuations. 
It is implicit in what was said above that, if so, reliance should be 
placed upon discretionary measures. What should be done and what 
sort of advance preparation is in order? 

As to advance preparation—to take the second point first—so far as 
concerns the timing and scale of contracyclical measures, I hesitate 
to rely on any substitute for detailed examination of events leading 
to any particular setback, the actual position at the time action is con- 
templated, and what analysis thereof coupled with expectations data 
suggests with respect to short-term prospects. Decisions about the 
kind of action to be taken are another matter. These should be made 
beforehand. To postpone debate as to what to do until after recog- 
nition of need for support is a good way to insure ill-timed and other- 
wise ill-devised action. 

As to what should be done, it appears to me that so far as concerns 
budget policy the a is asymmetrical. Against inflation, my 
inclination is that budgetwise it is undesirable fost perhaps politi- 
cally impossible) to plan supplementation of automatic flexibility, 
and the kind of formula flexibility suggested above, except in condi- 
tions (e. g., another Korea) so obviously exceptional as to call for 


strong countervailing action on many fronts. The appropriate tools 
£ . y pprop 
y 


are extrabudgetary, lying largely in the field of monetary policy. In 
case of recession, on the other hand, occasions may well arise in which 
reinforcement of monetary action through demand supporting budg- 
etary measures are nighly desirable. The ——. job here is to 
insure that the steps taken do not compromise basic efforts to preserve 
conditions of healthy growth. 

In my view, the most promising candidates for manipulation are 
OAST and personal income taxes—the latter especially if the proposed 
arrangements for expediting refunds are put into effect. There is, how- 
ever, room for argument as to the form adjustments should take. On 
this point, it seems to me that the criterion for action to stabilize the 
system is quite different from that which would be appropriate when 
the issue concerns changes to match secular or long-term decline in 
need for revenue (or to forestall any rise in revenue relative to ex- 
penaerers that maintenance of a given tax structure would involve). 

the case of downward secular trends, cuts should presumably be 
made in ways that maintain equality of sacrifice or benefits. But for 
phenomena like recessions which not only cause the whole community 
to suffer but result from flexibilities of the system that everybody 
regards as too costly in terms of other objectives to suppress, we need 
another criterion. I am aware of proposals for a social dividend, pay- 
able on a per capita basis and in effect involving a negative income 
tax for those not liable at all for tax or whose liability was smaller 
than the desired dividend. This kind of thing is probably unsalable. 
Abuses would eventually be great, and I don’t think it is for us. But 
the notion that the proper approach involves some approximation of 
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uniform aid seems quite tenable. I believe that as the primary dis- 
cretionary tool budgetwise, close consideration should be given to 
reductions in personal tax load per taxpayer, spread evenly in dollar 
terms so far as individual tax liabilities were large enough to permit 
this treatment. Through resort to such means to reinforce other 
stabilizing elements, it should be possible to contain downswings with- 
in narrow limits, securing what would represent practically speakin 
continuous high-level employment, without substantial violation o 
any of the conditions of healthy growth. 


FEDERAL TAXATION AND ECONOMIC STABILIZATION 


Everett EB. HaGen, Massachusetts Institute of Technology 


The Federal revenue system in its present form counteracts fluctu- 
ations in business activity in various ways, and could be used to do so 
in other ways. Built into the Federal revenue system are a number 
of features which tend automatically to reduce the magnitude of any 
swing in the level of employment or prices. This affect is exerted 
through variation in the level of tax liabilities as employment and 
income fluctuate. In addition to this built-in stabilizing power of 
the Federal revenue system, tax rates and other provisions of tax laws 
could be changed qering a cepreenion so as to raise the level of eco- 
nomic activity and could be changed during an inflationary boom to 


combat the rise in prices. In the first section of my paper I shall 
discuss the automatic impact of the present revenue system on cyclical 


swings, in the second section, ways of improving that impact, and in 
the third section, proposals for changes in revenue rates during cyclical 
swing to counteract those swings. In the fourth I shall note very 
briefly the relationship to long-run growth of measures for short-run 
stabilization. 

In an appendix I discuss the involved question of the relative coun- 
ee effects of the various tax laws which make up the present 
revenue system. For lack of space I shall not discuss except in paras 


the relationship of revenue measures to other types of stabilizing 
action. 


I. Tue Buiutr-In Srasmizine Power or THE Revenve System 


The revenue system exerts a strong stabilizing influence on the 
economy. Various influences cause minor variations in the level of 
output in our economic system. Business firms may decrease the level 
of their inventories; installment plan sales of consumer durables may 
fall,andsoon. If, when such a reduction in production and employ- 
ment occurs, the spendable income of consumers fell as much as the 
value of output, even a relatively small initial recession in economic 
activity might cause a serious depression. (I use the term “spendable 
income” of consumers to refer to their income remaining after meeting 
their tax liabilities.) For their expenditures would fall by almost as 
much as the fa)) in their spendable income. This reduction in con- 
sumer purchases would cause an equal additional fall in output and 
income, this would cause a further fall in expenditures, and so on; 
and the snowballing effect could cause a minor swing in business 
activity to become a major one. 
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Fortunately, however, for each $1 billion fall in output, the spend- 
able income of consumers does not fall by nearly as much, because 
of three influences. First, part of the fall in income is absorbed by 
corporations. Their profits fall sharply, but they tend nevertheless 
to maintain their dividends for some considerable time. Between the 
second quarter of 1953 and the first quarter of 1954, corporate profits 
after tax fell by $2.1 billion (annual rate) or 11 percent. Dividends, 
however, rose from $9.2 billion to $9.7 billion —— rate). Be- 
tween 1929 and 1932, corporate profits after tax fell from $8.3 billion 
to —$3.4 billion, that is, to a loss of $3.4 billion. But dividends fell 
only from $5.8 billion to $2.6 billion. This continued pagmens of 
dividends helps to sustain consumer spendable income and, to a lesser 
extent, consumer expenditures. 

A second influence, not present in the 1930’s but present now, is 

unemployment compensation payments. In the second quarter of 
1953, these totaled $227 million. In the second quarter of 1954, after 
a fairly small decline in output and employment, they totaled $577 
million. This increase of $350 million per quarter is equivalent to an 
increase of $1.4 billion per year, a considerable help in sustaining the 
income and also the expenditure of low-income groups. If output 
had fallen further, the rise in unemployment benefits would have been 
rreater. 
; The third factor preventing consumer and business spendable in- 
come from falling as much as the value of output is the reduction of 
tax liabilities when output and income fall. This is the influence to 
be discussed at greater length in this paper. 

The helpful influence of reductions in tax liabilities in sustaining 
consumer income and expenditures when output and employment 
fall, is considerably greater than that of either corporate dividends or 
unemployment benefits. As this is written, the gross national product 
is running at a rate of about $390 billion per year. At present tax 
rates, individual income tax liabilities at this level of GNP are per- 
haps $33 billion per year, excise tax liabilities between $9 and $9.5 
billion, and employment taxes about $7 billion. If GNP were to fall 
by $25 billion, or to $365 billion, Federal individual income tax lia- 
bilities would fall by say $3 billion per year, excise tax liabilities by 
perhaps $1 billion, and employment taxes by some $750 million. These 
are not precise figures. The exact amount of each of these reductions 
would depend on the timing and exact nature of the reduction in GNP 
and estimates of the reductions in tax liabilities differ. But for a 
typical recession, these estimates are probably reasonably good. The 
total reduction would be about $4,750 million. Thus the reduction in 
these tax liabilities would equal almost one-fifth of the fall in GNP. 
Not all of the benefit would accrue to consumers; some would accrue 
to corporation profits. They would be somewhat higher—possibly 
$900 million to $550 million higher—at a GNP of $360 billion, than if 
aggregate liabilities under these three taxes had remained at their 
prosperity level.t. But the great bulk of reduction of liabilities under 
these three taxes would accrue to individuals. Consumer spendable 
income would remain, I estimate, well over $4 billion higher and con- 
sumer spending about $3.5 billion higher than if aggregate tax lia- 
bilities had remained at their prosperity level. 


1These estimates assume that corporations would absorb one-third of the additional 
excise taxes and one-fourth of the additional employment taxes. 
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If this “cushion” did not exist, so that consumer spending fell by 
an extra $3.5 billion, output, employment, and consumer incomes 
would also fall further, expenditures would fall still further, and so 
on in a spiral which would greatly aggravate the recession. How far 
such an effect might carry depends on many circumstances. But it is 
a fair estimate that if the rates of these three types of taxes were 
really pushed up sufficiently to yield the same revenue at gross national 
product of $365 billion as they had previously yielded at $390 bil- 
lion, and then were pushed up again as the first increase depressed 
“er national production further and reduced tax revenues again, the 

nal effect in a typical situation would probably be to carry gross 
national product down another $10 billion—i. e., almost half again as 
far, purely because of the cumulative reduction in consumer expendi- 
tures. The extra inventory unloading which would occur might carry 
the downswing much further. Ifa failure of confidence occurred be- 
cause of this rather drastic fall in output and income, the effects might 
of course be still more serious. And if corporation income tax rates 
were also increased progressively as the depression deepened this 
would add to the dismal effects. 

Of course, no one would conceive of thus raising the rates of all taxes 
as income and economic activity fell. But this brief sketch of the 
results may be useful as a reminder of the virtues of the fact that 
Federal tax liabilities do fall as output, employment, and income 
fall. Federal revenues have always fluctuated with fluctuations in 
business conditions, but the effect in sustaining income and expendi- 
tures has never in earlier decades been as great as at present, mainly 
because the magnitude of Federal tax revenues has never been as great. 

The stabilizing power built into the Federal revenue system also 
operates during an inflationary period. As prices rise, money in- 
comes and corporate profits rise. Liabilities under the individual in- 
come tax and the corporation income tax therefore increase, and the 
increased taxpayments siphon off income and check spending. Lia- 
bilities under those excise taxes which are on ad valorem base Sus rise, 
with a corresponding helpful effect. However, liabilities under excise 
taxes which are levied on a per unit basis do not rise, and employment 
tax liabilities rise little. For these reasons, the counterinflationary 
effect of the Federal revenue system as a whole is somewhat less than 
its counterdepressionary effect. 

The reduction in tax liabilities as output and income fall, which 
cushions the recession, also creates a budget deficit. The reduction 
and the budget deficit which it creates are desirable because they do 
mitigate the recession. A deficit which creates an inflationary level 
of demand during a boom does so by injecting into the economy an 
excessive addition to income (and to the money supply). But a deficit 
during a recession or depression merely supplies needed income (and 
money), not an excessive amount. The additional money which it 
injects into the economic system is almost certainly less than would 
have been injected by private business activity if full prosperity had 
continued. 
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II. Inprovine THe Bumr-In Srapiiizine Power 


A. THE RELATIVE MERIT OF VARIOUS TAXES 


It is my judgment that employment taxes and the individual income 
tax are of approximately equal effectiveness in combating cyclical 
fluctuations in employment, and that the present selective excise taxes 
as a group are less effective. The same would be true of a general ex- 
cise or sales tax. The individual income tax is the most effective of 
the four in combating inflation. The cyclical impact of the corpora- 
tion tax is highly uncertain. It is not certain whether it is less or more 
effective in combating fluctuations than the employment and in- 
dividual income taxes. 

Because the considerations leading to these conclusions are some- 
what involved, they are presented in an appendix. 


B. EFFECTS OF 1954 TAX CHANGES 


Among the changes in revenue legislation enacted in 1954, only one 
in my judgment may alter to any appreciable degree the counter- 
cyclical effect built into the revenue system. This provision is that 
permitting somewhat accelerated amortization of most of the cost of 
new plant and equipment for tax purposes. Because of this provision, 
a firm investing will know that its liability for corporation income 
tax during the first years of a new venture will be less than other- 
wise, assuming that it has any profits to be taxed. This will stimulate 
investment, if profits during the first years are anticipated. Early 
profits are more probable in full prosperity than in recession or de- 
pression. Hence the stimulus in prosperity may be Garter than in 
recession or depression, and the net effect will probably be to shift 
investment from depression or recession to full prosperity, and thus 
make cyclical swings worse. However, the magnitude of this effect is 
probably not large. 


C. TAX CHANGES WHICH WOULD INCREASE THE STABILIZING EFFECT 


Certain changes in present tax laws would somewhat increase their 
stabilizing effect, but no changes which left tax rates constant during 
cycles would bring a very large improvement. 

Introduction of a carryback provision into the corporation-income 
tax would improve its cyclical effectiveness in two ways. Both effects 
would result from the fact that any corporate loss during recession 
or depression would create an immediate claim for a tax refund. 

First, a carryback would give the corporation more cash during 
the depression. This would enable it either to continue dividends at 
a higher rate than otherwise, while maintaining a prudent cash posi- 
tion, or to carry out investment plans. Either course of action would 
help to raise the level of spending, hence of employment and income. 

Secondly, a carryback would increase the prospects that advantage 
could be taken of accelerated depreciation during a depression or re- 
cession. For even if a new venture carried out by an existing enter- 
prise showed no profit, so that there was no tax liability, carryback 
would permit a loss registered through accelerated depreciation to be 
charged against any profits in recent years. The destabilizing effects 
of accelerated depreciation would thus be mitigated. 
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Both of these advantages would accrue, however, only if the Treas- 
ury Department set up administrative machinery which made possible 
prompt handling of claims for tax refunds. 

A carryforward, it should be noted, would not have these advan- 
tages. It does not yield any benefit during the depression, but merely 
creates a situation in which the corporation will be able to reduce its 
taxpayments in more prosperous future times (precisely when a reduc- 
tion is not necessary). 

The effects on investment of introduction of a carryback should 
not be exaggerated. They are small. In a minor recession few cor- 
porations would have losses to carry back, and in a major depression 
other circumstances would have great influence on investment 
decisions. 

The countercyclical effect of the present selective excise taxes would 
be increased by changing the specific rates which exist for some com- 
modities and services to ad valorem rates. This would not only reduce 
the tax burden in depression if prices of the items were reduced; it 
would also increase the tax burden during an inflationary rise in prices, 
thus helping to check the inflation. 

Increase in the flexibility of employment taxes could be achieved 
by increasing the maximum salary liable to tax. In many cases the 
tax does not vary even though wage or salary falls during depression, 
because the wage or salary does not fall below the rate of $4,200 
per year, the maximum subject to tax. If it were desired to raise 
the ceiling salary without increasing the burden of the tax, present 
rates could be adjusted downward so as to leave aggregate revenues 
unchanged. 

In the individual-income tax, altering the progression of tax rates 
in any moderate degree would not greatly alter the cyclical flexibility 
of tax yields, for only a minor part of the cyclical variation in the 
revenue yield of the tax is caused by the movement of incomes down 
or up the scale of surtax rates. The major part of the cyclical varia- 
tion is caused by the fact that in recession or depression an increasing 
share of incomes drop below the level at which they pay tax at all. 
In other words, it is the bracket change from 20 percent to zero, not 
the smaller bracket changes above 20 percent, which is the major in- 
fluence. Changing the magnitude of exemptions moderately would 
probably not greatly alter the countercyclical effect. 


Til. FORMULA FLEXIBILITY 


Valuable though the built-in flexibility of the Federal Revenue Sys- 
tem is, its operation is limited. It can only prevent a recession or 
depression from going as far as it otherwise would, but can never act 
independently to reverse the fall of employment and income during 
a depression. In inflation, it will similarly act only to prevent an 
inflationary surge from proceeding as rapidly or as far as it otherwise 
would, but it can never inject an independent counterinflationary 
force. For countercyclical forces that reverse a swing, either “for- 
mula flexibility” or discretionary action is necessary. 

The term “formula flexibility” refers to arrangements by which 
changes in the provisions of revenue, expenditure, or monetary and 
banking measures are put into effect automatically when certain eco- 
nomic changes occur. Discretionary action refers to changes adopted 
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at the desired time through action of the Congress or the Executive, 
rather than by formula. 

Formula flexibility would, of course, require legislation specifying 
the change in tax provisions and the circumstances in which it will 
take effect. An example of formula flexibility would be a provision 
that the first-bracket rate of the individual-income tax should be re- 
duced from 20 percent to, say, 10 percent, by announcement by the 
President, if the Bureau of the Census Monthly Report on the Labor 
Force had indicated unemployment of more than 4,500,000 for 3 con- 
secutive months, and that the 20-percent rate should be restored when 
either of the following occurred: (a) The Monthly Report on the 
Labor Force showed unemployment of less than 2 million for 3 con- 
secutive months, or (6) the Monthiy Report on the Labor Force showed 
unemployment of less than 2,500,000 for 3 consecutive months and, 
in addition, the Bureau of Labor Statistics Consumer Price Index 
showed a rise of one-half of 1 percent in prices within the period. 

Some other economic change could be used as a signal for the tax 
change, instead of these two indicators. And, of course, the provisions 
of taxes other than the individual-income tax could be altered. For 
example, excise rates or the rate of the corporation-income tax might 
be cut by a specified amount. But the latter two sorts of changes 
run into certain difficulties. Business planning is affected by corpo- 
ration-income-tax rates. Uncertainty concerning them would hamper 
it. It would also lead to stock-market speculation based on the like- 
lihood of change. Moreover, a temporary reduction in corporation- 
income-tax rates is not very effective in stimulating economic activity. 
It does extremely little to stimulate investment, precisely because it 
is only temporary. Granting credit against corporation-income-tax 
liability for investment during depression would serve as a stimulus, 
but this rather complicated and controversial proposal would cer- 
tainly be less attractive as a means of formula flexibility than a simpler 
measure. Reduction and later restoration in excise-tax rates, if sizable 
in amount, would also hamper business planning, in this case the plan- 
ning of retailers as well as of manufacturers. It would cause repeated 
difficulty concerning floor stocks, and could lead to speculative deals 
in the commodities. While these difficulties concerning these two 
types of taxes are by no means insurmountable objections, change by 
formula in individual-income-tax rates seems both most feasible and 
economically preferable. 

Formula flexibility can save a great amount of time, compared with 
that which would elapse if after an economic downturn Congress met 
and went through the process of deciding whether the situation war- 
ranted tax action and, if so, what action was preferable. Deciding 
in advance on the action and its timing would leave only the mechan- 
ical steps to be taken after the need for action had arisen. Never- 
theless, there would necessarily be some delay after a change in eco- 
nomic conditions before a formula change, for example, a change in 
the income-tax rate, could take effect. First, there would be a lag 
between the time when the change in the level of economic activit 
occurred and the time when statistics reflecting it were recorded. 
Then, after the statistics gave the signal for a change in tax rates, busi- 
ness firms throughout the country would have to be notified, and time 
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allowed for them to change their withholding procedures.? This 
might require say 2 months, ata minium. Several additional months 
will elapse before the increase monetary flow released by the reduction 
in withholding rates begins to have its full effect on employment, out- 
put, and prices. Thus a minimum of about 6 months would elapse 
from the time the trigger was pulled until the tax reduction began 
to have its full effect on economic conditions. 

This course of events assumes that by prior legislation the Congress 
has authorized the executive branch to institute the change in tax pro- 
visions when unemployment had reached the indicated level (if that 
was the signal specified in the legislation). A change provided in 
prior legislation might be triggered off in other ways. When the 
specified level of unemployment had been reached, Congress might 
trigger off the change by a joint resolution. ‘This is the method rec- 
ommended by the Committee for Economic Development in Jobs and 
Markets. Or, Congress might provide for administrative discretion, 
with the provision that a proposed change must be submitted to Con- 
gress for possible congressional veto. Finally, full administrative 
discretion might be granted to alter tax rates within specified limits 
as economic conditions seemed to warrant. 

A|ll of these methods expect the last, which Congress would probably 
be reluctant to enact, would require more time than a simple auto- 
matic trigger. 

There is a danger which should be guarded against in any formula 
flexibility. It is that if a cyclical fluctuation turns out to be a short- 
lived one, the change in tax provision might come into play just in 
time to have a perverse effect. ‘The 1953-54 dip in business activity 
provides an example of this possibility. Output began to fall in the 
third quarter of 1953, and unemployment began to rise in November. 
Unemployment reached its highest level, some 3.7 million, in March 
1954, hovered at 3.3 or 3.4 million through July, and then fell (except 
for a seasonal rise above 3.3 million in January—March 1955). Out- 
put and income began to climb in the last months of 1954, and by mid- 
1955 the Board of Governors began to take steps to check an inflation- 
ary level of spending. If a reduction in taxes had been instituted 
some time during the second quarter of 1954, it would have begun to 
have its full effect in stimulating spending along toward the end of 
the year, when it was unnecessary, and would have played its part 
in considerably increasing the threat of rising prices in mid-1955. 

Conversely, if tighter tax measures to check spending are instituted 
just when a short-lived upswing in prices has in fact spent its force, 
they may aid in creating unemployment, rather than in countering the 
price rise. 

Yet if the downswing in output, income, and employment had gone 
farther in 1954, formula flexibility in individual-income-tax rates 
could have been of great help in checking the downswing and turn- 
ing it up again. Quick action in such a circumstance might prevent 
a cumulative downswing due to loss of confidence in future markets 
and profit prospects. 


2 New tax forms and instructions woud also have to be prepared and printed ;, this could 
not be done in advance, for the change in tax liability for the year would depend on the 
month when the change took effect. 
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These considerations lead to the following recommendations: _ 

1. No attempt should be made by formula flexibility to keep minor 
economic fluctuations within too narrow limits. If this is attempted, 
the danger of perverse action is too great. Perhaps even the range of 
fluctuation suggested in the example cited is too narrow. Certainly 
no narrower one should be specified. 

The danger of perverse effects exist not only because of the possi- 
bility of a quick turnaround in economic trends under certain con- 
ditions, but also because of the margin of error in our economic 
statistics. As the Census Bureau would be the first to admit, the 
Monthly Report on the Labor Force estimates of unemployment are 
by no means perfect, both because financial limitations limit the size 
of the sample and also (and more important) because of the margin 
of error in the responses of individuals to interviewers. The Con- 
sumer Price Index is not only subject to some margin of error, but 
also is computed only some time after the date to which it applies. 
Considerably more money would be required to execute a procedure 
which would eee more speedy computation. 

2. To check cumulative developments, prompt action should be 
provided for if unemployment or prices go beyond the indicated 
limits. The trigger should either be provision for the Executive to 
alter tax rates when the specified condition existed, or provision for 
triggering by a joint resolution by Congress, when the specified con- 
dition exists. Such a provision should provide for a request to the 
President to call a special session of Congress, if it is not in session 
at the time. 

3. Considerably increased amounts of money should be appro- 
priated by the Congress for the collection and processing of economic 
statistics, in order to reduce the time involved and increase the ac- 
curacy of the statistics. 

4. The sort of indicators recommended above (MRLF and CPI) 
are those commonly recommended by economists to trigger formula 
flexibility. However, to prevent perverse action because of quick 
turnarounds in economic conditions, I recommend investigation of 
another type of indicator as well, based on the difference in nature 
between short economic fluctuations and others. 

Except where there are exceptional and obvious new factors im- 
pinging on the economic system, a quick economic dip and recovery 
is caused by, or at least has associated with it, an inventory swing. 
When manufacturers and traders feel that their inventories are ample, 
any small dip in business—or even the fact that rising sales cease to 
rise—may cause them to reduce inventories. Their curtailment in 
their orders is occasionally enough to cause a sharp drop in output 
and employment, increasing unemployment by 1 or 2 million. But 
if no other fundamental factor is involved in the downturn, when 
firms have reduced their inventories and begin to buy as much as they 
are selling, this in itself will bring an upturn, and the upturn will 
cause them to restock inventories. Therefore, when a quick down- 
turn is primarily due to inventory disinvestment, a quick turnaround 
1s apt to occur and tax reductions as a countermeasure is dangerous. 

On the other hand, if the total of investment by business firms in 
fixed capital (plant and equipment) plus housing construction is de- 
clining significantly, not only is a quick turnaround much less likely, 
_ but the danger of a cumulative downward spiral is far greater. (A 
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decline in the share of their income which consumers spend may in 
certain circumstances have effects similar to those of a decline in 
fixed investment.) Tax reduction in these cases is not only safer 
but much more necessary. I therefore suggest that the Congress 
should investigate the possibility of obtaining adequate data con- 
cerning the two types of business expenditure promptly enough so 
that these data, together with data on employment, might be used 
as a signal to trigger off tax changes, no change being made in case 
of a recession due primarily to inventory decumulation. 

It should be noted that tax changes have marked advantages over 
Federal expenditure changes as measures of formula flexibility. It 
is difficult to store up worthwhile expenditure programs during pros- 
perity, and save them for recession or depression. Furthermore, 
few expenditure programs can be put into effect as rapidly as a tax 
change. Finally, there are a number of administrative difficulties 
and economic disadvantages to abrupt changes in expenditure pro- 
grams. Changes in the individual income tax, on the other hand, 
can be initiated promptly, and they exert their effects smoothly 
throughout the economic system, in accordance with the spending 
decisions of the millions of individuals whose tax liabilities are re- 
duced. It seems desirable to reserve expenditure action for any 
major emergency, and to enact formula flexibility in revenue legisla- 
tion toward the end that the major emergency may be prevented from 
ever arriving. 


TV. Suort-Run SrapiizATION AND Lone-Run GrRowrTH 


One of the important requirements for long-term growth in the 
economy is a steadily increasing level of demand. When output falls 
for lack of demand, incentives to continued growth are lessened. 
Another of the conditions for long-term growth is adaptability of 
the economy to meet internal changes—growth in some industries, 
relative decline in others. Fiscal measures which cushion and coun- 
teract short-run economic fluctuations help to provide both of these 
needed conditions. They are therefore not only consistent with long- 
term growth; they are essential supports of it. 


APPENDIX: THE RELATIVE STABILIZING PowEr oF Various TAXES 


To increase the stabilizing power of the revenue system, which type 
of tax should be emphasized? Which type should be increased and 
which reduced, if the only criterion were their relative effectiveness 
in helping to sustain consumer and business spending and income in 
a recession, and in helping to restrain spending in an inflationary 
period? There are, of course, many other criteria which must be 
applied in deciding the relative desirability of alte-native taxes, but 
only this one is appropriate for discussion here. 

The choice to be made would be between, say, a $2 billion reduction 
in one tax or another, or perhaps whether to reduce an inferior tax 
by some such amount and increase a superior one. The criterion, 
therefore, is not the total amount by which each tax varies between 
prosperity and recession. The criterion is how much countercyclical 
impact each billion dollars of each tax has. 
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It was indicated above that with a fall in gross national product 
of $25 billion, annual individual income-tax liabilities would fall from 
$33 billion to $30 billion; excise-tax liabilities from some $9 billion 
to $8 billion; and employment-tax liabilities from $7 billion to $6,250 
million. In the same circumstances corporation income-tax liabilities 
would fall from some $21 billion to 17-18 billion dollars. Of each 
billion dollars of revenue from the corporation income tax at the 
present level of gross national product, 14—19 percent or 140-190 mil- 
lion dollars per year would be lost if gross national product dropped 
by $25 billion; of each billion dollars of excise-tax revenues, some 11 
percent or $110 million would be lost; of each billion dollars of 
employment-tax revenue, somewhat less than 11 percent or $110 mil- 
lion, and of each billion dollars of individual income-tax revenue, 
some 9 percent or $90 million. Estimates such as these, as noted earlier, 
can be only approximate. But they are accurate enough to permit 
evaluation of the different taxes. 

Not all of the reduction in excise and employment tax liabilities 
benefits consumers. Consumers do not bear the full burden of these 
taxes in prosperity, and hence are not relieved by the full amount of 
decline in the taxes, when a decline occurs. Perhaps, as a rough 
estimate, two-thirds of the burden of selective excise taxes and three- 
fourths of the burden of employment taxes fall on consumers. When 
these fractions of the reductions in these taxes are computed, it is 
seen that, per billion dollars of tax, the influence of employment and 
individual income taxes in sustaining consumer income in recession or 
depression is about equal, and that of excise taxes considerably less.‘ 

This is true of the present selective excise taxes. It would also be 
true of a general excise or sales tax, whose flexibility would be no 
greater than that of the selective excises. 

The corporation income tax exerts an impact on consumer spendable 
‘ncome in three ways. Decline in corporation income tax liability 
helps to sustai:. dividends, but by no means dollar for dollar; prob- 
ably except in a prolonged depression not more than one-third of the 
decline in corporation income tax liability is reflected in dividends. 
Further, the dividends, being on the whole paid to higher income 
groups, are subject to a high rate of individual income tax, so that 
the share remaining as spendable income is reduced. The bracket rate 
of individual income tax applicable to the dividends probably aver- 
ages at least 50 percent.* Hence the contribution to spendable income 
is probably not more than one-sixth of the decline in tax liability 
itself, or 23 to 32 million dollars per each billion dollars of tax. 

A second effect on consumer spendable income arises from the 
incidence of the corporation income tax. Not all of the tax burden 
is borne by corporations; some part is passed on to purchasers in the 
form of higher prices or passed back to workers or suppliers in the 
form of lower wages or prices; in either case the burden is shifted to 
consumers. As inl acy income tax liability declines in recession 
or depression, this burden on consumers declines; this effect reduces 


All of the reduction in the individual income tax liabilities, or $90 million, benefits 
consumers; three-fourths of the reduction in employment tax liabilities, or $87.5 million; 
two-thirds of the decline in excise tax liabilities, or $73 million. 

*If dividends were not maintained, individual income tax revenues would fall further 
in depression than they do. Conversely, the individual income tax prevents the mainte- 
a of dividends from sustaining consumer spendable income as much as it otherwise 
would, 
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the decline in spendable income.’ If as much as one-third of the 
burden of the corporation income tax is passed to consumers, then 
one-third of the decline in tax liability, or 46 to 64 million dollars per 
billion dollars of tax, helps to sustain their incomes. Thus through 
this effect plus the effect via dividends, the sustaining effect may be 
as great as 69 to 96 million dollars, or as great as that of employment 
taxes and the individual income tax. 

The tax has a third effect which must be considered. Through its 
impact on profits it probably affects the volume of business invest- 
ment in depression, which in turn affects the level of employment and 
income. 

The effect of the tax on investment is not certain. It should be noted 
that the problem is not whether the corporation income tax reduces 
investment in prosperity and depression combined. The problem 
considered here is whether the existence of the tax increases or de- 
creases the fall in investment from full prosperity to recession or 
depression. Reduction in the rate of the tax would increase profits 
after tax in depression. But it would increase profits after tax in 
prosperity even more, in absolute terms. Hence the added stimulus 
in prosperity would probably be greater than that in depression, and 
the net result might be to shift some investment from depression to 
prosperity, so that when a depression came it would be deeper than 
otherwise. Insofar as this occurs, the higher the corporation income 
tax rate, the more stabilizing the effect. 

It is probable that the existence of the corporation income tax 
reduces the amount of cash available for investment during a recession 
or depression. Even this, however, is not certain. If corporation 
income tax rates were reduced, profits after tax would be larger dur- 
ing full prosperity, and dividend rates during full prosperity would 
accordingly be greater. When a depression or recession occurred, the 
fall in the dollar level of profits would be greater, hence the cut in 
dividends, internally financed investment, or accumulation of cash 
would have to be greater than at present. Because the pressure for 
maintenance of dividends is great, it may be the retention of cash for 
investment or accumulation which would give way in favor of divi- 
dends. However, a corporation that was able to resist this pressure 
could have a greater absolute amount of cash available in depression 
than is now the case. 

On balance, it is my judgment that considering the incentive effect 
and the availability of cash effect combined, the corporation income 
tax evens out .the cyclical flow of investment somewhat, rather than 
accentuates cycles. The question, however, is complex and the answer 
uncertain. 

Because of the uncertainty of these various effects of the corporation 
income tax, it is impossible to know with certainty whether its stabiliz- 
ing effect is greater or less than that of the individual income tax and 
of employment taxes. My judgment is that the stabilizing effect of 
the corporation income tax is greater, but this judgment is subject to a 
wide margin of uncertainty. 


* The tax widens the margin between the sales price of a commodity or service in pros- 
perity and the income which flows to the individuals who helped to produce it. That is, 
because of the tax a smaller share of each sales dollar goes into consumer income. There- 


fore, when sales and output fall by $1, consumer income falls by less than it otherwise 
would. Excise taxes have a similar effect. 
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I would like to emphasize that these comments concerning the rela- 
tive stabilizing effects of various taxes are not intended to express 
judgments concerning the overall desirability of the various taxes. 
They fail to consider the entire question of equity, as well as the 
economic effects of alternative taxes other than the countercyclical 
effect (for example, the relative impact on different industries). The 
considerations discussed here, those which relate to stabilizing total 
output and employment, are only one group among a number of im- 
yortant factors which must be evaluated in judging the relative de- 
sirability of alternative taxes. 
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I]. IMPACT OF FEDERAL TAXATION ON THE DISTRI- 
BUTION OF REAL INCOME AND LEVELS OF CONSUMP- 
TION 


THE IMPACT OF MODERATE INFLATION ON INCOMES 
AND ASSETS OF ECONOMIC GROUPS 


G. L. Bac, Carnegie Institute of Technology 


Most of the papers submitted to this subcommittee deal with the 
eflects of taxes. My task is to consider briefly the effects of no 
taxes—of permitting inflation to occur instead of raising taxes 
(or reducing Government spending) when aggregate demand rises 
above aggregate supply at the then-existing price level. Only by 
comparing the effects of different taxes with the consequences of not 
enacting taxes can we reach a fully considered decision as to what 
taxes, if any, ought to be levied when, and how heavily. 

The major purpose of this paper, therefore, is to provide a back- 
ground and standard of comparison for assessing the comparative 
impacts of the many tax policies that will be discussed before the 
committee. 

Little disagreement remains on the broad outlines of sound tax 
policy in periods of either mass unemployment or drastic inflation. 
In the former, tax reductions are surely in order, and in the latter 
sharp tax increases. But more difficult decision problems arise when 
the situation is less clearcut, when the problem is: Shall we try to get 
from reasonably full to full employment, at the risk of helping <o 
generate moderate inflation—or, alternatively, how drastically shall 
we impose taxes to resist relatively mild inflationary pressures? 

This analysis, therefore, considers the impact of relatively mild in- 
flation on different economic groups when a situation of relatively full 
employment prevails. Such situations are apt to pose especially 
puzzling dilemmas for overall tax policy in the American economy 
over the foreseeable future. 

By inflation, I shall mean simply a rise in a broad-based commodity 
price index (such as the Bureau of Labor Statistics Index of Con- 
sumer Prices). This simple definition includes price rises when less 
than full employment exists, because this may be part of the situation 
we wish to consider. The definition does not lead us into the ultimate 
causes of the general price increase, since this would go beyond the 
scope of this brief exploration. 

By “relatively mild inflation” I shall mean inflation roughly up 
to the severity of the inflation in the American economy between 1939 
and 1952. This eliminates from consideration here “hyperinflation” 
and the type of rapid, persistent inflation found in several European 
countries since World War II where economic behavior was widely 
adjusted to the expectation of continuing inflation. Most of the em- 
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pirical evidence used here deals with recent inflation (since 1939) jn 
the United States. Thus, it must be recognized that the findings may 
not apply equally to other inflations and other settings. Still, this i 
probably the best factual evidence we have for considering likely 
events in the United States in the years immediately ahead. ; 

By “relatively full employment” I shall mean situations where un- 
employment does not exceed 5 to 6 percent of the civilian labor force, 

All these definitions are arbitrary. They are taken merely to de- 
limit the problem posed for this particular analysis. 


SumMMARY OF CONCLUSIONS 


Inflation is often said to reduce the Nation’s standard of living, 
to impoverish the average man, to aid the rich against the poor, to 
benefit the profit receiver at the expense of the wage earner, and ww 
impoverish creditors by wiping out the real value of their claims on 
debtors. Objective investigation supports some of the commonly held 
beliefs about inflation, but fails to support many others. 

The economic effects of inflation may be conveniently analyzed 
here by asking what is the effect of inflation on (a@) society’s total real 
output (e. g., gross national product), (0) the distribution of that 
real output among economic groups, and (c) the distribution of 
ownership of society’s wealth. Briefly, this analysis, considering only 
the type of inflation defined above, suggests tentatively that— 

(1) There is little evidence that relatively mild inflation of the 
sort considered here reduces the current real output of society, 
through weakening faith in the value of the dollar, impairing the 
incentive to work, or any other of the often claimed channels. 


(Even in the hyperinflations of central Europe, total output did 


not decline until late in the hyperinflation periods.) 
(2) Neither is there substantial evidence that relatively mild 
inflation (i. e., rising prices ee se) significantly stimulates in- 


creased total real output, although strong total demand clearly 


does stimulate total output. 

(3) The impact of relatively mild inflation in redistributing 
current income among major economic groups is apparently less 
than is often claimed. 

(4) Inflation’s income redistributional effects, at least during 
the 1939-52 period, did not correspond closely to several commonly 
held beliefs about inflation. For example, there is little evidence 
that inflation significantly changed the size distribution of income 
between rich and poor, though it may have helped to decrease in- 
come inequality somewhat. During the 1939-52 inflation, and 
during 2 of the 3 separate bursts of inflation within the 13-year 
period, the share of wages and salaries in the national income rose 
significantly ; that of unincorporated businesses (both farm and 
nonfarm) fell; that of corporate dividends and of dividends plus 
undistributed profits fell slightly, though that of corporate profits 
before taxes rose; that of rent receivers remained substantizally 
unchanged; and that of interest receivers fell sharply during 
World War II but rose slightly thereafter. These changes, of 
course, reflect many forces, not merely inflation, but they indicate 
that the redistributional force of inflation was either in line with 
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these results or, if different, was not strong enough to dominate 
the results. 

(5) Within these maor economic groups, individuals and sub- 
groups were affected very diversely. Persons and institutions on 
annuities and other fixed income arrangements, for example, 
suffered drastic relative and absolute losses. 

(6) Inflation’s effect in redistributing control over wealth is 
substantial. Between 1939 and 1952, roughly $500 billion of 
purchasing power of creditors was wiped out by inflation. 

(7) In transferring purchasing power from net creditors to net 
debtors, inflation in the modern American economy transfers pur- 
chasing power mainly from the “household” sector (which is a 
heavy net creditor, in spite of its substantia! debts) to the Federal 
Government (which js a heavy net debtor). TX also transfers 
purchasing power on a smaller scale from unincorporated busi- 
nesses (which are slight net creditors) to incorporated businesses 


(which are modest debtors). But the Government is only an 
intermediate institution. When the Federal Government benefits 


as a net debtor, the gain accrues in part proportionately to all tax- 
payers (whose future real tax burden to meet interest and prin- 
cipal claims of debtholders is reduced). But if the debt is con- 
tinually refunded rather than paid off by taxes, the gain accrues 
mainly to all spenders in the economy, as bondholders’ real pur- 
chasing power over current output is decreased, thereby corre- 
spondingly increasing the claim that can be exercised by all others 
with their rising money incomes. 

(8) Nearly all major groups of households (families and in- 
dividuals living alone) are net creditors, as their holdings of 
money, Government bonds, life insurance, and pension reserves 
substantially exceed the debts they owe. Only very poor families 
and those in the early years of establishing households (especiaily 
under age 25) are net debtors as groups, though farm families are 
only small net creditors. Conversely, high income, wealthy 
families and older families are heavy net creditors, highly suscep- 
tible to loss from inflation. Within all these major household 
groups, however, there is a wide diversity among individual 
households. 

(9) There is little evidence that the once pronounced lag of 
major costs, especially wages, behind business selling prices in 
inflation any longer exists as a major factor (see 3 and 4). Depre- 
ciation and inventory accounting tend to understate costs in infla- 
tion, long-term rental and interest costs lag somewhat, and cor- 
porations gain somewhat in inflation as moderate net debtors. 
But these factors appear to have been substantially overcome b 
other forces determining current business costs in relation to sell- 
ing prices in inflation. Investigation of individual firms’ infla- 
tion-period experiences suggests that net debtor or creditor status 
is secondary to current income and cost factors (which vary 
widely from firm to firm) in determining which firms gain and 
which lose relatively during relatively mild inflation. Thus, infla- 
tion such as we had over the 1939-52 period apparently no longer 
significantly shifts income from workers to profits. This finding 
weakens the argument that inflation per se is an important stimu- 
lant to increased total output and employment. 
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THe EvipENcE 


The above tentative conclusions rest partly on a priori reasoning 
(theory), but mainly on analysis of the American economy during 
the recent major three-stage inflation of 1939-52. Theorizing about 
the effects of inflation is never completely satisfactory as a foundation 
for policy thinking because we are never sure that our basic assump- 
tions will accurately describe the world of tomorrow, even though 
they reflect past facts. Analysis of historical experience is similarly 
limited, both because we never know that ea Het experience will 
be repeated tomorrow and because we seldom really know what caused 
what, looking backward. Thus, all the summary conclusions above 
should be considered only rough suggestions of what may happen in 
relatively mild inflations during the years ahead. Nevertheless, they 
are probably better bases for forecasts than hunch or casual impression 
that must serve in the absence of more careful investigation. 

The following paragraphs present briefly some of the reasoning and 
evidence underlying the summary conclusions. But the brief scope 
of this statement precludes presentation of more than a small part 
of the relevant data, and the following sections make no pretense of 
doing more than to suggest the main lines of reasoning and the broadest 
supporting data. 


Errects on Toran Rear Outrut (Conciusions 1 anp 2) 


The likelihood that relatively mild inflation will reduce the econ- 
omy’s current real output finds little support in a priori reasoning; 
individuals or businesses stand to gain little from reducing their wil- 
lingness to work or output, respectively, merely because commodity 
prices are rising. Moreover, the historical evidence shows output gen- 
erally rising in inflation periods. During the entire 1939-52 infla- 
tionary period, and during each of the 3 intensive bursts of inflation 
within these 13 years (World War IT, the 1946-48 price upswing, and 
the Korean war), real gross national product rose. This fact does not 
prove that inflation did not exert a downward pressure on real output 
which was overcome by other expansionary forces, but it does suggest 
that any possible output-depressive forces in the inflation were, at 
most, relatively weak. This American experience appears to be simi- 
lar to that in other relatively mild inflations here and in other countries. 

The evidence that inflation per se probably does not significantly 
stimulate real output is considerably less clear cut. In the kind 
of situation considered here, where relatively full employment already 
exists, clearly increases in total output are sharply limited unless some- 
how (as by involvement in war) the available labor force is substan- 
tially increased. Moreover, experience suggests that reducing unem- 
ployment becomes increasingly difficult as the unemployed margin 
becomes smaller and smaller. If inflation is to increase total output 
in such circumstances, it must probably act primarily through three 
channels: increasing the willingness of individuals to work; expand- 
ing the labor force; or increasing efficiency of productive processes, 
consumer demand for goods and services, or increasing business’ desire 
to invest (in inventories, buildings, and equipment) 2 


1 More detailed information and analyses are included in a paper to be published elsewhere. 
2This omits from consideration international eifects. 
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Satisfactory evidence is not available on any of these two chan- 
nels. The belief that inflation stimulates increased total output has 
rested primarily on the argument that wages lag behind rising prices, 
thereby increasing business profits; this increases businessmen’s in- 
centive to invest and to increase output, and perhaps induces indi- 
viduals to work harder to replace their lost real income. But modern 
evidence fails to support a substantial lag of wage rates or wage 
incomes behind rising prices except very temporarily. Some costs 
clearly do lag (depreciation charges and inventory costs as shown by 
accounting records, interest, and rent), but there is little evidence that 
these lags are dominant enough to lead to significantly increased in- 
vestment, except for inventory investment. Secondly, it has been 
argued that in inflation the expectation of further price increases 
leads to increased consumer and business spending. Evidence of such 
behavior in the business world is plentiful, especially in the purchase 
of raw materials. But evidence concerning business spending on 
major investments and concerning consumer spending is mixed. In 
any case, this expectation effect relies on the expectation by consumers 
and businesses of continuing inflation, rather than on the existence of 
inflation as such. Expectations of further price rises in inflationary 
periods appear to have been volatile and are, as yet at least, unpre- 
dictable. Overall, the evidence on the impact of inflation on total 
output is mixed and inconclusive, with no clear presumption that in- 
flation will significantly stimulate increased total output during 
periods of relatively full employment. 


Errects ON THE DistRIBUTION oF CurrENT INcomME (CoNCLUSIONS 


3, 4, AND 5) 


With any given level of total real output, in inflation those whose 
money incomes rise more rapidly gain at the expense of those whose 
incomes rise less rapidly.* Since total real income is unchanged, infla- 
tion merely causes a redistribution of that income. The crucial deter- 
minant is not whether any individual is a wage earner or profit re- 
ceiver, rich or poor, old or young—but whether his money income rises 
more or less rapidly than the average. Insofar as inflation is widely 
anticipated, a corresponding adjustment is likely to be made in the 
income claims and economic bargains made by individuals, businesses, 
and other groups, such as unions. 

Table I shows the change in the percentage share of the Nation’s 
total personal income received as different income shares during the 
entire 1989-52 inflation period and during each of the three sub- 
periods containing the major inflationary bursts making up the total 
inflation. It is important to remember that during World War II 
inflation was intermingled with a strong recovery from mass unem- 
ployment, while the two postwar inflations began from positions of 
very modest unemployment. 


8 This section leaves aside temporarily the effects arising because different groups have 
different balance sheet positions, some having more accumulated debts or assets than others. 
This factor is considered in the next section. 
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TaBLE I.—Change in share of total personal income, 1939-52" (as percent of 
total) 


1939-52 1939-46 | 1946-49 1949-52 


. Total labor income 

RE ERIEDE, WI occcconnucacecaspetcnacsbeaegeben 
Nonfarm 
Farm__-- 

. Rental income 

. Interest income 

. Corporate profits after tax 2-- 
(a) Dividends only -. 

. Corporate profits before tax 2 


1 Data from U. 8. Department of Commerce. 

? This line not strictly comparable, since ‘“‘personal income”’ does not include corporate profits except for 
distributed dividends. Gains and losses do not balance, for this reason and because other items are omitted. 
However, calculations are substantially in keeping with the way the data are prepared. 


Table I shows that labor income rose substantially as a share of 
total personal income during the long inflation period (from 64 per- 
cent in 1939 to 70 percent in 1952), and that about half of this 6-point 
gain occurred during each of the 2 postwar inflationary bursts. The 
unincorporated business share gained rapidly during World War II, 
but then fell back continuously during the postwar inflations. Cor- 
porate dividends and total profits after taxes fell by 2 and 1 points, 
respectively, during the entire inflation period, although corporate 
profits before income and profits taxes rose by 3 points, the spread 
reflecting the large increases in Federal corporations taxes during 
World WarII. If we consider movements within the three subperiods, 
the wage and salary share appears to have grown least rapidly, or 
even have fallen slightly, during the months when prices were rising 
most rapidly. Unfortunately, the roughness of the data and the 
absence of a clear-cut lead-lag theoretical model make such detailed 
analyses of the exact timing of price and relative share changes of 
doubtful significance. Thus the emphasis here is only on the broad 
victure of “before and after” positions for the major periods. Table 
{ presents the data separately for the 3 inflationary periods, to indi- 
cate the substantial differences between the World War II inflation, 
which was part and parcel of a huge recovery from mass unemploy- 
ment, and the 2 postwar inflations which began from positions of rel- 
atively full employment, as defined above. 

These figures, while indicating substantial changes in relative in- 
come shares during the inflation and sharp reduction in the already 
small interest share during World War II, do not show drastic 
changes overall. Nor are the changes in the three subperiods all the 
same in direction or in magnitude. The large increase in the labor 
share during the two postwar inflations, after removal of most wage 
‘and price controls, is the most striking result, counter to many 
statements that wage earners lose in inflation. The decline in the 
shares of unincorporated businesses and of corporate profits after tax 
also conflict with some commonly stated propositions about inflation. 

Slightly different results are obtained if the Department of Com- 
merce national income data are used instead of the personal income 
data above; the main difference is that the national income data re- 
port incomes before transfer payments such as social security and 
dividend payments. Figure 1 shows the four major income shares, 
as percent of total national income, from 1939 to 1952; annual data are 
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used after 1946 but are omitted during World War II when annual 
shifts were influenced heavily by special war developments such as 
intermittent changes in legal controls over wages and different prices. 
The BLS Consumer Price Index is also plotted to facilitate compari- 
son with the timing of price-level changes. The picture shown by 
the national income data differs mainly in that the rise in the labor 
share is less striking than with the personal income data. Otherwise, 
the results are similar. (In fig. 1, relative income shares are plotted 
at the midpoint of each year, after 1945; the Consumer Price Index is 
plotted semiannually.) 


FIGURE | 
SHARES OF NATIONAL INCOME IN INFLATION, 1939-54 
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In both table I and figure 1, it is important to remember that types 
of income are shown, not the incomes of particular or typical indi- 
viduals. Although most individuals receive the bulk of their incomes 
from 1 source, usually wages or salary, many receive income from 2 
or more of the sources shown. Thus neither table I nor figure 1 nec- 
essarily represents what happened to particular individuals during 
the inflationary periods shown. Nor is there any necessary connection 
between source and size of income; wage and salary recipients are not 
necessarily poor men, nor rent receivers rich men. 

Two further special warnings concerning these figures are in order. 
First, they picture what did happen to the different income shares 
during inflation, but they do not necessarily mean that inflation 
caused the changes shown. Many forces are at work simultaneously 
in such periods, and possibly inflation alone would have produced 
quite different income shares. But the data do tell us that any infla- 
tion-produced forces counter to the results shown were at least rela- 
tively weak, since they were overcome by other forces at work. 

Second, the income shares shown are by large groupings. They 
obscure the vast differences between different individual income re- 
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cipients within the totals, Wage rates in different industries and 
different occupations rose at very different rates during the inflation. 
Individual interest and pension receivers lost far more drastically 
than the table suggests when their incomes were completely fixed; 
over the period roughly half the purchasing power of their current 
income was wiped out. Dividends on some stocks rose very rapidly 
while those on others vanished. Figure 1 and table I provide only 
overall, global data. 

The relatively stable distribution of income except for the strongly 
growing labor share during more than a decade of pronounced infla- 
tion may be attributable partly to the fact that inflation was antici- 
pated to about the same degree by the major economic groups con- 
cerned, and hence the income status of each was largely protected in 
the economic contracts reached. There is considerable evidence that 
inflation played an important role in such bargaining, especially in 
wage-contract talks and in product-pricing practices, at least as a 
stated justification for price increases. But there is surprisingly little 
evidence in consumer spending and asset-management behavior of 
adjustment to long-continued inflation. Nearly all household groups 
continued to be heavy net creditors, and the Federal Reserve-Michigan 
Survey Research Center field surveys repeatedly found little evidence 
that consumer spending and saving behavior was heavily influenced 
by the likelihood of continued inflation, perhaps because many con- 
sumers were uncertain as to how long inflation would continue. The 
short Korean war buying spree may be an exception, but this appears 
to have been more war-scare than inflation-scare dominated. 

There is no clear evidence that inflation as such significantly affects 
the size distribution of income. Since the crucial factor in inflation- 
period current income gain or loss is relative flexibility of income, 
there is no general presumption as to the effect of inflation on the size 
distribution of income. It is commonly said that inflation helps the 
high income groups, possibly because profits are said to gain in infla- 
tion relative to wages and profits accrue mainly to the high income 
groups. But this reasoning is not supported by the data above. More- 
over, the upper income groups are the major recipients of interest, 
which share dropped substantially in the World War II inflation. 
Available data show considerable stability in the size distribution 
by income (before taxes), with a small decline in the share of the top 
5 percent. But there is no evidence that even this moderate change 
was caused by the inflations during the change over the last quarter 
century. Sufficient evidence is not available to warrant any general 
conclusion on the impact of inflation on the size distribution of income, 
though it seems very unlikely that the 1939-52 inflation exerted a 
significant income redistributional force against the lower income 
groups. 


Errect ON OwnersHip or Assxsts (Cono.usions 6, 7, AND 8) 


Inflation transfers real purchasing power from debtors to creditors, 
since debtors repay dollars of less purchasing power than they bor- 
rowed. A rough estimate of the total loss to creditors during the 
1939-52 inflation can be calculated by taking the $321 billion total of 
monetary assets (i. e., assets representing fixed dollar claims on 
debtors) held in the economy in 1939, and calculating the loss result- 
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ing from the 91-percent rise since then in the BLS consumer price 
index (as a rough guide to the decline in purchasing power of the 
dollar). Making a similar calculation for the additional monetary 
assets accumulated each year, and converting all the resulting losses to 
1952 prices, the total loss of purchasing power to creditors through 
the 1939-52 inflation was (very roughly) around $500 billion. 

Who are the debtors and creditors affected by such transfers of pur- 
chasing power in inflation? Table II gives a broad picture, by major 
sectors of the economy? This table shows the net creditor or debtor 
position, for selected years, of each of the major sectors of the econ- 
omy. Households are clearly the main net creditor, while govern- 
ment (primarily the Federal Government) is the major offsetting 
net debtor. Unincorporated businesses and financial corporations 
were by 1949 slight net creditors, while nonfinancial corporations were 
moderate net debtors. While ultimately we are interested in the indi- 
viduals or households behind such groups as businesses or govern- 
ments, it is useful to view the economy first as divided into these major 
sectors. In all cases, debtor-creditor status is calculated by taking the 
difference between total monetary assets (credits fixed in dollar terms) 
and monetary debts for the sector concerned. While satisfactory data 
are not available for later years, there does not appear to have been 
a drastic change in the relative positions of the different sectors. 


Tarte I1.—Net debtor and creditor status of major economic sectors, 1989-49 * 
{In billions of dollars] 


1949 


Households ; q +-249. 2 
Ue SEL oo nduccaenccsnenabusacessccceass : ; +-19, +15.7 
Financial corporations 2.9 | ' +16.9 
NORIIGEIGEED SINE cnc cadccaubaieeneehevanmnacas cums as 25. —6. 4 | —17.4 
Government 54.2 | —244. 2 | — 236. 6 





‘ Data from Raymond Goldsmith, A Study of Saving in the United States, vol. III, tables W-14, 15, and 
16. Positive figure shows net creditor status, negative figure net debtor status. 


Inflation clearly transfers purchasing power heavily from house- 
holds to the Federal Government. Bondholders lose potential pur- 
chasing power as prices rise. But who is the Government? Who 
ultimately gains through the Government from inflation? The an- 
swer depends largely on whether we assume that the Federal debt 
will be paid off through taxes or more or less continually refunded. 

If the Federal debt is to be paid off through taxes, it is the tax- 
payers who gain from the Government’s heavy debtor status when 
inflation hits. If we assume the taxes used to retire the debt would 
be in proportion to those now in force, all taxpayers would gain 
proportionately as debtors through the Government. If, however, the 
Federal debt is to be continually refunded, taxpayers gain as debtors 
only to the extent the real burden of annual interest charges is reduced. 
As the debt is refunded, the new bond buyer pays current value dollars 
for a fixed-dollar-value bond, so he reaps no corresponding debtor’s 
gain. The debtor’s gain in this case is spread throughout the popu- 
lation roughly in proportion to the amounts they spend. The bond- 


*Caleulations are based largely on data provided by Raymond Goldsmith, A Btoee of 
Saving in the United States (Princeton University Press, 1955), tables W-14, 15, and 18. 
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holders’ real purchasing power has been reduced because the dollars 
they receive will buy less; the claims they can exercise in buying 
current output or assets are correspondingly reduced. This means 
that with any given incomes and monetary assets everyone else in the 
economy finds it relatively easier to buy goods, services, and assets 
without bidding up prices. The net debtor gain is widely diffused, 
If, following the inflation, lack of adequate purchasing power and 
unemployment occur, the reduced real purchasing power of inflation- 
hit bondholders may reduce the likelihood of recovery. 

Nearly all major groups of householders are substantial net cred- 
itors. Table III shows the total assets of households classified by 
several characteristics, the debts of each greup, its monetary assets, 
and its variable price assets, all as percent of total assets to facilitate 
intergroup comparison. Monetary assets are those which represent 
fixed dollar amount claims on debtors (primarily bank deposits, Gov- 
ernment bonds, and insurance and pension reserve funds). Variable 
price assets are those whose dollar prices may vary during inflation, 
such as houses, farms, common stocks, ownership of unincorporated 
businesses, and automobiles. Table III thus provides relatively de- 
tailed information on which types of households stand to lose most 
from inflation because of their net creditor status, or in rare cases to 
gain because they are net debtors. When monetary assets exceed 
debts, the household is a net creditor. Even here, however, it is 
important to remember that individual households’ positions vary 
widely, and the data shown provide only a general picture for different 
types of households, rather than a true picture of any particular 
household. 


TABLE III.—Assets and debts of households, early 1950? 


As percent of total assets 


Percent /Total assets 
of all (billions of 


household | dollars) | Monetary — 
” assets 


All households 
By 1949 money income before taxes: 


$7,500 and over 
By occupation: 
Professional and semiprofessional 
Managerial 
Self-employed 
Clerical and skilled 
Unskilled 
Farm operator 


All other 
By net worth in 1950: 
Negative net worth 


$2,000 to $9,900 
LO aa 








aBesss 


$60 
By age of head of household: 
4 


REBS wa Ba 
SRes 
aSSS wacB2e 





1 Data from Goldsmith oR. cit., tables W-46, 47, 48, 49, based in turn primarily on Federal Reserve- 
Michigan Survey Research enter survey of consumers finances for early 1950. Total households columns 
may not add to totals because of minor unascertained items and rounding. 
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Errects oN BustNess Firms (Concivsion 9) 


Table I and figure 1 indicate that unincorporated and corporate 
yrofits fell slightly as a share of national income during the post- 
World War II inflations. This is contrary to the common belief that 
business profits rise relative to other income shares in inflation, both be- 
cause business costs (especially wages) lag behind selling prices 
and becaue businesses are net debtors, gaining thereby from inflation. 

During the recent American inflation, neither wages and salaries 
as a Share of total income nor hourly wage rates lagged behind rising 
commodity prices on the average. Raw materials, another major cost 
for many firms, varied widely in rate of price increase, but in general 
rose more rapidly than finished commodity prices. Under prevailing 
accounting practices, both depreciation charges and inventory costs 
tend to be understated in inflation, and long-term interest and rent 
charges lag behind selling prices. But on balance, the rapidly rising 
costs appear to have overweighed the lagging costs for the two post- 
war inflation periods studied. 

Nonfinancial corporations are substantial net debtors as a group 
(table II) and gained appreciably thereby from inflation. The unin- 
corporated businesses and financial corporations are more than offset- 
ting net creditors. Thus, businesses as a whole are net creditors to a 
moderate extent (according to latest available estimates), and during 
inflation suffer relative to debtor sectors of the economy on this 
account. 

Debtor-creditor status appears clearly to be subordinate for non- 
financial corporations as a group and for most individual companies to 
current operating factors as a determinant of relative gain or loss 
during inflation periods. Detailed analysis of a random sample of 
some 50 nonfinancial corporations listed in Moody’s indicates that— 

(1) The net creditor companies outperformed the net debtor 
companies by a small margin during the entire 1939-52 inflation 
period, and during the three subperiods of 1939-46, 1946-49, and 
1949-52, using increase in rate of return on investment as the 
measure of performance for each period.® 

(2) The net creditor companies outperformed the net debtors 
during 2 of the 3 subperiods, but not in the third, using increase 
in the market price of the company’s common stock as the measure 
of performance. 

(3) Net debtor or creditor status was far less important in 
determining individual company performance, as judged by the 
two measures indicated in (1) and (2), than was the company’s 
increase in sales volume. It was also apparently less important 
than the particular cost-price lead-lag relationships for the com- 
pany, through this relationship could not be tested directly.® 


*A net creditor company is defined as one whose monetary assets (assets fixed in dollar 
value, such as cash, receivables, and Government securities) exceed its monetary liabilities 
ee fixed in dollar terms, such as notes and accounts payable, bonds, and accrued 
axes). 

* The significance of debtor-creditor status in determining company performance was tested 
by computing rank correlations relating the rank of different companies in the sample in 
debtor-creditor status to their rank on the two different performance tests. Similar rank 
correlation tests were applied to assess the relative importance of increase in sales volume 
sae oo income statement factors in explaining varying economic performance during 
nflation. 
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(4) While nonfinancial corporations as a whole are net debtors, 
possibly as many as eae of the total are net creditors, and 
many companies shift from one status to the other quite fre- 
quently. 

While this sample may not represent accurately the performance of 
all nonfinancial corporations during the recent American inflation, it 
strongly suggests that such a are not necessarily large 
gainers from inflation because of being net debtors, and that in any 
case net debtor or creditor status is considerably less important in 
determining overall economic performance than are current income 
account factors, even during substantial, continued inflation. 


EFFECT OF TAXATION ON WORKERS 


Prerer HENLE, American Federation of Labor 


It might be said that the effect of taxation on workers is the same 
sense of irritation and frustration that overcomes anyone who finds 
that money to which he would otherwise be entitled has to be trans- 
ferred to a seemingly remote outsider, the Government. 

Yet, despite this feeling of irritation that the word “taxes” arouses 
in every individual, there is every evidence that workers and workers’ 
organizations have displayed an interest in tax policies and a recog- 
nition of tax needs that rises above the frailties of human nature. 

Naturally enough, the average worker’s interest in taxation starts 
from the question, How much do I have to pay? In a very real way, 
changes in tax rates have just as important a bearing on the worker’s 
standard of living as changes in his rate of pay. When the individual 
income-tax rates were increased in November 1951 to meet the cost 
of the Korean war, this was equivalent at that time to a 1- to 3-cent 
per hour wage cut to the average factory worker (the impact varying 
with the number of dependents). 

The steady rise in taxes paid by the average worker has served to 
stimulate his interest in tax questions. This does not mean, however, 
that workers have fought indiscriminately for tax reduction or that 
their primary emphasis has been to reduce their tax burden to a 
minimum. 

Rather, the opposite is closer to the truth. On the whole, workers 
and the American people in general have accepted the responsibility 
of contributing to the cost of Government. They have recognized 
that payments to Government represent payments for services ren- 
dered. If Government, in turn, is efficient in spending the tax rev- 
enues, few complaints are made about having to meet required tax 
payments. 

It has become commonplace to point out that today’s Government 
has assumed an increasing role in our society. This increasing Gov- 
ernment responsibility has naturally required an increase in revenues 
to finance these added expenditures. In general, workers have recog- 
nized that any specific Federal program which they support will 
require increased funds and, by the same token, increased taxes. There 
is a pen recognition that not only the function of Government 
which directly redound to the benefit of workers but, in addition such 
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important functions as the task of a national defense, cannot be 
yerformed without adequate funds. 

This attitude toward Government finances is illustrated by organ- 
ized labor’s views on budget and fiscal policy. For example, the 
American Federation of Labor has never favored or argued for a 
perpetually unbalanced budget, although it does not feel that the 
solvency of Government is endangered if a particular year’s budget 
is not in balance. Generally, labor organizations believe that over 
the period of a business cycle the budget should roughly be in bal- 
ance, with any sharply unbalanced budgets confined to years of low 
economic activity when expenditures for needed Government activities 
may far exceed available revenues. 

Moreover, in supporting any new Government program, labor 
organizations have always been willing to answer the question: 
Where is the money coming from? This has been an issue, for 
example in such diverse matters as the initiation of a program of 
Federal aid to education and the development of an improved sys- 
tem of interstate highways. In general, labor organizations have 
felt that these new programs should be financed through the regular 
budgetary sources of revenue (with the attendant possibility that 
additional tax revenues might be required) rather than special types 
of Government bond issues which might circumvent the budgetary 
processes. 

Nowhere has this point of view on fiscal policy been more sharply 
expressed than with regard to specific decisions involving the status 
of the trust fund created under the old-age and survivors insurance 
program. In proposing at various times substantial increases in 
benefits to be paid under the OASI program, organized labor could 
easily have suggested that the substantial surplus in the trust fund 
be utilized to finance these added benefits without any increase in the 
employer or employee contributions. For example, in 1954 the sur- 
plus of the trust fund amounted to over $19 billion, an amount that 
could easily have financed for some time the higher benefit payments 
Congress voted in that year. Yet in appearances before congressional 
committees discussing this issue, both the A. F. of L. and the CIO 
strongly favored an increase in the employer and employee contribu- 
tion rate because they recognized that the burden of paying the ad- 
ditional benefits would jeopardize the long-term actuarial soundness 
of the OASI trust fund. 

These examples are cited not in any attempt to indicate that labor 
organizations have completely embraced orthodox financial views, but 
merely to demonstrate the degree of thoughtfulness and responsibility 
with which workers and their organizations have approached prob- 
lems of taxation and fiscal policy. 

The workers’ special stake in tax policy stems from the fact that 
they pay most of the taxes. This fact is difficult to substantiate statis- 
tically because income and tax figures cannot be isolated for particular 
groups in the economy. However, the most recently available data 
from the rt Department’s Statistics of Income show that in 
1952 wage and salary payments amounted to over 80 percent of the 
total income reported on all Federal income-tax returns. The extent 
to which workers pay other types of taxes, including taxes to State 
and local governments, is impossible to estimate accurately, but upon 
reflection it seems clear that the bulk of the revenue received by all 
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government units comes directly from wage earners and their 
families. 

With such a high stake in tax policy, workers want to make certain 
that the burden of taxation in the United States is distributed equit- 
ably throughout the country and among all groups in the population. 
This principle of equity is the one factor to which workers look first 
in discussing matters of tax policy. They are mindful, however, of the 
various other criteria that any tax system should meet. They recog- 
nize, for example, the close relation between taxes and the functioning 
of our economic system and the necessity for tax policy to contribute 
to an expanding productive economy. 

First, and foremost, however, come considerations of equity. This 
is, of course, a difficult concept to define and even more difficult to write 
into law. Nevertheless, it can be said that the American people have 
generally accepted the view that the most important factors by which 
to judge an individual’s capacity to pay taxes are his income and his 
family status. From this has come the commonly accepted belief that 
the most equitable type of a tax is a progressive tax on all income 
received after deductions based on family status. A tax system which 
places primary reliance on the progressive income tax provides the 
only basis for making certain that taxes will fall at least roughly in 
relation to an individual or a family’s ability to pay. 

Unfortunately, the tax structure in the United States today, con- 
sidering the State and local as well as the Federal system, can hardly 
be termed a model of equity. A carefully documented study analyzing 
the impact of 1948 taxes on families at all income levels concludes that 
for families with income below $7,500, there is little if any progressive 
character to the United States tax structure.’ This is a source of real 
concern not only for workers alone, but for all individuals interested 
in an equitable tax structure. 

In today’s tax structure, each type of tax carries with it a different 
impact—or incidence—on families in different income groups. The 
Federal individual income tax retains its progressive character al- 
though a number of provisions adopted in recent years have the effect 
of benefiting only the higher income groups. Taxes on consumption, 
like the Federal excises and the various State sales taxes, fall most 
heavily on families at the lower end of the income scale. There is 
considerable uncertainty concerning the incidence of the tax on cor- 
porate income although undoubtedly part of this tax is passed- on to 
consumers in the form of higher prices. 

A nation’s tax system normally includes different types of taxes 
levied for different purposes and falling with varying impact on 
different groups in society. No one expects every single tax imposed 
by the Federal, State, and local governments to meet the same stand- 
ards of equity as the progressive income tax. For example, the Fed- 
eral payroll tax of 2 percent on all wages covered by the OASI pro- 
gram is clearly regressive, but workers accept it as such because they 
are willing to pay this price as the cost of maintaining a contributory 
system of social security. 


1R. A. Musgrave and others, Distribution of Tax Payments by Income Groups, Na- 
tional Tax Journal, March 1951, p. 1. See also Further Considerations of the Distributio 
of the Tax Burden, National Tax Journal, March 1952, particularly table 2, p. 19. 
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The important question is whether, on balance, a particular tax 
system is equitable to all sections of society. On this point, there is 
every reason to believe that the tax structure in the United States 
today can and should be modified to make it more equitable. 

In the remaining part of this article, attention is called to a number 
of tax issues concerning which measures could be taken to eliminate 
current inequities. No attempt has been made to include all pertinent 
points of today’s tax program. Rather, the attempt has been to single 
out those features which have special interest for workers and regard- 
ing which unions have made specific recommendations. Obviously, 
for reasons of space, each of these questions is given only summary 
treatment. 

INDIVIDUAL INCOME-TAX RATES 


The most equitable aspect of today’s tax structure is the system of 
rates promulgated by Congress for the individual income tax. Start- 
ing at 20 percent, the rates increase gradually to the top bracket rate 
of 91 percent for all taxable income over $300,000. 

To the casual observer these rates appear almost a model of progress- 
ivitvy. However, the rates themselves may be misleading. Many of 
the rates in the higher brackets are seldom utilized because many in- 
dividuals with such high incomes can so manage their financial affairs 
that a significant portion of their income is brought within the purview 
of other sections of law which do not call for such high rates. By the 
use of provisions concerning family trusts, capital gains, and income 
splitting, individuals with high incomes can substantially reduce their 
tax liability. It would seem desirable for Congress to consider the ex- 
tent to which these special provisions have in effect nullified the pro- 
gressive character of the Federal income tax. 

At the lower end of the tax schedule, a serious question arises con- 
cerning the validity of the initial 20-percent rate. In effect, any in- 
come above $800 earned by an individual is taxed at this rate while any 
married man with a family of 4 is similarly taxed for all income 
over $2,700. 

For some time the American Federation of Labor has felt that any 
additional tax reductions in the income-tax field should be taken by 
splitting the first bracket rate and establishing a lower rate on at 
least part of this income. One specific proposal that has been made is 
to tax the first $500 at a 10-percent rate and the remaining $1,500 of the 
first income tax bracket at the standard 20-percent rate. A move of 
this type would introduce a greater degree of progressivity into the 
income-tax structure. 

INCOME SPLITTING 


The split-income provision was enacted in 1948. It allows all mar- 
ried couples to be taxed as though their combined income had been 
equally divided between the two. 

The effect of the 1948 change has been a substantial reduction in 
tax liability for all married persons in the upper income brackets. 
For example, the resulting tax reduction (outside the community 
property States) is $5,220 for a husband with $40,000 taxable income; 
for a $100,000 taxable income, the saving is $13,680 while for $200,000 
Income, it is $22,180. 

68595—55——7 
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At the time of its adoption, this change was defended as necessary 
in order to correct an inequity between married couples in the original 
eight community property States who could by law split their income 
and those in the rest of the country who could not. It is true that the 
change in the law does remedy this difficulty but only at the cost of 
considerable revenue and a critical loss in the progressive character of 
the income tax. 

Workers receiving the benefits of the split-income provision enjoy 
this special tax advantage as much as anyone else. However, only 
those workers whose income reaches beyond the first bracket rate are 
able to gain any advantage from this particular section of the law. 

To correct this inequity, it would not be necessary to return to the 
former system under which income splitting was permitted in some 
States and not in others. A far more practical solution which could 
be applied uniformly across the country would simply be to develop a 
separate and higher tax table for married couples. In this way, income 
splitting would be permitted in all States, but the tax rate that would 
be applied on such split income (after the normal deductions) could 
be the same effective rates that would be applied to the taxable income 
of asingle person. The result would be a far more equitable system of 
taxation. 

TaxaTIon OF DIvIDENDS 


The 1954 tax revision law introduced many changes into the Na- 
tion’s tax system. By far the most inequitable from the point of view 
of the worker were the special provisions adopted concerning dividend 
income. 

These provide that taxpayers may exclude from gross income the 
first $50 of dividend income received. In addition, a credit of 4 per- 
cent of total dividends is permitted against the individual’s income 
tax liability. 

Workers generally do not own stock and do not receive dividends. 
In fact, careful research has disclosed the fact that only 8 percent of 
United States families (spending units) own publicly issued common 
or preferred stock in American corporations. Additional findings of 
this study make it clear that stock ownership is concentrated in the 
higher income brackets.” 

An examination of the Treasury Department data shows clearly 
how the dividend credit works almost entirely to the benefit of the 
higher income groups. Of the 42.6 million taxpayers filing returns in 
1951 only 3.5 million or 8 taxpayers out of each 100 list dividends as 
a source of income. For the 8 million taxpayers with total income 
of between $600 to $2,000, only 3 taxpayers out of each 100 received 
dividends. By contrast, in the income groups above $25,000, from 
72 to 96 taxpayers out of each 100 taxpayers listed dividend income.’ 

Equally significant is the fact that the taxpayers with income below 
$4,000 who do own stock save only a limited amount under the divi- 
dend relief provision, while those in the income groups above $10,000 
will save amounts ranging on the average from $105 at the $10,000 in- 


296 percent of ail spending units with 1954 income below $3,000 did not own any stock. 
This percentage declines with increases in income; only 65 percent of all spending units 
with income over $10,000 did not own stock. 1955 Survey of Consumer Finances: The 
Financial Position of Consumers, Federal Reserve Bulletin, July 1955, p. 622. 

® Statistics of Income for 1951, pt. I, U. 8S. Treasury Department. 
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come level to $36,555 in the group with income over $1 million. Larger 
cavings for each stockholder and a higher percentage of stockholders 
in the upper income groups therefore will combine to give these tax- 
payers a disproportionately large share of the tax reduction on divi- 
dend income. 


COSTS OF DOING BUSINESS VERSUS EXPENSES OF EARNING A LIVING | 


A farmer or an individual owning his own business is naturally 
entitled to deduct from his gross income the regular expenses of con- 
ducting his business. 

The wage earner has certain comparable costs but only a few of 
these can be deducted for income-tax purposes. Dues to labor unions 
or professional societies and the cost of workers’ uniforms are a few 
of the specific occupational costs that can be deducted from an indi- 
vidual worker’s income. 

One problem that arises in this regard involves the cost of taking 
special training or educational courses. If these are borne by the 
employer, their cost can be deducted as a regular business expense, 
but the individual worker seeking to improve his skills by enrolling 
for such courses finds that no cebinarsbhe deduction is permitted. 

Another problem involves the cost of traveling to and from work. 
The wage earner is not permitted any deduction for this traveling 
expense. Neither presumably is any other taxpayer. 

However, anyone utilizing his car in his own business is entitled to 
claim auto expenses as a regular business deduction. For him, the 
difficulties of isolating allowable automobile expenses are almost 
insuperable. The net result is that without ever intending to claim 
additional mileage expense, the individual who is self-employed gains 
a tax advantage over the wage earner. 

These items are not cited in any attempt to draw an invidious com- 
parison between the tax burden of workers and other groups in 
society. It is important, however, to make clear that some aspects 
of our tax laws have the effect of favoring the individual in business 
for himself without granting similar advantage to the wage or salary 
worker. 

DEPLETION ALLOWANCE 


Under the current revenue laws, the extractive industries (oil, 
natural gas, coal, together with various minerals and metals) occupy 
a unique position. They alone are entitled to the coveted depletion 
allowance. 

The defense for this special allowance becomes weaker each year. 
In early days the privilege of calculating the special allowance was 
allowed for only the oil and natural-gas industries. It was claimed 
that such an allowance was necessary to encourage expansion and addi- 
tional production of these important sources of energy. As years have 
passed, Congress has added more and more industries to the list of 
those entitled to this privilege, so that today all industries that extract 
any type of useful material from the ground can claim the allowance, 
whether or not the item is in short supply. Among the commodities 
in danger of depletion for which this special allowance is given are 
sand, gravel, stone, and salt. 
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Workers do recognize that business firms are entitled to deduct as 
a legitimate expense the cost of wear and tear on their machinery, 
plant, and equipment. Congress has set forth specific ways in which 
this wear and tear or depreciation is to be calculated for income-tax 
purposes. In fact, a completely new and far more generous method 
of calculation was included in the 1954 income-tax law. It should be 
noted, however, that in the case of the extractive industries the deple- 
tion allowance is calculated not as a percentage of the cost of the 
machinery or equipment, but as a percentage deducted from the gross 
income of the enterprise. Moreover, depletion allowance continues to 
be deductible even after the owner of the property has recovered, tax 
free, 100 percent of his invested capital. 

The results of this special favoritism for the extractive industries 
may not have been clear at the time the depletion allowance was first 
adopted. By now, though, it seems obvious that by this device these 
industries are simply not paying their full share of taxes. The deple- 
tion-allowance industries have become a haven for all individuals 
seeking a tax-favorable outlet for their accumulated capital. 

Whatever special circumstances might have been warranted at one 
time no longer prevail. Particularly with the very generous depre- 
ciation provisions in the 1954 law, there is no further reason for con- 
tinuing these excessive depletion allowances. As former President 
Harry Truman stated in his 1950 tax message: 


I know of no loophole in the tax laws so inequitable as the excessive depletion 
exemptions now enjoyed by oil and mining interests.‘ 


CaprraL GAINS 


To the worker this appears to be a most peculiar and puzzling tax. 
To him it seems clear that the income acquired from selling a capital 
asset at a profit has as much buying power as any income earned 
through wages or salaries. Yet the tax treatment of the two types of 
income is vastly different. It is difficult to explain to the average 
worker why, under our tax system, only half the income from selling 
a capital asset (assuming it has been held for over 6 months) is 
taxable and that the maximum rate at which the total gain can be 
taxed is 25 percent. 

The present tax treatment of capital gains provides a special ad- 
vantage for those individuals who can so manage their affairs that 
much of their income is accrued in the form of capital gains. It is 
unfortunate but true that recent legislation has encouraged this trend 
by extending capital-gains treatment to additional types of income. 
No such advantage is open to the ordinary wage earner, with his lim- 
ited financial resources. Steps should be taken to close this wide gap 
in the treatment of these two types of income. Certainly the 6 months’ 
period which encourages speculation should be extended to 1 year, 
and the 25-percent rate should be raised substantially. 


CoLLECTION or TAXES 


In the last analysis the details of tax legislation tell only part of 
the story of how the burden of taxation is distributed. Another im- 
portant aspect concerns the extent to which these tax laws are en- 


4 Message from the President, January 23, 1950. H. Doc. 451, 81st Cong., 2d sess. 





FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 8Y 


forced, the extent to which tax collections equal the full amount of 
tax liability under the law. A taxpayer not reporting his full in- 
come in effect is not contributing his full share of taxes. 

This problem, of course, will arise even under the most equitable 
tax system. Individuals cannot be expected to demonstrate much 
enthusiasm for paying taxes. The Treasury Department insists it 
does not want any taxpayer to pay any more than his lowest legal 
tax, and there will always be those who will take positive steps to 
avoid contributing even this amount. 

If evasion is only a problem involving particular individuals, an 
alert enforcement staff can do much to keep tax avoidance at a mini- 
mum. The problem becomes more serious, however, if certain groups 
of citizens or certain types of income are more susceptible to tax 
evasion. This seems to be the situation today in the United States. 

Workers are particularly concerned with this question because, 
through the withholding system, Uncle Sam makes certain that taxes 
levied on wage and salary income are automatically collected. This 
is not true for other types of income. 

However, it is difficult to obtain accurate information on the extent 
to which tax collections are equivalent to tax liability. There is little 
current data on this problem. The Joint Committee on the Eco- 
nomic Report might find it desirable to urge the Treasury Depart- 
ment to develop additional statistics on this subject. 

Some work, however, has been done in this field. The data that 
have gained the most general acceptance are the result of a special 
analysis of 1944-46 income-tax returns. In this study, a comparison 
was drawn for various types of income between the total reported in 
the income-tax returns and the aggregate amount of such income as 
determined by the personal income series of the Commerce Depart- 
ment. In summary, the following table shows the major results of 
this study for the year 1946: 


Consumer money income, 1946 * 
[Millions of dollars] 








Personal 
income series 
; Reported 
Type of income adjusted for | according to | Percent 
¢ comparability reported 
with tax tax returns 
returns 


Civilian wages and salaries 

Nonfarm entrepreneurial income- - 

Farm entrepreneurial incom 

Ce en oe ee bce Uepnihedichie nl 
a hammers 
Fiduciary income to individuals 


1 Goldsmith, Selma, Appraisal of Basic Data Available for Constructing Income Size Distributions, pt. 
VI. Studies in Income and Wealth, vol. 13, National Bureau of Economic Research, 1951, New York. 


Estates AND Girr Taxes 


This has been a most neglected field of taxation. No major review 
of estate and gift tax policy has been made in recent years. 

There is a serious question whether the Federal Government is re- 
ceiving sufficient tax revenue from this source. The fact is that in 
this, the wealthiest nation of the world, revenue from estate and gift 
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taxes comprises only slightly more than 1 percent of the total Federal 
revenue. It would seem that there is substantial room for additional 
taxation in this field without involving any possibility of confiscat- 
ing wealth or unduly limiting financial gifts. 

‘Among the proposals that have been “made to correct this inequity 
are a revision of the rate schedule, lowering of exemption, and greater 
integration of the gift and estate tax provisions. 


Strate AND LocaL TAXATION 


The emphasis in these hearings naturally is on Federal taxation. 
However, many of the most critical problems in the tax field have 
risen at the State and local level. 

Since World War II, the Nation’s growing and more mobile popu- 
lation has placed a greater strain on the traditional activities of State 
and local governments in such fields as education, law and order, 
highways, ‘and sanitation facilities. As a result, sharply increased 
expenditures have been required which have strained the limits of 
the State and local tax systems. 

In far too many instances, State and local governments have allowed 
their tax systems to deteriorate and become obsolescent. When in 
recent years these governments have finally awakened to the need for 
drastically ov erhauling their tax systems and obtaining additional 
revenue, too often they have looked for quick and easy answers to 
their tax problems. 

At the State level, the simple solution to the quest for more revenue 
has been the regressive sales tax. Sales or gross-receipts taxes now 
form part of the tax systems of more than two-thirds of the States. 
Revenue from this tax amounts to 33 percent of the total tax revenue 
derived by these States. In 1954, 11 States derived more than 35 per- 
cent of their revenue from this source.°® 

When these taxes are added to other types of taxes on consumers, 
the figures show that a growing number of States obtain the bulk of 
their revenue by taxes on consumers. 

Wide variants are found in the structure of various State tax sys- 
tems. Some States include in their tax structure an effective revenue- 
producing income tax, both on individuals and corporations. In a 
number of cases, States which place such reliance on income taxes are 
thriving competitors of neighboring States which rely most sharply 
on consumer taxes. Opponents of the State income tax contend that 
it throttles business expansion but the fact remains that a number 
of State governments have developed a healthy industrial system 
within their borders and at the same time have obtained sufficient reve- 
nue without relying excessively on regressive consumer-type taxes. 

At the local level, too few city and county governments have ac- 
cepted the responsibility for maintaining an up-to-date tax system. 
This applies particularly with respect to the mainstay of local revenue 
systems, the real-estate taxes. In many jurisdic tions, increasing in- 
equities develop as improvements are overlooked, industrial and soma: 
mercial property undervalued, and reassessments not conducted : 
regular intervals. 

These constitute only a few of the State and local issues that must 
be met to develop a more equitable tax system. 


6 Bureau of the Census, Department of Commerce, 1955. Statistical Abstract, p. 408. 
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This brief summary serves to highlight major tax issues of concern 
to workers. It is to be hoped that the coming session of Congress will 
give major attention to these questions. Action is needed to eliminate 
serious Inequities in the Nation’s tax structure and to revitalize the 
principle that taxation be based on ability to pay. 


EFFECTS OF FEDERAL TAXATION ON AGRICULTURE 
D. GALE JOHNSON, University of Chicago 


There are three Federal taxes that have a fairly significant direct 
impact upon agriculture. These are the personal income tax, the 
social-security tax, and the excise taxes on gasoline, lubricating oils, 
automobiles, trucks, and tires and tubes. W Yhat I shall discuss is the 
differential impact of these taxes on agriculture, since if the taxes 
had the same impact upon agriculture as on other sectors of the 
economy no special effects could be recognized. 


Tur Prersonau Incomp Tax 


The personal income tax has two differential effects upon income- 
tax payers who derive their major source of income from farming. 
First, an important element of the income of farm families is not 
defined as income for purposes of calculating the personal income 
tax. Included in this category are the incomes derived from home- 
produced food, home- produced fuel, and rented or owned housing. 
A related factor is that certain costs, such as some automobile ex- 
penses, can be charged as business expenses, though this is also true 
of other producer groups in our economy. Second, the personal 
income tax does not provide for averaging of income over a period 
of years. There is, however, a provision “for a carryback of losses 
for 2 years and a carryforw ard of the remaining losses for a 5-year 
period. Since farm incomes fluctuate a great de: al from year to year, 
many farmers with unstable incomes have to pay somewhat more in 
income taxes than do persons with a stable income. 

These two factors operate, of course, in opposite directions. The 
lirst tends to reduce the income-tax liability of farm people compared, 

, to an urban wage or salary worker with the same real or economic 
income, while the second increases the income-tax liability. 

'n an effort to try to evaluate the significance of these two factors, 
the position of farm families will be compared to that - wage or 
salary workers who have stable incomes from year to yea 

| would first like to show certain hypothetical ex ialan and then 
present some actual farm income data. In all of the hypothetical 
cases it is assumed that each family includes 4 persons and that the 
tandard 10-percent deduction is taken. In the case of farm families, 
it is nana that the value of nonmoney income is $900, of which 
‘400 represents the value of housing. Table 1 shows the effect of 
the exemption of nonmoney income upon the income taxes paid by 

+ types of families. One farm family is a renter, while the other is 
« farm owner. The one urban family rents a house or an apartment, 
While the other owns a house. The total income, money plus the 
value of nonmoney income, is assumed to be $5,000 for each of the 





Q2 ‘FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 


families. It is assumed that joint returns are filed. The value of 
the nonmoney income for the urban owner is assumed to be $400, 
which would represent a 4-percent return on a $10,000 house. 

The last column of table 1 indicates that the two farm families each 
pay $258 in taxes, while the urban homeowner pays $348 and the 
urban renter pays $420. Under the assumptions made, the farm 
renter and owner remain in the same after-tax position. This is be- 
cause the farm renter is able to deduct as a business expense the rent 
paid on his house, since the house rent is not separated from the rent 
on the farm as a whole. However, the urban renter is in an inferior 
position, since he pays rent out of taxable income. 

The purpose of table 2 is to illustrate the effect of fluctuating in- 
come, such as may occur on farms, on the total tax paid over a period 
of 2 years. The first part of the table illustrates an extreme case of 
zero net money income in 1 year and a net money income of $10,000 
in the other year. For the moment, it is assumed that all income is 
taxable and a comparison is made to another taxpayer who receives 
$5,000 each year. The farmer with variable income (or any other 
person with variable income) would pay a total tax of $1,346, com- 
pared to $840 for the person with stable income. This is a very sub- 
stantial difference, but, as noted, represents an extreme case. 

Most of the difference in taxes in this comparison arises not because 
of variations in the marginal tax rates, but because the family loses the 
personal exemptions of $2,400 (for 4 persons) for the year that income 
is zero. If the net money income were $2,400 in the 1 year and $7,600 
in the other, the income-tax total would be $892.40. The difference 
that remains is due to the failure to realize the 10-percent standard 
deduction for the first year. If the income in the first year were $2,700 
and $7,300 in the second year, the tax bill would be $841.70, or only 
$1.70 more than with stable income. 

Table 3 is included to illustrate the combined effects of the exclusion 
of nonmoney income from taxable income and the fluctuating nature 
of farm income. Three degrees of variability are shown and the com- 
parison is with an urban homeowner and an urban renter. 

The results of the calculations in table 3 show about what we would 
expect from the discussion above. Whether the exemption of non- 
money income offsets the effect of income variability depends on how 
great the variability is. In example A the variation of income is suf- 
ficiently large as to more than offset the exclusion of nonmoney income 
from taxable income, while in example B the farmer would pay more 
tax than the urban homeowner but less than the urban renter. In 
example C the farmer pays less tax than either of the other two. 

Table 4 presents information on the income of 10 farms for a period 
of 6 years. These farms have participated in farm business associa- 
tions affiliated with a land-grant institution. Two income figures are 
given. In part I of the table the income data are the annual net in- 
comes, including the value of nonmoney income. Food and related 
items have been priced at the prices farmers would receive for the items 
if sold, while the value of housing has been included at rather low 
figures ere between $190 and $325 for the various years. In 
part II of the table the data refer to annual net money income, which 
is assumed to be the figure which would be reported for income-tax 
purposes. The average difference between the two income figures for 
the 10 farms for the 6 years is $762. 
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In table 5, I have estimated the annual average income tax, using 
1955 tax rates, for these farms on the basis of 3 assumptions. The 
second column indicates What the tax would have been if all the income 
had been earned as money and the income each year had equaled the 
average for the 6 years. The third column presents the estimates of 
income tax for the net money income, assuming a steady annual income 
flow. The last column is an estimate of the actual tax paid by this 
group of farmers. In every case it was assumed that there were 4 
exemptions and that the standard deduction for allowable expenses 
was taken (10 percent or $1,000, whichever was the smaller). 

For the farms studied the variations in income resulted in only a 
relatively small increase in income tax. Farmer 9 had the biggest 
absolute increase (compare the last two columns) of $71. The largest 
relative increase was for farm 1 with an increase of 25 percent. 

The fact that nonmoney income is not taxed is of some importance 
in reducing the income-tax payments by farmers. Of course, many 
nonfarm people have nonmoney income, ‘such as the urban homeowner 
or the family with its garden in a town or village. The comparison 
made here implies an urban worker who does not own his own home. 

I was somewhat surprised to learn that variability of income may 
be more important for farm families with incomes averaging $3,000 to 
$4,000 than for those earning $10,000 to $15,000. The reason for this 
is that the family with the lower income may have an income in 1 year 
that is less than the value of the personal exemptions. This explains 
the situation of the first farm in table 5. In 1 year this family had 
a net money income of only $720. Thus $1,620 of personal exemptions 
went to waste, so to speak, since personal exemptions not used in 1 year 
can’t be carried forward or backward. 

It is not implied that the sample of 10 farms that I have presented 
is representative of American agriculture. The value of food and fuel 
that comprise the nonmoney income is about the same as the average 
for United States farmers that pay any income tax, namely between 
$450 and $500. The value of housing is probably less but by not more 
than $100. The annual variability of income for this sample is prob- 
ably less than for some groups of farmers, particularly farmers in the 
Great Plains States. 

The effects of the Federal personal income tax upon resource alloca- 
tion are of two major kinds. First, the exemption of nonmoney in- 
comes from the income tax means that individuals can afford to remain 
on farms for a smaller total or real income before tax than they could 
afford to accept for nonfarm employment, if that employment requires 
moving to an urban area. However, the tax may encourage part- 
time farming since part-time farmers produce about as much for home 
consumption as do full-time farmers. Thus the tax probably induces 
some people to remain in agriculture or on farms who would move to 
urban areas if all income, nonmoney as well as money, were taxed. 

Second, those areas of agriculture that have large variations in 
income from year to year are ‘taxed more heavily than other farm areas 
with less variability but the same average level of income over time. 
Allowing farmers to average their income over a period of years would 
make it somewhat easier for farm families in high risk areas to make 
more appropriate consumption and investment plans. 
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Socrat-Security Tax 


Many farmers are affected by the social-security tax in two ways, 
First, the farmer as an employer must withhold the tax on any em- 
ployee’s wages, where the employee meets the criterion for inclusion, 
and must pay the employer’s contribution to the tax. Second, farmers 
must pay as earners of self-employment income a tax of 3 percent on 
the amounts so earned up to $4,200 per annum. 

An examination of the social-security taxes indicates that farmers 
are treated like other similarly situated groups in the economy. While 
the combined tax paid as an earner is less than the amount paid jointly 
by an employer and employee, it is the same amount paid by other 
self-employed workers who participate in the social-security program. 


“XCIsE TAXES 


Farmers, both as consumers and producers, buy certain items on 
which Federal excise taxes have been levied. The principal items are 
gasoline, diesel fuel, lubricating oils, automobiles, trucks, tires, and 
innertubes. It is not possible to indicate the overall incidence of these 
taxes. However, if all of these taxes were borne by the purchasers of 
the items taxed, farmers would probably pay a somewhat larger share 
of these taxes relative to their incomes than consumers and producers 
in the rest of the economy. All of these taxes are related to trans- 
portation in one way or another and the nature of agriculture requires 
relatively large amounts of transportation of both persons and prod- 
ucts. 

One aspect of the calculation of business expenses by many farms 
in the determination of income-tax liability may partially offset the 
effect of these taxes. Many farmers deduct about half of their auto- 
mobile expense as a business expense, Since relatively fixed costs of 
operating automobiles—depreciation, insurance, and various fees— 
constitute a rather large share of total costs, charging part of these 
fixed costs as a business expense lowers {he Income-tax hability. Many 
other workers find owning a car to be desirable, but cannot deduct 
expenses of the car as a business expense if the car is used for going 
to and from work. 

SUMMARY 


The conclusion of this brief note may be stated as follows: The 
Federal tax structure does not place a disadvantage upon agriculture; 
it is probable that farm families gain relative to many other earners 
from certain provisions of the income-tax laws. The personal in- 
come tax does not apply to nonmoney income and farm families have 
much greater nonmoney income relative to money income than do 
people with other kinds of employment, 

While the effect of income variability upon the total income tax 
paid for the farms included in my small sample was not very great, 
1 think that 1t would be wise to allow income averaging over a period 
of 3 to 5 years. There is no reason why this provision should be re- 
stricted to self-employed groups, Many wage workers who suffer 
periods of unemployment may incur greater income-tax liability than 
they would if their incomes were stable. 
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TABLE 1.—Federal personal income tagw liability of farm and nonfarm persons: 


Taxpayer 


Farm renter 

Farm owner... 
Urban renter 
Urban owner 


Net income 


| 
| 
| 


$5, 000 | 


5, 000 


5, 000 | 
5, 000 | 





Hypothetical examples 


| | 
| Net money | 
income 


Taxable 
income 


3 $4, 100 | 
34,100 | 

5,000 | 
44, 600 


$1, 290 | 
1, 290 

2, 100 | 
1,740 | 


| 


1 Assuming 4 denendents and 10 percent standard deduction on net money 
2 Joint return filed by husband and wife. 1955 tax rates used. 

3 $500 from farm-produced items (food and fuel) and $400 as value of house. 
4$400 as value of house. 


income. 


Income 
tax ? 


$258 
258 
420 
348 


ABLE 2.—Effect of annual variations in net money income upon Federa 
T 2.—Effect lv tio t Fed L 
personal income tag liability: Hypothetical examples 


Taxpayer money 


| Year net 
income 


| 


Taxable | 
income ! 


Variable income: 
I 0 
$10, 000 


| 
5, 000 


5, 000 


! See footnotes to table I. 


10, 000 | 


0 
| $6, 600 
6, 600 


2, 100 | 
2, 100 


1 


Income tax ! 


0 
$1, 346 
1, 346 


420 
420 


840 


TABLE 3.—-Effects of exclusion of nonmoney income and variability of income 
upon Federal personal income taza liability: Hypothetical example 


| 
Net year 


‘Taxpayer ; 
income income 


| Net money | 


Taxable 


income 


Income tax 





\ 
) 


$900 


10, 000 


| 
2, 500 | 
7, 500 | 


10, 000 


1, 600 


Total 


Yammer ©: 
Powe 


3. 300 
6, 700 | 


10, 000 } 


5,000 | 
5, 000 | 


6, HOO 


0 | 
$4, 980 | 


| 
3, BAD 


3, 660 


0 


2, 820 | 


2, 820 |} 


2, 100 { 
2, \00 \ 





) 
5, 000 
5, 000 | 





10, 000 
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Tasie 4.—Annuai net income, including nonmoney income, and annual net money 
income, for 10 farms for 6 years 
I. ANNUAL NET INCOME, INCLUDING NONMONEY INCOME 


Year 





~*~ 


L982 PAA ANSS 
a 
Co 
=a 


Sez 
Bee Sessa 


Ww 
SISBZARS 


13, 230 
9, 462 


xu 
2 


an coma 


11, 606 
7, 009 | 
7, 095 ) 
16, 976 | 
13, 119 | 


= 
~ 


28 








$5, 045 $4, 235 $720 | $3, 77 
3, 392 3, 463 | 2, 568 4, 235 
| 12,726 7, 015 | 3, 265 | 7, 468 
8, 357 8, 531 | , 331 | 6, 975 
5, 583 3, 690 | 220 | 
| 10, 581 4,918 | 
5, 936 4, 416 
6, 504 2, 388 
15, 905 | 17, 669 5 
12, 519 | 4, 810 2, 621 | , 6, 595 





Taste 5.—Estimated average annual income tax under 8 assumptions: (1) 
stable net income ; (2) stable net money income; (3) actual annual net money 
income 





Stable net | Actual annual 
money net money 
ineome ineome 


| 
| Stable net | 

Farm income 
| 


$291 
276 
O46 
818 
367 
621 
434 
187 

2, 199 
735 


697 


THE INCIDENCE OF THE TAX STRUCTURE AND ITS 
EFFECTS ON CONSUMPTION 


RroHarp A. MusGRAVE,* University of Michigan 


The incidence of taxation and the effects of taxation on consump- 
tio are closely related. In order to appraise the latter, we must 
know something about the former. At the same time, they pose dis- 
tinct policy problems. The determination of who should pay the 
taxes and the equitable distribution of the tax bill is one important 


1~I am indebted to the faculty research fund of the Horace H. Rackham School of 
Graduate Studies of the University of Michigan for a grant which permitted a revision of 
our 1948 tax-burden study, the results of which are here presented. Also, I am indebted 
to Mr. H. Runyon, of the department of economics of the University of Michigan, for 
assistance in carrying through this project. 
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consideration of tax policy. The choice between taxes which fall on 


consumption and taxes which do not is another consideration, involv- 
ing a quite different set of factors. In some cases, the two will sup- 


port each other, and in others they will conflict. 


Wno Pays THE TAxes } 
(begin with my first topic, who pays the taxes. We have prepared 


in this connection a revision of our earlier estimates of tax burden 
distribution for the year 1948. While there have been no drastic 
changes in tax structure, the great increase in income since that time 
has rendered the earlier figures of little use for present purposes. The 
methods followed are more or less similar to those of the earlier study. 
While the calculations were made in less detail, some of the criticisms 
of the earlier study were taken into account.? 


TaBLe 1.—Estimated distribution of tag payments for 1954 


(Percent of total yield contributed by income brackets '] 


Spending unit income brackets (thousands of dollars) 


0- | $2,000- | $3,000- $4,000- | $5,000-| $7,500- | Over | Total 
$2,000 $8,000 | $4,000 | $5,000 | $7,500 | $10,000 $10,000 


FEDERAL TAXES 


Personal income tax-_-_-_._-_--- 
Estate and gift taxes__ . 
Corporate profits tax.._. 
Excises.-...-.- se nis 
Customs..--_----- eee 
Social-insurance contribution - - - 





a ial 
Without social-insurance con- 
tribution... ; verus 





STATE AND LOCAL TAXES 


Personal income tax_--_.....-.-- 
Inheritance and gift taxes_______|__ 
Corporate profits tax........-- 
Excise and sales taxes... 
Property - ___- ; be 
Social-insurance contribution _ -- 


Oo” 
~# 


| 
4) 68) 15.0) 69) 
14.4) 14.8) 2.2] 10.3} 
13.0 | 13.9 25.7 | 10.0 
|. 


13.2} 18.8 | 8} 115] 


13.0 13.9 | | 10.1) 
12.9 | 13.6 
— =| —- 


TERR eke cient 
Without social-insurance con- 
tribution. od ieue 


~~ @ | wm 190 Go 
o oo}; NOnNnw 


| 
| 


26.0} 10.0 


ALL LEVELS OF GOVERNMENT | 
(it) TOM. Soon bok cate 
(18) Without social-insurance con- 
tribution 


~ 
o 


11.8] 25.0] 10.5} 
10.9 | 24.5} 10.7 


> 
wo 























' Based on appendix table A4. 


*See R. A. Musgrave, J. J. Carroll, L. D. Cook, and L. Frane, Distribution of Tax Pay- 
ments by Income Groups: A Case Study for 1948, National Tax Journal, March 1951: and 
R. A. Musgrave and L. Frane, Rajointed to Dr. Tucker, National Tax Journal, March 1952. 
These will be referred to below as ‘1948 Study” and “Rejoinder,” respectively. 
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TABLE 2.—Estimated effective rates of taw for 1954 


[Tax as percent of income 4] 


eee 


Spending unit income brackets (thousands of dollars) 


| 
| $2,000- | $3,000- | $4,000- | $5,000- | $7,500- | Over 
$3,000 | $4,000 | $5,000 | $7,500 | $10,000 | $10,000 


FEDERAL TAXES 


) Personal income tax....--....-- 
Estate and gift taxes 
Corporate ponees tax 
Excises_..---- 
Customs....-.---- 
Social-insurance contribution. 


Totel.... 
Without social-insurance con- 
tribution 











STATE AND LOCAL TAXES 


(9) Personal income tax 
(10) Inheritance and gift taxes 
(11) Corporate profits tax 
(12) Excise and sales taxes 
(13) Property------- 
(14) Social-insurance contribution. - 


, Pe 6 8 
Oe to DS 
O00 Go et ie 





(15) Total_- 
(16) Without social-insurance con- 
tribution 


a | 
=| 


™ 
— 











ALL LEVELS OF COVERNMENT 








CRT OB s6 citer eas nelpainipasibe 26.9 : 28.9 29. 31.3 ’ 40.9 
(18) Without social- -insurance con- 
tribution b 23. 5 23.8 24. 27.4 29.9) 39.5 

i 














1 Ratio of tax allocations shown in table A4 to adjusted money. income shown in appendix table A2 line (6). 


TABLE 3.—Effective rates using broader income concept * 
[Tax as percent of income] 


Spending unit income brackets (thousands of dollars) 


0- | $2,000- | $3,000- | $4,000- | $5,000- | $7,500-| Over | Total 
$2,000 | $3,000 | ‘$4,000 | $5,000 | $7,500 | $10,000 | $10,000 | 


| | 


FEDERAL TAXES 


Personal income tax 

Estate and gift taxes_- 
Corporation profits tax 
a Lars ae 
ES EE 
Social-insurance contribution -- 


Without social-insurance con- 
tribution 





STATE AND LOCAL TAXES 


(9) Personal income tax 
(10) Inheritance and gift taxes____.-- 
(11) Corporation profits tax 
(12) Excise and sales taxes 
(13) Property j 
(14) Sociai-Insurance contribution. -. 





cee one>> @w 


(15) 
(16) Without social-insurance con- 
tribution 











ALL LEVELS OF GOVERNMENT 


(17). h 5. f 26. 2 . 28.9 30.8 
(18) Without social-insurance con- 
tribution ; 2 21.6 22.2 25.3 27.9 




















1 Ratio of tax allocations shown in table A4 to broader income concept shown in appendix table A2, line (4). 
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RESULTS OF STUDY 
1. Overall picture 

A brief summary of the methods and the underlying data will be 
found in the appendix. The results are summarized in table 1 which 
shows the percentage distribution of taxpayments by spending unit 
income brackets. ‘The data are for 1954 and both the Federal and the 
State and local tax structures are covered. In table 2 we show the 
so-called effective rates of tax, that is, the ratio of taxpayments to 
income received for the various income brackets. It is this ratio which 
we look upon to determine whether the tax structure is regressive or 
progressive, and by how much. 

The estimated incidence of the total tax structure, including all 
levels of government and all taxes, is shown in line (17). We find 
that the incidence is progressive throughout the scale, although the 
degree of progression appears to be quite moderate over the lower and 
middle income ranges. The picture for the Federal tax structure 
alone is more distinctly progressive as shown in line (7). That for 
State and local taxes is regressive as shown in line (15). 

The general picture may be qualified in two ways. For one thing 
some people feel that social insurance contributions (all or in part) 
ought not to be counted since they go to purchase special benefits which 
are not included in the picture. While I don’t quite subscribe to this 
view, those who do will find the overall picture excluding social- 
security taxes in lines (8), (16), and (18). As shown in line (8) this 
ae for a more progressive picture, especially at the lower end of the 
scale, 

A second qualification arises from the definition of income. It will 
be noted that the distr’bution of taxpayments shown in table 1 is 
essentially independent of the income concept used. But the pattern 
of effective rates shown in table 2 reflects both the distribution of tax- 
payments and the distribution of income; and the distribution of in- 
come in turn depends on the particular income concept that is used. 
The pattern of effective rates shown in table 2 is based on a concept of 
adjusted money income, including outright money income as defined by 
the Survey Research Center‘ plus imputations for (a) capital gains 
and fiduciary incomes, and (b) retained earnings of corporations and 
the unshifted part of the corporation tax. The items under (b) must 
be included in the concept of income in order to permit a fair compu- 
tation of effective rates because the entire unshifted part of the corpo- 
ration tax is imputed to the shareholder.’ Now it might be argued 
that this is too narrow a concept, that allowance should be made also 
for other items of imputed income such as rental value of residences, 
food consumed on farms, employer contributions to pension funds, 
and so forth. In table 3 we repeat the results of table 2, using such a 
broader income concept. Since the imputed income thus added is 
distributed more equally than money income, a somewhat larger frac- 
tion of total income comes to be allocated to the lower groups. Since 


*Note that incomes under $2,000 have been combined into one bracket, in place of the 
two $1,000 brackets shown in the 1948 study. This eliminates regressivity at the lower 
end for line (17). Combination of the two first $1,000 brackets is perhaps the safer 
aa because the composition of spending units in these brackets poses some peculiar 

oblems. 

*Survey Research Center of the University of Michigan (hereafter referred to as SRC), 
the data of which provide the primary basis for this studv. 

5 For a discussion of this point see 1948 Study, p. 16, and Rejoinder, p. 18. 
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the distribution of taxpayments remains the same, the pattern of 
effective rates becomes slightly more progressive for the case of the 
Federal and slightly less regressive for the case of the State and local 
tax system. 

In appraising the total picture, we are thus left with four patterns, 
shown in lines (17) and (18) of tables 2 and 3. Which of these is the 
most meaningful pattern is essentially a matter of judgment. While 
I see good reasons for thinking in terms of lines (17) and (18) of 
table 2, some readers may wish to operate with the broader income 
concept; and others may wish to use an even broader base including, 
say, an imputed income for the services performed by housewives. 


2. Particular taxes 


We now turn to the role of particular taxes in bringing about this 
overall pattern of incidence. 

Personal income tax.—Turning again to table 2, we find that the 
Federal personal income tax is the most distinctly progressive element 
in the tax structure. As shown in line (1), this feature does not only 
apply to the middle and higher income ranges but also at the lower end 
of the scale.® This, I think, is a factor of paramount importance for 
Federal tax policy and a strong reason for placing primary emphasis 
on the personal income tax. The progressivity of State income taxes 
is more moderate, as shown in line (9). In estimating the incidence of 
these taxes, we assume in both cases that income-tax payments stay put 
with the taxpayer. 

Estate and gift tax.—The estate and gift tax is a highly progressive 
part of the tax structure. If we assume that the tax falls on the donor, 
we will not be far off if we allocate the total amount to the top income 
bracket. If we assume it to fall on the recipient, some of the burden 
might accrue to the lower brackets, but the amount will be small. 
While the estate and gift tax is a highly progressive element in the 
tax structure, its weight in the total picture is very slight. 

Corporation income tax.—The estimated incidence of the corpora- 
tion income tax, as shown in lines (3) and (11), follows a U-shaped 
pattern. It is more or less proportional or even regressive over the 
lower to middle range of the income scale and becomes progressive 
only in the higher brackets. This somewhat surprising result reflects 
two factors which enter the analysis. One factor is the assumption 
that two-thirds of the corporation tax is borne by the shareholder while 
one-third is passed on tothe consumer. Thus one-third of the corpora- 
tion tax is in fact treated as a sales tax, with a correspondingly heavier 
burden on the lower income groups. While I am not in a position 
to prove that this is the true ratio, I believe that theoretical reasoning 
as well as empirical observation renders this a much more defensible 
assumption than the standard textbook proposition that the corpora- 
tion tax cannot be shifted except through its effects on capital 


formation.? A second factor is that the ratio of dividend to other 


* Progressivity at the upper end of the scale appears more modest in our table than it 
actually is because all income above $10,000 is here combined into one open-end. bracket. 
Also, note that the underlying concept of income imputes retained earnings to the share- 
holder, a procedure which increases income and reduces progressivity in effective rates for 
the top bracket. 

* Also, there is a distinct possibility that part of the tax will be reflected in the wage 
bargain. The distributional implications of such “backward’’ shifting are more or less 
similar to those of “forward” shifting to the consumer. Thus the result would be changed 
but slightly if part of the one-third was shifted backward. 





FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 10] 


income is higher in the lower than in the middle income brackets, 
reflecting the importance of retirement income in the low brackets. To 
the extent that the corporation tax falls on the shareholder, the lower 
income brackets thus assume a proportionately larger burden than may 
be expected. Certain other methodological problems of the corpora- 
tion tax case (in particular, the treatment of retained earnings and tax 
thereon) were discussed at length in the 1948 study and need not be 
repeated here.* 

These results as well as certain other considerations ® suggest that 
the corporation tax is not as progressive an element of the tax structure 
as some people believe it to be. Indeed, the popularity (insofar as 
taxes can be popular) of the corporation tax may well be due to the 
fact that its friends consider it to be highly progressive, while those 
who prefer it to the personal income tax suspect that in fact it is 
pretty much in the nature of a sales tax. Both can’t be right at the 
same time. The incidence of the corporation tax, unnecessarily to 
say, is of crucial importance to tax policy. It has immediate bearing 
on the problem of integration and to me implies a strong argument 
in favor of the dividend credit (at the corporate level) approach. 
Also, it is of evident importance to the choice between taxes on con- 
sumption and taxes on investment. 

Eacises and customs.—The estimated incidence of excise and custom 
duties, shown in lines (4), (5), and (12) of table 2, is distinctly 
regressive throughout the income scale. This result is based on the 
assumption that such taxes are paid for by the consumer and reflects 
the familiar fact that. consumption expenditures decline as a percent 
of income when moving up the income scale. The assumption that 
such taxes are paid by the consumer is not beyond dispute, but I 
believe that it is a rather sensible one.” 

Property tax.—The estimated incidence of the property tax, shown 
in line (13), is again regressive, though less so at the upper end of 
the scale than that of excise and sales taxes. The general principle, 
in estimating the incidence of this tax is that the part assessed on 
owner-occupied residences rests on the owner, the part assessed on the 
improvement component in business property (including rental hous- 
ing) rests on the consumer, and the part assessed on the rent com- 
ponent of business property rests on the owner. Farm real estate is 
treated as business property and a more detailed statement of our 
procedure is given in the appendix. 

Social insurance contributions.—The estimated incidence of social 
insurance contributions, shown in lines (6) and (14) is progressive 
up to the $4,000 income range and becomes regressive thereafter. In 
arriving at this result, it was assumed that the employee contribution 


*See reference in note 5, above. 

*I refer to the fact that the corporation tax burden per dollar of dividend income is less 
for a dividend recipient in a high surtax bracket than in a low surtax bracket. This is the 
case because the corporation tax reduces dividends, the reduction in dividends reduces 
personal income-tax liabilities, and the saving in personal income tax per dollar of dividend 
lost is the greater the higher is the surtax bracket of the dividend recipient. Thus the net 
burden per dollar of dividends is less for the wealthier shareholder. This factor is not 
allowed for in the above estimates of the corporation tax but is reflected in the distribution 
of the personal income tax. 

_ For a defense of the view that excise taxes (if general) are similar to a proportional 
income tax see Earl Rolph, Fiscal Economics, ch. 6,7. For a critique thereof see my paper, 
On Incidence, Journal of Political Economy, August 1953. 


68595—55——__8 
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and one-half of the employer contribution fall upon the employee; 
and that one-half of the employer contribution is passed on to the 
consumer. 

CONCLUSIONS 


It goes without saying that the above estimates of tax incidence 
must be used with reservation. They do not constitute the results of 
laboratory experiments which unfortunately are not at the economist’s 
disposal. Nor do they involve as exhaustive a statistical analysis as 
might be undertaken. All sorts of theoretical and methodological 
qualifications apply which were discussed in connection with the 1948 
study and which need not be repeated here. 

In spite of these reservations some such information is needed for 
intelligent policymaking, and the picture here presented should give 
a fair approximation to the distribution of taxpayments. The pri- 
mary conclusion, as I read it, remains that the overall tax structure in 
the United States is but moderately progressive over the crucial range 
of middle incomes, extending from, say, $2,000 to $10,000 and including 
nearly three-quarters of all spending units. Whether this is good or 
bad from the point of view of equity is not for the economist to say, 
but it is a factor to be kept in mind in future tax legislation. 
Secondly, let me draw your attention to the sharp distinction in the 
incidence of the Federal and the State-local tax package, and what 
this implies for future trends in our fiscal structure. Finally, there 
is the distinction in the incidence pattern of particular taxes, and the 
somewhat surprising role of the corporation tax. 


Tarpact on ConsuUMPTION 


I now turn to the second part of my problem, which is the impact 
of various taxes on consumption. 


WHY IS THIS A PROBLEM? 


As a starter, let us consider briefly why this is something to worry 
about. Are taxes which fall on consumption good or bad, and for 
what reason ? 

I begin with the familiar view that taxes which fall on consumption 
are bad because they reduce demand, shrink markets, and make for 
depression. Taxes which fall on saving, by the same token, are good 
because they do not do these things. This involves two propositions: 
(1) That taxes which weigh heavily on private demand are bad taxes; 
and (2) that taxes which fall on consumption depress demand more 
than do other taxes. 

Under conditions of potential depression these points have merit. 
Consider a situation where a substantial budget deficit is needed to 
maintain an adequate level of demand and employment. The deficit 
needed to do the job will be smaller if the remaining taxes weigh but 
lightly on the level of private demand. If we wish to do the ‘ob with 
as small a deficit as possible, we will do well to choose “light” taxes 
and avoid those which have a heavily deflationary effect. This much 
for the first proposition. The second point also tends to hold under 
such conditions. This is the case because expenditures on capital for- 
mation will be at a low level and relatively insensitive to tax changes. 
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There will be no scarcity of liquid funds and anticipated profits will 
be low, with or without profits taxes. Thus taxes which fall on saving 
will be reflected in a reduction in idle balances; only taxes which fall 
on consumption will reduce demand. Putting the two points to- 
gether, it may be argued that consumption taxes are bad taxes, 

But the situation will be quite different in a highly buoyant econ- 
omy. Here neither of these propositions holds. If existing taxes are 
inetfective in holding down demand, more taxes will be needed to 
check inflationary pressures. More likely than not, it will be difficult 
enough to maintain an adequate level of taxation of any type, even 
if highly deflationary taxes are used. This being the case, “heavy” 
taxes may be all to the good. In other words, proposition (1) tends 
to be reversed. Nor does proposition (2) apply. It cannot be argued 
in thi: setting that “heavy” taxes are necessarily taxes on consump- 
tion. Under buoyant conditions, investable funds will be scarce and 
taxes which fall on saving may be reflected promptly in reduced 
expenditures on capital formation. Moreover, capital formation may 
be retarded by profit taxation. Thus demand may be checked in the 
buoyant economy either by raising taxes which fall on consumption or 
by raising taxes which fall on capital formation. The choice in this 
case must be made on grounds other than effectiveness as a deflation- 
ary device.™ 

In view of all this, what type of cuts will be in order if and when 
the happy time for tax reduction arrives? The answer depends on 
the circumstances which will give rise to such a reduction. Suppose 
first that international conditions improve so as to permit a substan- 
tial cut in defense outlays. As Government expenditures are reduced, 
a corresponding increase in private demand will be in order, and a 
tax reduction must be made to call forth such an increase. If the 
economy is buoyant, this offsetting increase may be achieved either 
by reducing taxes which fall on consumption or by reducing taxes 
which fall on capital formation. While the response per dollar of 
tax reduction may not be quite the same in both cases, either approach 
will be possible. The choice then must again be made on other 
grounds. Now suppose that the budget does not change but that tax 
reduction is required because a recession or depression threatens and 
private demand falls off. In this case, it will be more difficult to deal 
with the problem by attempting to raise capital formation. If the 
contraction is sufficiently severe, a reduction in taxes which fall on 
consumption may be the only type of tax reduction that will help. 
In a less severe situation some choice between the two approaches will 
remain. But the amount of tax reduction that is needed may be con- 
siderably greater unless it is in taxes which fall on consumption. 


TAX EFFECTS ON CONSUMPTION 
1. Income effects 

However this may be, let us now turn to the comparative effects of 
various taxes on consumption. Here a distinction must be drawn 
between the so-called income effect and the so-called substitution 
effect. The income effect relates to the change in consumption which 
results because taxes reduce (or tax removal increases) a taxpayer’s 


“4 These other grounds.involve (1) a. choice between present consumption and future 
growth and (2) distributional characteristics of the two types of taxes. 
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income. The substitution effect relates to the change in consumption 
which results because taxes may affect the desire to consume or to save 
out of a given level of income. 

If people pay more taxes, they have less money left to use for other 
purposes. This means that they will spend less on consumption 
and/or set aside less for saving. The extent to which the tax dollar 
is reflected in reduced consumption or reduced saving will depend on 
who pays it. Now we know from statistical observation that the per- 
centage of income consumed typically declines as we move up the 
income scale. This suggests that a tax dollar taken from the higher 
incomes will depress consumption less than a tax dollar taken from 
the lower incomes. In other words, a more progressive tax structure 
will tend to depress consumption less (with any given yield) than a 
less progressive or regressive one. Similarly, reduction in taxes paid 
by people in the lower income brackets will raise consumption more 
than an equal yield reduction of taxes contributed by people in the 
higher income brackets. 

This general principle is correct, but its quantitative significance is 
less than may be expected. The ratio of total consumption to total 
income (the so-called average propensity to consume) differs sub- 
stantially as between low and high incomes, but this is not what mat- 
ters here. Rather, our concern is with differences in the ratio of 
change in consumption to change in income (the so-called marginal 
propensity to consume) and differences in this ratio are relatively 
slight. Such at least appears to be the case on the basis of available 
data on saving and consumption by size groups of income. 

Putting the problem on an aggregative scale, let us compare the 
increase In consumption which might result from a $1 billion reduc- 
tion in income tax, secured by (1) a flat 3-percent cut in all bracket 
rates and (2) a cut in rates so as to give tax relief similar to that 
provided by a reduction in sales tax. The first pattern of tax reduc- 
tion accrues more largely to the higher income groups and may be 
expected to release less in consumption expenditure than the second 
pattern. Using such data as are available, we estimate the increase 
in consumption to be about $750 million in the first and $825 million 
in the second case. In other words, substitution of the second for the 
first type of tax reduction would increase consumption by about 
$75 million.” 

Suppose now that the second reduction is not in income taxes but 
directly in excise taxes. Provided that the excise reduction is passed 
on to the consumer in lower prices, he will find that his real income 
is increased. If he is aware of this, he may be expected to react in 
the same way as under the second type of income tax cut (distributed 
like a sales tax) and the gain in consumption will again equal $825 
million. This we would expect to be the case provided that the relation 
of consumption to income is defined in real terms. If, however, the 
consumer disregards the fall in prices and continues consumer expendi- 
tures at the previous dollar level, consumption expenditures in real 
terms will be increased by $1 billion. If so, the difference in con- 
sumption impact between the across-the-board percentage cut in in- 
come tax and the cut in excises would be raised to $250 million. This, 
however, would seem to be an outside figure. Consumers are not likely 


4 These figures relate to the initial impact on consumption prior to multiplier effects. 
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to wholly disregard the price change, and there is no assurance that 
the entire excise change will be passed on in lower prices. 

All this suggests that the relationship between the degree of pro- 
gressivity of the tax structure and the diigiee of consumption impact 
is not as potent as might be expected. There is, however, one feature 
of the tax structure which is of considerable importance in this con- 
nection. I refer here to the role of the corporation tax. This 
tax may be passed on to the consumer and/or the wage earner, or it 
may fall on profits. To the extent that it falls on profits, it may 
be absorbed in retained earnings; and to the extent that it is 
absorbed in retained earnings, there will be no immediate reduction 
(or, in the case of corporation tax cut, no immediate increase) in con- 
sumption. Retaining our earlier assumption that one-third of the 
corporation tax is shifted and assuming the remainder to be divided 
equally between dividends and retained earnings, we may estimate the 
consumption impact of a $1 bil!:on change in corporation tax at $500 
million, which is considerably less than in the earlier cases. To the 
extent that the corporation tax is not shifted, its weight may prove a 
more important factor in determining the consumption impact of the 
tax structure than does the degree of progression. 


2. Substitution effects 

I now turn to substitution effects, that is, tax induced changes in the 
allocation of a given income between consumption and saving. With- 
out going into the details of the matter, I think it fair to say that the 
substitution effects between total consumption and saving (though not 
between types of consumption) are of minor importance where our 
standard taxes are concerned. In other words, the previously consid- 
ered income effects are much the major factor in tating with taxation 
effects on consumption. I am not so sure that the same holds for taxa- 
tion effects on investment. Investment may be deterred not only by 
reduction in available funds, but also by reduced willingness to invest 
such funds as are available. 

At the same time, taxes might be devised which carry a drastic sub- 
stitution effect on total consumption. Thus, consumption might be re- 
duced sharply by imposition of a spending tax or high excises during 
temporary conditions of war finance. Under such conditions, and 
above all in view of the expectation that such taxes are temporary, the 
consumer will find it highly profitable to postpone consumption. The 
consumption reducing effect of the tax accordingly may j much in 
excess of the actual yield. Such, however, is a temporary expedient 
of war finance and not available or desirable under ordinary 
conditions. 


CONCLUSIONS 


One conclusion to be drawn from the preceding discussion is that 
the relationship between progressivity and consumption impact of 
various taxes is less close than might be expected. The consumption 
impact of excises may be considerably greater than that of income 
taxes if consumers disregard price-level changes, but not otherwise; 
and the consumption impact of the corporation tax will be consider- 
ably less to the extent that the tax is absorbed in a curtailment of re 
tained earnings. 
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A second conclusion is that the consumption impact of any one tax 
is not necessarily the same thing as its total deflationary impact. Un- 
der conditions of severe depression, it may be argued that only taxes 
falling on consumption have a deflationary effect; but this is not the 
case in a buoyant economy where taxes may go to reduce capital for- 
mation as well as consumption. 

The proposition that taxes which fall on consumption are bad taxes 
thus holds for conditions of depression only, and even then with some 
qualification. In the buoyant economy, taxes which are highly defla- 
tionary are not necessarily bad taxes; indeed, a high degree of defla- 
tionary effectiveness may be an advantage rather than a disadvantage. 
But deflationary effectiveness can be had in taxes which curtail capi- 
tal formation no less than in taxes which curtail consumption, so that 
the choice between the two must be made on other orem 

First, these involve the choice between more rapid growth and more 
current consumption, a choice which (apart from considerations of 
national security) is essentially a matter of social value judgment. 
Secondly, the choice between these two policies carries distributional 
imp lications, which, though limited, cannot be disregarded. In all, a 
good case can be made for placing primary emphasis on the construc- 
tion of an equitable tax structure and on meeting the requirements of 
compensatory finance by changes in the overall level of taxation. Such 
a policy is apt to be more satisfactory than stabilization through 
changes in emphasis between consumption taxes and other taxes. 


APPENDIX 


In the following pages we present the data and procedures under- 
lying the estimates of tax distribution given in text tables 1 to 3. By 
the nature of the data this information is needed to understand and 
appraise the results. For lack of space no attempt is made to justify 
our procedures in detail, and the reader is referred to the 1948 study 
for such a discussion. 


1. BASIC SERIES 


In table Al we present the basic series used in our tax allocations as 
explained below. The series are derived as follows: 


Taste A-1.—Basic distributions for & tawv allocation 


Spending unit income brackets oareems of dollars) 


0-  $2,000- | | $3,000- | $4,000- | $5,000- | ¢7, 500-| Over | otal 
$2,000 | $3,000 | $4,000 | $5,000 | $7,500 | $10, 000 | | $10,000 cra 


SRC money income, 1954 - 
SRC distribution of spending 
units, 1954 ‘4 
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Income, broader concept 
Consumer expenditures..____--- 
Housing expenditures_______-_--- 
I tens ccieh incs ccermeatlknin pte 
Capital gains income... ._..--.- 
Wages and salaries, inclusive. 
Wages covered by payroll tax__ 
Rental income. 
Liquid assets holdings. 
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Line (1): Federal Reserve Bulletin, June 1955, page 609, 

Line (2): Federal Reserve Bulletin, May 1955, page 472. 

Lines (3) and (4): See lines 6 and 14, table A2 and explanation 
thereto. 

Line (5): No Survey Research Center (SRC) information is avail- 
able on the distribution of consumer expenditures for years later than 
1950. The SRC distribution of consumer savings for 1950 is used as 
the basis for estimating the distribution of 1954 consumer expendi- 
tures. From the basic decile distribution of money income and using 
the 1950 SRC totals of $183 billion money income and $1: 4 billion con- 
sumer savings, savings as a percent of decile income is computed. 

Applying these percentages to money income by deciles, the amount 
of consumer spending by deciles is computed, A percentage distri- 
bution of consumer spending by deciles is calculated from these dollar 
amounts. It is assumed for the purposes of this investigation that 
this decile distribution for 1950 remains unchanged in 1954, while the 
dollar limits of the decile intervals move upward. ‘The consumption- 
income relationship which follows from the SRC data for 1950 shows 
a generally declining ratio of consumption to income when moving 
up the income scale. However, this tendency is interrupted by irregu- 
larities not usually found in data of this sort. These irregularities 
have been smoothed out in obtaining the series shown in line (5). 

Line (6) : The housing expenditur e series is derived from SRC data 
which give housing payments in relation to disposable income, grouped 
by money income brackets (Federal Reserve Bulletin, July ‘1954, p. 
705). The payments are given in terms of specific percentages of 
disposable income, according to percent of spending units in that 
income bracket making this percentage expenditure. To obtain a 
series giving dollar amounts of housing expenditures in each bracket, 
the product of each specific percentage ‘of disposable income expressed 
in dollars and the number of spending units making that dollar 
amount of housing outlay is taken. Aggregating these terms for each 
money income bracket and taking the total, the interbracket distribu- 
tion of housing expenditures is obtained. Housing payments include 
rent, mortgage, and property tax payments. 

This series applies to 1954 payments as a percentage of 1953 money 
income. It is assumed that the same relationship holds for 1954 money 
income and housing expenditures. 

Line (7) : No direct information on dividend distribution by spend- 
ing unit income brackets is available. Line (7) is estimated from the 
distribution of dividend payments by tax return for 1952 (Prelimi- 
nary Report, Statistics of Income, pt. 1, 1952), it being assumed that 
the distribution by spending unit income brackets is the same as the 
distribution by tax returns. The distribution by tax return for 1952 
is raised to 1954 levels by (1) increasing brac ket limits by the esti- 
mated percentage increase in dividends and (2) raising dividend in- 
come by the same ratio. (Reported dividends on personal returns 
for 1952 equal $5.6 billion and those for 1954 are estimated at $6.7 
billion.) From this raised distribution, the percentage distribution 
of dividend income by spending unit income brackets for 1954 is esti- 
mated by interpolation. This procedure would be highly unsatis- 
factory if a breakdown of higher incomes were attempted but should 
give a reasonable approximation for breakdowns under $10,000. 
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Line (8) : The distribution of capital gains income is estimated on 
the basis of the 1952 distribution by tax returns of net capital gains 
(Preliminary Report, Statistics of Income, pt. 1, 1952), raised to 
allow for the increase in capital gains income. Total capital gains 
income for 1954 was estimated at $5 billion as against $3 billion for 
1952, and the 1952 amounts of capital gains income by brackets were 
raised by this ratio. Bracket limits were raised by the same ratio as 
used in the dividend case. 

Line (9) : The wage income series for 1954 is estimated on the basis 
of the 1952 distribution of wage and salary income by tax returns 
(Preliminary Report, Statistics of Income, pt. 1, 1952). As in the 
case of dividend income, the distribution is raised by the percentage 
increase in wage and salary income and the 1954 distribution by spend- 
ing unit income brackets is estimated by interpolation. 

zine (10): Obtained by adjustment of line (9). In the brackets 
below $4,000 all wages are considered covered wages due to the pres- 
ent almost general coverage of the social-security program. For 
brackets above $4,000, the first $4,200 of wage income is considered to 
be covered wages. To obtain covered wages in these brackeus, the 
number of tax returns for wage and salary income in each bracket 
(Preliminary Report, Statistics of Income, pt. 1, 1952) is multiplied 
by $4,200. 

Line (11): Rental income is estimated on the basis of the distri- 
bution by tax returns of net rent and royalty income for 1952 (Pre- 
liminary Report, Statistics of Income, 1952). Brackets were not 
raised as rental income fell off slightly from 1952 to 1954. 

Line (12): The distribution of liquid asset holdings by money in- 
come brackets is obtained by interpolation from the SRC distribution 
of liquid asset holdings by deciles (Federal Reserve Bulletin, June 
1955, p. 618). 
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2. THE DISTRIBUTION OF INCOME 


The derivation of the distribution of money income underlying text 
tables 2 and 3 is shown in appendix table A2. 


TABLE A-2.—Derivation of income series 
[Millions of dollars] 


Spending unit income brackets (thousands of dollars) 


| $2,000- | $3,000- | $4,000- | $5,000- | $7,500-| Over | nota) 
$3,000 | $4,000 | $5,000 $7,500 | $10,000 | $10,000 | 


i 
er | — )_——_$$$—_- | —— ——- | 


(1) SRC money income 31, 028 | 33,415 | 66,830 | 26, 255 | 47, 736 | 238, 680 
(2) Retained earnings... -. --.---|  63/ 130] 160} 195| 584]  362| 5,456| 6,952 
(3) Unshifted corporate profits | | | 

tax ie : 


} | | | 
| 262/ 319 958 592 | 8,938 | 11,388 
(4) Capita! gains income 145 190 460 | 325 3,760 | 5,000 
(5) Fiduciary income... ...--..-. 33} 154| 168 230; 147 364 


| 


(6) Total adjusted money in- 
| 14, 679 | 19,655 | 31,748 | 34,287 | 69,112 | 27,681 | 66, 254 


| 





| | | | 
and food 98 | 160 | 60 | 63 | 
(8) Net rent and taxes on owner- | 
occupied dwellings 1,393 | 1,509 2,777 999 | 1,480 
(9) Services furnished without pay- 
ment by financial interme- 
diaries___._- 23 | 352 587 | 308 | 
0) Food and fuel consumed on | 


| 


143 283 | 181 | 


ih Attar stnnane ets 63} 105} 55} 136 
(12) Employer contributions to pen- 

sion fun 440 814 1, 223 1, 557 1, 832 | 414 | 282 
(18) Total nonmoney income..| 2,196 | 2,208 | 3,241 | 


(14) Total income, broader ee mie. | 
eoncept (6 plus 13) 16, 875 | 21,863 | 34,989 | 38,008 | 74, 864 | 29, 698 | 69, 136 | 





3 722 | 5,747 | 2,017 | 2,884 





Adjusted money income 

The derivation of our distribution of adjusted money income, under- 
lying text table 2 is shown in lines (1) to (6). We begin with the 
SRC distribution of money income, shown in line (1). To this we 
add retained earnings of corporations and the two-thirds of the 
corporation tax which is assumed to fall on profits. These additions 
to money income are necessary in computing an effective rate of cor- 
poration tax since the entire part of the corporation tax which falls 
on profits is imputed to the dividend recipient.* Also, capital gains 
income and fiduciary income are added since they are not included 
in the SRC concept but are included in the taxable income. 
_ Line (1): The total money income according to the SRC definition 
is obtained by multiplying the mean income of $4,420 (FRB, June 
1955, table 1, p. 609) & the total number of spending units, 54 million 
(FRB, May 1955, p. 472). The total SRC money income is distrib- 
uted by income brackets according to the SRC percentage distribution 
of money income (FRB, June 1955, table 1, p. 609). 

Line (2): The total for retained earnings $6.952 billion (Survey 
of Current Business, July 1955, table 1, p. 8) is distributed according 
to the pattern of dividend payments, line 7, table A1. 


4 Por an alternative procedure and a discussion of this method see our original study 
(National Tax Journal, March 1951, p. 16) and its further discussion (National Tax 
Journal, March 1952, p. 18). 
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Line (3): It is assumed that two-thirds of the cor poration income 
tax (both Federal and State) total of $17.082 billion is not shifted 
and falls upon shareholders. This total, $11.388 billion, is distributed 
according to the pattern of dividend payments. 

Line (4): The estimated total of $5 billion is distributed accord- 
ing to line 8, table Al. 

Line (5): The estimated total of $1.4 billion is distributed accord- 
ing to line 12 of table Al. 


Money income, broader concept 


Lines (7) to (11) show the distribution of various components of 
imputed and other income which are included in the Department of 
Commerce concept of personal income, but not in the sré concept of 
money income. While an even broader income concept may be con- 
structed, the above additions will suffice to indicate the nature of the 
problem. 

The totals for lines (7) to (10) are from Survey of Current Busi- 
ness, July 1955, page 21, table 39. The total for line (12) is from table 
34, same source. The total for line (11) is from Treasury Bulletin, 
table on derivation of cash withdrawals. The allocation patterns are 
table Al line (9) for line (7) ; table Al line (6) for line (8); table Al 
line (12) for line (9); table Al line (12) for line (11); and table Al 
line (10) for line (12). Line (11) is allocated according to the dis- 
tribution pattern of Rejoinder (see text note 1 above), page 33, appen- 
dix table 1, line 7. 


3. TAXES TO BE ALLOCATED 


Tax receipts for calendar year 1954 by levels of government are 
shown in table A3. 


TABLE A3.—1954 tag receipts’ 


FEDERAL TAXES 
Millions 
(i) Personnel, icone tax 23,6540). nsh ne $28, 153 
(2) Estate and gift taxes______-_._- ace omebeiae Se a Me ae 921 
(3) Corporation income tax__ ~~ acts tons son te ones 16, 360 
(4) Bacisen ’ 
(5) 


(6) 
(7) 


STATE AND LOCAL 


(S) Personal income tax__ 
(9) Inheritance and gift . 
(10) Corporation income tax --_- ~~ 
(41) | Exciges.and sales taxes...» 6 .isusns eu L 
(12) Property J , 110 
(13) Social insurance contributions eater hens . 067 


Total p , 998 


Total. ail levels... 


1Nontaxes excluded. 
, 


2 Excludes refunds. 
3 Excludes tax payments by self-employed. 


Source: Survey of Current Business, July 1955, table 8, p. 12. 
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4. TAX ALLOCATIONS 


The estimated distribution of these payments by spending unit 
income brackets is shown in table A4. The estimates given in table 
A4 were obéained as follows: 


TaBLeE A-4.—Distribution of taz payments by income groups * 
[Millions of dollars] 


Spending unit income brackets (thousands of dollars) 


| 
0- $2,000- | $3,000- $4,000- | $5,000- | $7,500-| Over 
| $2,000 | $3,000 $4,000 | $5,000 | $7,500 | $10,000 | $10,000 


Total 


} 
FEDERAL TAXES 


Personal income tax 1, 037 2, 247 2, 882 
) akan aie We Wee. nk esc. Wiech Si dele 
:) Corporate profits tax- 545 | 741 | 1,037 | 1113) 2 
Excises 2 | 9735] 878] 1.290] 1,326 
Customs 46 55 81 84 | 
Social-insurance contribution -.-. 530 | 810 1, 405 1, 451 
Total 2,307 | 3, 521 | 6,060 | 6,856 
Without social insurance contri- | | 
bution 


STATE AND LOCAL TAXES 


Personal income tax : 2: 6 ¢ 24! 139 
Inheritance and gift taxes_....._)_..-- nn Se . =; 
Corporate profits tax__- ‘ 3 49 50 
Excise and sales taxes__.....---- ' | 1,003 1,474 1, 515 2, , 054 
2 to perty 48 os 1,409 | 2,5 , 009 
O05 
f 2,047 | 3, 108 3, 347 
Without social insurance contri- 
bution 1, 573 1, 909 2, 901 3, 052 


Total, all levels. .........- 3,953 5, 568 | 9,168 | 10, 203 
Without social insurance contri- 
bution 8,350 | 4,620) 7,556 | 8, 457 





| Nontaxes included. 
? Excludes refunds. 
’ Excludes tax payments by self-employed. 


Source: Survey of Current Business, July 1955, table 8 


Line (1): The basic data used in the allocation of personal income 
tax are the SRC distribution of personal income-tax lability for 1954 
(Federal Reserve Bulletin, June 1955, p. 617). The estimated SRC 
distribution does not include taxes on capité al gains or fiduciary income. 
Starting from the total yield of $28.153 billion (table A3), we deduct 
an estimated $1.250 billion tax on c: pital gains and an estimated $280 
million of tax on fiduciary income. The remainder of $26.623 billion 
is allocated by income brackets according to a distribution estimated 
from the published SRC distribution by quintiles of spending units. 
In this way estimates for income-tax liabilities in the brackets under 
$5,000 could be obtained. For the $5,000 to $7,500 and $7,500 to 
510,000 brackets, the personal income-tax liability was calculated and 
numbers of spending units in that bracket. 

The additional amounts of tax on capital gains was distributed 
Oe to line (8), table Al, and the : amount of tax on fiduci: ry 
come was distributed according to line (12), table A1. 


‘Line (2): Estate and gift taxes are assigned to incomes above 
$10,000. 
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Line (3) : It is assumed that two-thirds of the corporate profits tax 
is not shifted, but falls upon shareholders. Therefore, $10.907 billion 
of the total of $16.360 billion Federal corporation profits taxes are 
allocated according to the pattern of dividend payments, line (7), 
table Al. The remaining one-third of corporate-profits taxes are 
assumed to be shifted forward to the consumer and are allocated 
according to the pattern of consumer expenditures, line (5), table A1. 

Line (4): It is assumed that excise taxes are shifted forward, fall- 
ing on the ultimate consumer. The total Federal excises are allocated 
according to the pattern of consumer expenditures, line (5), table Al. 
As shown in the initial study (National Tax Journal, March 1951, 
p. 43), the overall result of this crude approach does not differ signifi- 
cantly from that obtained by allocation according to a more detailed 
pattern. 

Line (5): Customs levies are treated as excises and are allocated 
according to line (5), table A1. 

Line (6) : Social insurance contributions to the Federal Government 
totaled $7,831 million and included the following items (Survey of 
Current Business, op. cit., p. 20, table 35) : 


{In millions of dollars] 


Paid by 


Employer employee 


Total 


Unemployment insurance 
Government life insurance 
Other 


3, 615 

Two-thirds of the employer contribution to the OASI is assumed 
to be passed onto the consumer and is allocated according to line (5), 
table Al. The remainder of the OASI contribution is allocated 
according to covered wages, line (10), table Al. Similarly, two- 
thirds of unemployment insurance payments are allocated according 
to line (5) and one-third according to line (10), table Al. Life- 
insurance payments and other contributions are assumed to fall wholly 
on the employee and are allocated according to wage income, line (9), 
table Al. 

Line (9): The distribution of the State income tax is computed by 
calculating the tax liability on the mean bracket income under the 
Wisconsin tax which is taken as representative of the 35-State income- 
tax schedules. Estimating from 1952 data (Preliminary Statement, 
Statistics of Income, 1952), 2 exemptions on incomes below $4,000 and 
3.3 exemptions on incomes above $4,000 are used. Liabilities are 
multiplied by numbers in brackets and the total of State income taxes, 
$1.098 billion is distributed in accordance with the resulting distribu- 
tion of bracket totals. 

Line (10): Inheritance and gift taxes are assigned to incomes 
above $10,000. 

Line (11): State corporate profits taxes are treated in the same 
manner as Federal corporate profits taxes, line (3) this table. 
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Line (12): State excise and sales taxes are assumed shifted for- 
ward to consumers and are allocated on the basis of line (5), table Al. 
Line (13): In order to estimate the distribution of property tax 
payments by income brackets, we must first estimate the distribution 
of assessments by type of property. The result is shown in table A5. 


TasL_e A5.—Property tax allocations 


REAL ESTATE 
Millions 

Farm, land 
Farm, improvements 
Business, land 
Business, improvements 
Rental, land 
a NII ices cscs ss andes genta cs Mngt beiceean piesa alanine 
Owner-occupied residential, 
Owner-occupied residential, improvements 


Total real estate 


Business, tangible 
Business, intangible 
Farm, tangible 
Farm, intangible 
Nonfarm, tangible 
Nonfarm, intangible 


Total personal property 


Total real and personal property 10, 110 


Total taxes on owner-occupied residences are estimated by the De- 
partment of Commerce at $3.9 billion (Survey of Current Business, 
p. 21, table 39), and it appears on the basis of past data that taxes on 
farm property have ranged at somewhat above 10 percent of total 
property taxes (Economic Almanac, 1953-54, p. 26). These relation- 
ships are made use of and the remaining breakdown is similar to that 
used in the 1948 Study (op. cit., p. 22). Even though the breakdown 
shown in the above table involves a good deal of guessing, an explicit 
statement of assumptions is needed to evaluate the estimated inci- 
dence of the property tax. 

The amounts shown in lines (2), (4), and (10) to (14) are allocated 
by line (5), table Al. Lines (1) and (5) are allocated by line (11), 
table Al. Line (3) is allocated by line (7), table A1; lines (6) to 
(8) are allocated by line (6), table A1, and line (15) is allocated by 
line (12), table Al. The reasons which underlie this allocation are 
developed in the 1948 Study (op. cit., pp. 21-23) and need not be 
repeated here. 

Line 14: State social-insurance contributions are treated in the 
same manner as Federal contributions. It is assumed that the burden 
of these contributions falls entirely upon wage income; therefore, 
allocation of the total is made according to line (9) of table A1. 
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FEDERAL INCOME TAXES, CONSUMER SPENDING, AND 
THE DISTRIBUTION OF INCOME 


THEODORE A, ANDERSEN, Dartmouth College 


Part I. Feperat INcomMrE TAXES AND CONSUMER SPENDING 


The Subcommittee on Tax Policy of the Joint Committee on the 
Economic Report has urged that “constant efforts be made to im- 


prove the tax system in the interest of assuring for the long run the 
most rapid rate of economic growth consistent with short-run stabil- 
ity.” The first part of this paper will discuss the increased volatility 
of consumer spending and how tax policy may serve as a stabilizing 
influence. The second part of the report will cover the effect of income 
taxes on the distribution of income. 


Increased importance of the consumer in our economic structure 

One of the principles of economics that has been widely taught is 
that consumer spending depends primarily on trends in private invest- 
ment. Fluctuations in private investment cause corresponding shifts 
in consumer income. Changes in the latter govern shifts in family 
expenditures. This theory was probably quite correct when our 
standards of living were much lower, fewer individuals owned liquid 
assets, and when few families made use of installment and mortgage 
credit. Today, however, consumers receive some $70 billion of income 
each year that is over and above their minimum cost of living. This 
discretionary income is more than double what it was in 1941 (in 1954 
dollars) and is rising at the rate of about $5 billion a year. Much of 
this income can be withheld from spending if consumers believe there 
will be hard times ahead. Therefore, it is extremely important that 
those conditions which produce strong consumer pessimism are not 
allowed to develop. 

Another factor in the volatility of consumer spending is the some 
$200 billion of liquid assets (cash, bank deposits, and United States 
bonds). If consumers, for some reason or another, should expect 
shortages or sharp rises in the general level of prices, they could draw 
upon their liquid assets to try to beat the shortages or price inflation, 
and this of course could add very heavily to the inflationary pres- 
sures. Consumer-owned liquid assets are not only double (in 1954 
dollars) the prewar level, but, in addition, they are fairly widely held. 
About 70 percent of families own some liquid assets, and about 17 mil- 
lion families own over $1,000. 

A large percentage of families today are willing and able to make 
use of the Nation’s installment credit and mortgage credit facilities. 
Today, almost half of the families have some installment debt, and 
about 14 million families have some mortgage debt. The latter is 
about triple the prewar number. If strong expectations of inflation 
were to develop, excessive resort to this type of credit could push the 
price structure up rapidly. Also, if families became pessimistic about 
their future financial position, they would very probably concentrate 
on liquidating these debts, and this in turn would cause unemployment 
to rise greatly. 
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Properly administered tax policy can help prevent excessive instabil- 
ity of consumer spending 
From the standpoint of tax policy, it is important to understand 
this great growth since the 1930's in the volatility of consumer spend- 
ing. Through tax policy, some control over consumption expendi- 
tures can be achieved. Precipitous declines can be avoided and in- 
flationary bursts can be curbed. This, of course, does not mean that 


tax policy should ignore private investment and the question of equi- 
table distribution of the tax burden, but I would emphasize that con- 


sumer spending is a much greater element of instability today than 
in previous decades, and it will be even a greater element of instabil- 
ity in the future. For example, consumers became quite pessimistic 
in early 1951, and they cut their spending by $6 billion between the 
first and second quarters. On the other hand, their optimism rose 
from early 1954 to mid-1955, and spending rose by $23 billion in 18 
months. 

Granted that consumer spending has and will continue to become 
more volatile, how can tax policy help produce stable growth of family 
expenditures? During periods of worsening business conditions, 
income-tax reduction exerts both a direct and indirect expansionary 
influence on consumer spending. When individuals receive tax cuts, 
they have more for spending and will probably purchase more. ‘This 
condition will be recognized by business firms who then will be more 
likely to invest in inventories and fixed assets than if there were no 
tax reduction. The tax cut, therefore, can stimulate both consumer 
and business spending which in turn would add to employment and 
improve consumer sentiment. A rise in the latter may do more to 
increase consumption expenditures than the direct effect of the tax 
cut. For example, the 1954 tax cut of $3 billion lead to a $3 billion 
rise in consumer spending. However, the general improv ement in 
consumer optimism, beginning in June 1954, led to a $17 billion rise 
in consumer spending between the third quarter of 1954 and the same 
quarter of 1955. Tax increases achieves the same effect in an opposite 
direction. Thus, tax changes, through their power to change consumer 
and business sentiment, are a most important weapon in achieving 
economic stability. 

If tax policy, with its objective of economic stability, is to take into 
account trends in consumer sentiment, consideration has to be given to 
how consumer expectations are measured. The survey research center 
of the University of Michigan is one of the groups that is doing an 
outstanding job of analyzing short-term shifts in family attitudes. 
Their surveys have correctly anticipated consumer behavior since 
World War IT and were unusually accurate in 1954 in foreseeing the 
reversal of the 1953-54 business recession. In June 1954, their survey 
correctly foresaw the upturn in the car market, while the October 1954 
study showed a very large car market to be dev eloping. In January 
1955, the study showed consumer optimism to be broadly based and 
subsequent developments proved that this survey provided a basis for 
accurately predicting trends in general business conditions. 


Conclusion 


This part of the report has attempted to point out the growing 
volatility of consumer spending. In order that sharp shifts in con- 
sumer expenditures do not alternately produce inflation and depres- 
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sion, some flattening of these outlays can be achieved through tax 
policy. Lower taxes have a directly favorable effect on consumer 
spending, and, in an indirect manner, exert even more influence. This 
is because lower taxes tend to.raise consumer and business optimism, 
and sentiment is a very important element in business conditions, 
Sentiment is now measurable to a reasonably accurate degree, and thus 
the tools do exist to make effective use of tax policy to promote sound 
economic growth and achieve short-run stability. 


Part IJ. Feperart INcomr Taxes AND THE DisTRIBUTION OF INCOME 


The following tables show how the progressive income-tax structure 
of the United States actually affects American families. Those with 
annual incomes under $5,000 pay an average tax equal to 5.3 percent 
of their incomes, while for families making $5,000 and over, an average 
tax of 12.9 percent is paid. Since the number of families in the 
higher brackets will be rising in the years ahead, while the number 
in the lower brackets will be lessening, tax rates can be lowered with- 
out reducing the revenue of the United States Treasury. Since 1946, 
the number of spending units making $5,000 or more annually has 
risen from 5 million to 19 million today. In the same period, the 
number with annual incomes of less than $5,000 has decreased from 
41 million to 36 million. 

The effect of the income-tax reduction in 1954 is shown in table I. 
Before the cut, about 19.5 million spending units were paying $500 
or more annually in taxes. After the cut only 17.3 million paid this 
amount or more. The number paying no tax rose from 14.0 million 
in 1953 to 14.8 million in 1954. 


TABLE I.—WSize of Federal income tar by income groups, 1954 


1954 tax 

Amount | reduction 
of tax as percent 
of income 


| ‘Tax as 


percent of 
all spend- 
| ing units 


Tax as 
percent of 
income 


Under $1,000__- 

$1,000 to $1,999 : 

$2,000 to $2,999__ _- a 
$3,000 to $3,999_____.-__----- peseus 

ee ee ee 
$5,000 to $7,499 

IES d6ibee dS. 5 eos did. cbt deen cia 
$10,000 and over__-_- 


= SQaonacoaw > 


All spending units 








1 Due to the small number of low-income families which pay taxes, the survey sample contains too few 
observations to permit accurate conclusions about the shifting tax burden of these groups from 1953 to 1954 


Source: Based on data compiled by the survey research center. 
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TABLE II.—Size of Federal income taz by income fifths, 1954 


Based on data compiled by the Survey Research Center, 


TABLE III.—F requency distribution of size of tax payments 


Number of | As percent Number of 
spending of . spending 
spe nding of all Sise of tax pe z 

units | spending units 
| (millions) units (millions 


Size of tax 


‘ + $500 to $999 
r $100 3 | 3. § .¢ $1,000 to $1,999 
$100 to $199 a 4.3 | 7.§ $2,000 to $4,999 
$200 to $499 - bateaburans < | 25. | $5,000 and over 


Source: Survey Research Center. 


TABLE IV.—Effect of taxes on size of income brackets 


{Number of spending units (millions)]} 


Before taxes | After taxes 





$5,000 and over : Ea ee ee 3 | 14.6 
$10,000 and over ; 1.1 


Source: Based on data compiled by the Survey Research Center. 


Conclusion 


The foregoing tables show the considerable control that the Federal 
Government now exercises over the spendable incoine of United States 
families. In 1929, only $1.3 billion of income taxes were paid; there- 
fore, the Government could not have stimulated business activity 
through tax reduction very much even if it had tried. Today, how- 
ever, over 40 million spending units are paying about $30 billion in 
Federal personal taxes and related payments. Since taxes can be cut 
quickly, the Federal Government can provide the Nation’s economy 
with a very quick and powerful stimulus, should the necessity arise. 
Similarly, premature tax reduction could provide quite an inflationary 
push. Thus, the Federal Government, having acquired considerable 
control over the shifting levels of consumer spending, has acquired 
an equivalent responsibility to exercise those controls in the interests 
of “economic growth and short-run stability.” 
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Il. IMPACT OF FEDERAL TAXATION ON THE AMOUNT 
AND CHARACTER OF PRIVATE INVESTMENT 


FEDERAL TAXES AND BUSINESS INVESTMENT 
| POLICIES 


Rautpu E. Bureess, American Cyanamid Co., New York City 


individuals, businesses, and governmental bodies invest funds in 
capital improvements such as homes, plant and equipment, highways, 
and schools, respectively. This paper is limited to a consideration 
of private business investment, including both fixed and working 
capital. The former is primarily plant and equipment, the latter 
covers inventories, accounts receivable, and liquid assets. 

Business investment policy is concerned with the sources and uses 
of capital, which together with land, labor, and management consti- 
tute the four factors of production. All are essential to business 
enterprise in greater or lesser degree in producing the goods and 
services necessary to maintain or improve our standard of living. 

Other papers to be included in this compendium will consider in- 
vestment and consumption from the viewpoint of the advantages to 
be gained by offering greater stimulus to one than to the other. How- 
ever, it is generally agreed that a certain minimum amount of invest- 
ment is both necessary and desirable. Attention will be devoted then 
to determining the general magnitude of business investment required 
for proper functioning of our economy, the possible sources of capital 
funds for investment, the effects of taxation on the supply and use of 
such money and possible remedies for any unhealthy situations that 
are disclosed. Because of the customary risk attending investment 
of funds in new business enterprise or in a new product, process, or 
service, money used for such purposes is generally referred to as ven- 
ture capital. Inasmuch as our industrial progress is dependent upon 
an adequate supply of venture capital, our attention will be focused 
on this aspect of the problem. 


CaprraL REQUIREMENTS 


Growth of economy 


According to studies of the long-term growth of our economy by 
the National Bureau of Economic Research, the average per capita 
volume of goods consumed or acquired over the last eight decades has 
been multiplied over fourfold.1_ This represents an average annual 
rate of growth of close to 2 percent. While this rate of improvement 
in our standard of living may seem somewhat moderate at first glance 
it becomes more striking if one realizes that if this rate of progress 


‘Solomon Fabricant, National Bureau of Economic Research, Inc., Economic Progress 
and Economie Change, 34th Annual Report, p. 4. 
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is continued over the next 80 years, at the end of that period family 
incomes, which averaged $5,000 in 1953, will average about $25, 000 
in dollars of 1953 purch: using power. This is a level now attained 
by only 1 percent of all families in the country. Never in history has 
any country been able to show such improvement in material well- 
being of its people as has been witnessed in the United States over 
the last few generations. 

To insure continuation of such betterment in living conditions it 
behooves us to learn the reason for the remarkable progress that has 
already taken place. Basically it has come about as a result of addi- 
tions to the supply of capital available, and by reason of increases 
in the efficiency of its use, beyond that required just to care for the 
growing population. As a matter of fact, only by such means can 
“real” income be increased. 

According to the latest available evidence, there has been little or 
no net increase in the per capita amount of labor employed in the 
production of goods and services over the last four decades. (A de- 
cline in the number of working hours per worker has offset a growth 
in the proportion of all persons in the labor force.) On the other hand, 
the available quantity of tangible capital resources per person has 
grown to a volume four times its size in 1870, a rate of increase ap- 
proximating 2 percent per annum. ‘Thus, the growth in income (out- 
put) per capita was paralleled by a similar rise in the amount of 
employed capital per person. F urthermore, while the people of this 
country were gaining more and better things over this period, they 
were able to secure more leisure time in which to enjoy both their 
material rewards and their spiritual blessings. 

Recent investment experience 

It may be asked how there could possibly have existed any short- 
age of venture capital in recent years in view of the tremendous ex- 
pansion in factory capacity and output which has taken place in 
response to the addition of military and defense needs to civilian 
demand. One is only further misled if he examines officially reported 
statistics on business investment, for without proper adjustment the 
data indicate a generally rising trend over the last decade in the aggre- 
gate of business investment in plant and equipment, inventories, re- 
ceivables, and liquid assets. However, for proper evaluation of the 
development, it is essential to make a number of adjustments in the 
raw figures as reported. 

With respect to plant and equipment outlays, dollar totals in recent 
years have been inflated by the higher price level, thus physical expan- 
sion of capacity has not been as str iking as expenditures. More im- 
portant is the fact that fixed assets are constantly wearing out and 
have to be replaced. Thus, a large part of current expenditure on 
plant and equipment represents replacement of assets rather than net 
additions to the resources available. For example, it has been esti- 
mated that only one-fifth of total business outlays for plant and equip- 
ment over the period 1946-51 represented net increase in business 
investment, while four-fifths of such gross expenditures were for 
replacement of fixed assets that had outlived their usefulness. 


2 Op. cit., 6. 
3 National _ of Manufacturers, Major Tendencies in Business Finance, Eco- 
nomic Policy Division Series No. 57, January 1953, p. 3. 
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Similarly, in the case of inventories, the increase in book value dur- 
ing recent years of rising prices was considerably greater than the net 
physical expansion in stocks of goods held. In fact, it has been esti- 
mated that over the 6 years 1946-51 the percentage increase in physi- 
cal volume of business inventories was httle more than half as great 
as the percentage rise in book value.‘ 

When the adjustments described above have been made in reported 
figures for business investment in plant and equipment and in inven- 
tories, some of the cause for Senda in the recent level of gross 
capital expenditures is removed. 

Future capital requirements 

Although studies indicate that owing to increasing efficiency in the 
of capital the amount of capital required per unit of output has 
been declining since the 1909-19 decade,’ ever-increasing amounts of 
capital will be required to provide the facilities for produe tion of the 
goods necessary to satisfy the needs and wants of a growing popula- 
tion, and to provide jobs for millions of new workers. Estimates v: ary 
as to the amount of capital investment that will be required in the 
future, but all of them are substantial. Past investment can only be 
a partial guide to determining future sums needed. 

It has been shown that a large part of the recent expansion in out- 
put was the result of increased ‘productiv ity of capital, or efficiency in 
its use. Nevertheless, the amount of capite il employed in m: anufac- 
turing has been rising nearly as fast as the number of persons em- 
ployed and will have to continue to do so in the future. 

The a\ erage capital investment required for each production worker 
employed in manufacturing industry in 1949 ranged from about $3,000 
in the apparel field to over “$83,000 in the pe ‘troleum and coal products 
industry. Another source has estimated 1955 average investment per 
worker in plant and equipment ‘or all private business includi ing, agri- 
culture at roughly $9,800 before depreciation and $4,800 after 

In addition to ‘plant and equipment, which constitute the w road 
tools, so to speak, a going concern requires working capital, including 
inventories, receivables, and a certain amount of liquid assets. If the 
funds allocated to these uses are included in the total as well as the 
investment in fixed assets, the capital per wor ker employed in all non- 
financial business in 1955 is computed at $12,500, of which nonagricul- 
tural activities account for $11,400. Using these results the same 
source conservatively estimated that “if business as a whole is to absorb 
the annual growth in the private labor force, offset the current con- 
sumption of its fixed assets ($25 billion a year), and provide for a 
normal growth in investment per worker, it must find each year $35-$40 
billion (at 1955 prices) in long-term capital.”® By 1965, the require- 
ments were estimated at $40-$48 billion (at 1953 prices).° Another 
source has projected business expenditures on plant and equipment in 


~ Op. Cit., p. 18. 
Daniel Creamer, Capital and Output Trends in Manufacturing Industries, 1880-1948, 

Occasional Paper 41, National Bureau of Economic Research, 1954, Bd 76. 

* National Industrial Conference Board, Economic Almanac, 1953-54, p. 316. 

eachinery and Allied Products Institute, Capital Goods Review, No. B3, August 1955, 
Dp. 

5 Op. cit., p. 3. 

*Op. cit., p. 4. 

“a achinery and Aslied Products Institute, Capital Goods Review, No. 22, May 1955 
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1965 at $60 billion compared to $38 billion in 1953. This would in. 
clude $25 billion to replace fixed assets actually retired each year." 

There are two major forms of business capital: Borrowed and 
equity, a proper balance of which is essential to the health of any given 
firm and to the welfare of the economy. Equity capital is the form of 
financing that needs the greatest encouragement, yet under existing 
tax law the choice of this means is penalized. By its legal terms equity 
capital is suited to venturesome undertakings. It is evidence of owner- 
ship rather than of creditor status; it need not be repaid; it occupies 
a junior position in liquidation ; it may earn no return at all, or a very 
excellent return depending upon success of the venture. Because of 
these characteristics it is more sound to employ equity capital than 
borrowed capital for projects attended by some risk, such as new 
businesses, new products of processes, of the type that mark our indus- 
trial progress. In addition, an unimpaired flow of equity capital is 
required to finance the growth of established companies and products 
and to protect the financial stability of the economy against the dangers 
of heavy debt burdens. 


Sources or Equiry Caprrau 
Internal sources 

Undistributed net profit, together with depreciation and depletion 
reserves, constitutes the internal source of capital funds for a business 
firm. However, only a small part of total undistributed net profit as 
reported (1946-51 annual average $10.5 billion, 1952-54 annual 
average $8.3 billion) was actually available for expansion after mak- 
ing allowance for current consumption of capital values at replacement 
cost and for the additional investment in inventories required because 
of rising prices. For the period 1946-51 it has been estimated that 
only one-third of reported total net undistributed profit was avail- 
able for actual expansion of assets.” This amount was just one-tenth 
of total profit before income taxes over this period, while taxes account- 
ed for over four-tenths, and dividends for less than one-fourth. Thus, 
a 25-percent reduction in corporation taxes would have doubled the 
amount available for financing expansion of business. It is not believed 
that the shortage of capital funds can be attributed to an overliberal 
dividend policy, for the record shows that the percentage of gross 
business proceeds distributed as dividends declined from 6 percent 
in 1929 and 4.7 percent in 1939 to an average of 3.1 percent for the 
period 1946-51 and to 2.8 percent in 1953 and recovered only to 3 
percent in 1954. 

When a business firm designates a portion of its gross receipts as 
compensation for consumption of capital assets (a cost of doing busi- 
ness) such funds are available for general financial purposes. Thus, 
depreciation reserves are ordinarily listed as a source of capital funds. 
Although substantial in amount, they are inadequate, as has been 
noted, to compensate for capital consumption on a current replace- 
ment cost basis. Therefore, no part of depreciation reserves can be 
considered as available for financing net additions to capital assets. 


1 Joint Committee on the Economic Report, Potential Economic Growth of the United 
States During the Next Decade, materials prepared by the committee staff, Washington, 
1954. p. 11. 

12 National Association of Manufacturers, Major Tendencies in Business Finance, Eco- 
nomic Policy Division Series No. 57, January 1953, p. 24. 
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External sources 

External sources of funds comprise borrowing of one sort or another 
(including bank loans, mortgage loans, bond issues, trade payables, 
and accruals of income taxes) and new issues of corporation stock. 
Such sources supplied nearly two-fifths of the total capital funds 
of nonfinancial corporations over the period 1946-51 but only one- 
third in 1953 and less than 10 percent in 1954 (when the decline in 
requirements owing to the recession was reflected entirely in a drop 
in money supplied externally). 

A substantial part of the expansion of business capital assets during 
and since World War II was financed by borrowing, with the result 
that net corporate debt expanded from $74 billion at the end of 1939 
to $177 billion at the end of 1954, an increase of over $100 billion.** 
This compares with a total of only $18 billion of new money raised by 
issuance of corporation preferred and common stock, representing 
equity capital, during this same period. ; 

The excessive reliance on borrowing as a substitute for equity capi- 
tal has placed many business enterprises in a precarious position to 
weather economic storms. 


Errect or Freperau Taxes 

Corporation tax 

Federa] taxes appear to have been an important factor in causing 
the trend away from equity financing. In the first place taxes impose 
a penalty on stock financing, for the full income tax must be paid 
on income used to pay dividends while money used to pay interest on 
debt goes free of tax. Thus, the cost of stock financing is increased 
by the income tax while the cost of debt financing is untouched.” 
Furthermore the high rates of personal taxes have encouraged cor- 
porations to retain earnings rather than to pay greater dividends and 
seek additional equity capital from stockholders. But to the extent 
the corporation tax is not shifted, earnings available for retention 
have been reduced, forcing businesses to borrow to secure capital. 
The corporate tax requires the management to sacrifice either on 
dividends or on funds to be used for expansion. 
Individual income tax 


Tax provisions have affected both the ability and the willingness 
of individuals to invest in equities. The increased severity of the 
income tax in recent years may be indicated by the fact that in 1952 
a married couple with no dependents would have required a total 
income before taxes of $76,700 to yield the same real income (adjusted 
for rise in cost of living) after tax as total money income of $25,000 
gave them in 1929. For a single person with no dependents the 1952 
equivalent of $25,000 in 1929 was $163,000, or more than 6 times the 
earlier figure. For either status, to yield the after-tax real income 


“ 3, S. Department of Commerce, Survey of Current Business, September 1953 and 
May 1955. 

195 ere of Governors of the Federal Reserve System, Federal Reserve Bulletin, June 
Joo. 


* See Dan Throop Smith, Effects of Taxation, Corporate Financial Policy, Division of 
research, Graduate School of Business Administration, Harvard University, Boston, 1952, 
p. 25, ‘ 
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equivalent of $100,000 before taxes in 1929 the total money income 
before tax required in 1952 was close to $1,100,000 or 11 times as much." 

The willingness of individuals to invest in common and preferred 
stocks has also been impaired by the steeply progressive tax rates, 
Instead, there has been a pronounced trend toward investment in tax- 
exempt securities. 

The impact of the discriminatory rates of personal income tax on 
choice of investment media is seen in the high before-tax yield re- 
quired on taxable securities to leave an individual an after-tax return 
equivalent to that on low-yield tax-exempt securities. If, for example, 
tax-exempt bonds are assumed to yield about 214 per cent, an individ- 
ual with an income of $100,000 in 1952 who filed a separate tax return 
would need approximately a 19-percent before-tax return on a taxable 
investment to match the return on a tax-exempt security. Under 
similar circumstances a person with an income of $75,000 would need 
a 13-percent return on a taxable investment to net 214 percent after 
taxes, and an individual with a $40,000 income w aa require an 
8-percent before-tax return to match 2144 percent on a tax-exempt 
bond." 

In June 1953 about $12 billion, or 44 percent of the privately held 
total of wholly tax-exempt securities, was in the hands of individuals. 
(The major part, about 40 percent of the privately owned total, was 
held by commercial banks, also at least in part because of the tax-free 
incentive.) The effect of tax rate changes over the years on distribu- 
tion of such securities by type of holder ‘has been pronounced.?* 


Institutionalization of savings 


The gravitation of personal savings toward financial institutions 
has become progressively more rapid in the postwar period. For 
example, it has been estimated that in 1951 only about 8 percent of 
total liquid savings accumulations of individuals went into equity 
securities.® The bulk of the $19.4 billion personal savings accumu- 
lated in that year went to institutional inv estors, including i insurance 
companies, banks, and mutual funds, which in turn, owing to legal 
restrictions and natural conservatism, invested relatively little in 
new stock issues. In view of their trustee status and consequent need 
to confine investments primarily to assets of relatively stable value, 
the outlook is not promising for financial institutions ever to become 
major suppliers of venture funds. 
Shortage of venture capital 

It is impossible precisely to measure the extent and potential impact 
of the equity-capital problem ; nevertheless, its seriousness is apparent. 
Some of its effects will not be felt until later. For one thing, inflation 
has materially lightened all debt burdens (at the expense, it is to be 
noted, of all creditors). When corporate profits cease to rise and 
fall instead, as indeed they must sometime in the future, the heavy 
burden of debt will tend to aggravate and prolong any business 
recession. 


16 See J. K. Butters, L. E. Thompson, L. L. Bollinger, Effects of Taxation ; Investments 
by Individuals, Division of Research, Graduate School of Business Administration, Harvard 
University, Boston, 1953, p. 91. 

17See J. K. Butters, L. E. Thompson, L. L. Bollinger, op. cit., pp. 184-185. 

1 See George E. Lent, the Ownership of Tax- Exempt Securities, 1913-53, National 
Bureau of Economic Research, Occasional Paper 47, 1955. 

1 New York Stock Exchange, Taxes—Equity Capital—and Our Economic Challenges, 
March 1953, p. 30. 
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There is need ahead for business expansion, not under conditions 
of inflation such as have existed during the past two decades, but in 
4 stable, competitive economy. Under these circumstances it is un- 
thinkable to continue a system of discriminatory tax rates that penalize 
and discourage business investment. 


REMEDIES 


There is space here only to list some of the steps that should be taken 
to remove the obstacles to business investment interposed by our present 
-ystem of Federal taxes. 

First and foremost in need of correction are the high income-tax 
rates and steep progression in the individual income-tax rate schedule, 
the deterrents to investment toward which the discussion in this paper 
has been mainly directed. Middle and upper bracket rates should be 
substantially reduced, and can be without great loss of revenue to the 
Treasury. Jn this connection a proposal advanced recently by the 
National Association of Manufacturers seems worthy of serious study. 
It has been suggested by this group that as Federal revenues rise in 
response to an expanding economy advantage be taken of the oppor- 
tunity to reduce rates correspondingly. Many of the present prob- 
Jems of definitions, exemptions, deductions, and so forth, which often 
affect only a limited number of taxpayers would disappear under 
lower rates. After rates have been reduced, other action should be 
taken at an early date along the following lines: 


Corporation income tax 
Eliminate tax on intercorporate dividends. 


Repeal 2-percent penalty tax on consolidated returns. 
Restudy provisions for prepayment of corporate tax. 


Individual income tax 

Further relieve the double taxation of corporate earnings paid as 
dividends. 
Estate and gift taxes 

Remove from Federal jurisdiction. 
Reforms affecting all tawpayers 

Depreciation.—A low taxpayer more discretion in choosing rate. 

Capital gains and losses—Reduce rate of tax; shorten holding 
period; allow deduction of excess of capital losses over capital gains 
with limitation on tax benefit; permit reinvestment of capital gains 
without tax. 

laa discrimination.—Taxation of all competitive enterprise should 
be fair and equal, regardless of legal form of business. 

Income from foreign sources.—Business income earned abroad 
should receive favorable tax treatment, regardless of geographical area 
involved or form of organization. 
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EFFECTS OF TAXATION ON THE INVESTMENT CAPACT. 
TIES AND POLICIES OF INDIVIDUALS 


J. Keita Burters, Harvard University 


This paper discusses the effects of taxation on the investment capaci- 
ties and policies of individuals... This topic is important because 
of its relation to the formation and growth of business enterprises, 

To put the problem into perspective, it should be noted that taxes 
may affect the formation and growth of business enterprises in two 
ways: First, they may dull the incentives needed to induce promoters 
and entrepreneurs to undertake new developments and the owners and 
managements of existing enterprises to ocagt a vigorous policy of 
expansion; second, they may curtail the supply of capital required to 
finance the formation of new enterprises or the growth of existing 
enterprises. 

This paper is concerned with one phase of the second of these areas 
of tax effects, namely, outside equity capital supplied to business by 
private investors. The reason for this spon is that individual 
investors supply a major part of the ownership funds available from 
sources other than retained earnings to new and growing enterprises, 
particularly those of small to moderate size. 

The effects of taxation on the investment capacity and policies of 
individuals can best be analyzed by breaking the subject into three 
main questions: 

1. Whose investment decisions are important? 

2. How have taxes affected the investment capacity of these 
groups of investors? 

3. How have taxes affected the investment policies of these 
groups? 


Wuose INvEsTMENT Decisions Are Important? 


The first task is to ascertain which classes of the population are 
important, insofar as the effects of taxation on the flow of equity 
capital from private individuals to business are concerned. In par- 
ticular, are most of such funds supplied by the large mass of the popu- 
lation with small- to medium-size incomes, or by the small proportion 
of individuals in the society who receive sizable incomes? When the 
sharply differing impact of the tax structure on people in different 
income classes is considered, it quickly becomes apparent that this 
is a key question for any inquiry into the effects of taxes on individual 
investors. 

Broadly speaking, the evidence leads to an unambiguous answer to 
this question. From the standpoint of the flow of equity capital from 
private investors to business, the investment decisions of individuals 


2 This paper is based largely on the findings reported in J. Keith Butters, Lawrence EB. 
Thompson, and Lynn L. Bollinger, Effects of Taxation on Investments by Individuals 
(Boston, Harvard Business School, 1953) and summarized in Lawrence E. Thompson and 
J. Keith Butters, Effects of Taxation on the Investment Policies and Capacities of Indi- 
viduals, Journal of Finance, May 1953, pp. 137-151. The research underlying these pub- 
lications was part of a series of studies of the effects of taxation on business decisions, 
conducted through the Harvard Graduate School of Business Administration and financed 
by a grant from the Merrill Foundation for Advancement of Financial Knowledge. 

The views expressed in this paper are purely personal and do not necessarily reflect the 
views of my associates. Most of this paper, however, is paraphrased or quoted from the 
above publications. Since the background study is available in published form, no effort 
is made in this summary statement to discuss methodological problems. 
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in the upper income and wealth classes are of overwhelming impor- 
tance. This conclusion is based on an analysis of (1) the groups in 
the population which have the capacity to invest in business equities 
in large amounts, and (2) the groups which are disposed to do so. 
It issupported by a study of the accumulations of new investable funds 
by different income groups, of the attitudes toward business equities 
by different income groups, and of the distribution of the ownership 
of common stock among different income and wealth groups. Be- 
cause of space limitations, I shall cite in detaii only our findings on the 
last. of these points. 

Our estimates on the concentration of stock holdings were originally 
made primarily on data for the year 1949, supplemented to some 
extent by data for other years. As of 1949 we estimate that approxi- 
mately 65 to 70 percent of all the marketable stock held by private 
individuals was owned by family spending units with a net worth in 
excess of a quarter of a million dollars. In view of the rise in stock 
prices and other asset values which has occurred between 1949 and 
1955, it seems highly probable that an analysis of current data would 
show an increase, rather than a decline, in this percentage. Precise 
data on the fraction of family spending units with this amount of 
wealth are not available, but it is clear that only a relatively small 
fraction of 1 percent of all spending units have a net worth as large 
as $250,000. 

Classified by income groups our best estimate is: 

1. About 35 percent of all the marketable stock held by private 
individuals is owned by approximately the top one-tenth of 1 
percent of family spending units. As of 1949, this fraction repre- 
sented family spending units with incomes of $50,000 and over. 

2. About one-half of all such marketable stock is owned by the 
top one-half of 1 percent of all family spending units. As of 
1949, this fraction represented family spending units with in- 
comes of $25,000 and over. 

3. About 75 percent of all marketable stock owned by private 
investors is held by approximately the top 1 percent of the popu- 
lation. As of 1949, this fraction represented family spending 
units with incomes of $15,000 and over. 

In percentage terms there seems little reason to believe that esti- 
mates based on current data would show any striking shift in the 
above figures; such limited current data as are available do not ap- 
pear to indicate that any such shift has occurred. The absolute income 
levels representing the cutoff points for any specified fraction of the 
population have, of course, risen between 1949 and 1955 because of 
the general rise in income levels which has occurred during these 
years. 

As already indicated, the above data constitute only one of several 
sources of evidence which point to the conclusion that business must 
look mainly to a very mail percentage of the population for the out- 
side equity capital which it hopes to obtain from private individuals. 
It would take a marked shift in investor habits to invalidate this 
conclusion. 
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Errect or Taxes ON INVESTMENT Capacrtry OF Uprer-INCOME 
INDIVIDUALS 


The charge is frequently made that the severe rates of the personal 
income tax have, for all practical purposes, wiped out the capacity of 
individuals with large incomes to save. The reason for this wide- 
spread conviction is not hard to understand. The increases in per- 
sonal income tax rates since the 1920’s have been so great that on 
superficial examination they appear to establish a prima facie demon- 
stration of this thesis. Moreover, it can be shown beyond any reason- 
able doubt that the tax increases of recent years have cut severely 
into the incomes of upper-bracket individuals and undoubtedly also 
into their capacity to accumulate new investable funds, provided that 
the incomes of these individuals bear the full brunt of the individual 
income tax. 

This demonstration, however, falls far short of showing that taxes 
have wiped out, or anywhere nearly wiped out, the capacity of upper- 
bracket individuals to accumulate new investable funds. On the 
contrary, the evidence indicates that as a group individuals in the 
upper income percentiles are still accumulating large amounts of new 
investable funds despite existing tax rates. 

Two reasons appear to explain the continued large accumulations 
of funds by individuals in the upper-income groups. 

First, the habit of saving appears to be deeply ingrained in most 
individuals with moderate to large incomes. All the evidence indi- 

cates that the overwhelming majority of the individuals in the top 1 
percent of the population—r anked by size of income—are still accu- 
mulating positive savings, and that the savings of at least half of these 
individuals amount toa \ fairly sizable fraction of their incomes before 
taxes, say, to a fifth or more. 

Within the group of persons receiving very large incomes, it is quite 
possible that those whose living standards were geared to high levels 
before the period of very high income taxes, and whose disposable in- 
comes have been sharply reduced by the imposition of such taxes, may 
have ceased to save significantly or may even be living off their capital 
in many instances. This group, however, appears to be more than off- 
set by individuals whose incomes (both before and after taxes) have 
risen along with or after the imposition of very high tax rates. The 
evidence appears to indicate that, as the income of such persons (say, 
young executive or professional persons) rises, the advance in their 
living standards is keyed to their disposable income rather than to 
their income before taxes, and that (by and large) they continue to 
save despite the high income taxes which they must pay.? 

A second major explanation of the continued capacity of upper- 
bracket individuals to accumulate substantial amounts of investable 
funds is that there are numerous ways in which many groups of upper- 
bracket individuals can accumulate investable funds without having 
them subjected to the full impact of the individual income tax. While 
the data for appraising the extent to which advantage is taken of the 
opportunities of avoiding the full impact of the individual income tax 
are not very satisfactory, it can safely be concluded that the use made 
of them contributes substantially to the surprisingly large accumula- 
tions of savings still being made by individuals w ith large i incomes. 


2? For quantitative estimates see Butters, Thompson & Bollinger, op. cit. 
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In general, then, our conclusion is that the chariges in the tax struc- 
ture over the past 15 to 20 years have substantially reduced the capac- 
ity of upper-bracket individuals to accumulate new investable funds 
as compared with what they would have been able to accumulate under 
a less progressive tax structure, but that, for the reasons indicated, 


their remaining capacity is still very large—much larger than is popu- 
larly supposed. 
E feet of taxes on investment policies of upper income individuals 

Besides curtailing the investment capacity of individuals, taxes 
could restrict the supply of funds which individual investors are able 
and willing to invest in business equities by reducing the incentive for 
individuals to risk their funds in such investments. The fact that 
individuals with large incomes are still able to accumulate large 
amounts of investable funds under existing tax rates makes it all the 
more important to determine the effect of taxes on the investment 
wlicies of these individuals. If there is real substance to the allega- 
tion that taxes have dried up or seriously impeded the flow of equity 
capital to business, they must have greatly reduced the willingness of 
individuals to put their funds to venturesome uses; the restrictive 
effects of taxes on the investment capacity of individu: als, though real, 
have not been sufficiently powerful by themselves to substantiate this 
allegation. 

The first point to be made in discussing the effects of taxes on the 
investment policies of individuals is that patterns of investor thinking 
and reactions are extremely complicated and diverse. For this reason 
any summary statement on this point must necessarily be oversimpli- 
fied. I shall deal only with the effects of taxes on the willingness of 
uae to incur differing degrees of investment risks, that is, to fol- 
low venturesome or conservative investment policies; other types of 
tax effects, such as those on the timing of investment transactions or 
on the use of such means as gifts and trusts to reduce income and death 
tax liabilities, will not be considered. 

At a general level, one fact stands out very clearly. The ways in 
which taxes affect the investment policies of individuals can be mean- 
ingfully discussed only in the light of the investment objectives of 
groups of investors. Two individuals, similarly situated as to age, 
family responsibilities, and income and wealth status, may react to 
the tax structure in very different ways if they have different invest- 
ment objectives. Before reporting our conclusions on tax effects, 
therefore, it will be helpful to describe the range of investment objec- 
tives which characterize individual investors. Broadly speaking, 
these investors can be classified into the following categories: 

1. Investors who take the extreme position ‘of conservatism and 
who strive simply (or mainly) to preserve their capital. Most 
individuals with capital preservation as their main investment 
objective seem to have in mind the dollar value of their wealth 

rather than its real value in terms of purchasing power. 
Investors who have both capital preservation (or security) 
wa a moderate income yield as investment objectives, but who are 
very reluctant to make investments which involve an appreciable 
degree of risk of capital loss. 

3. Investors who place a major emphasis on an “adequate in- 

come yield” or a “good return” from their investments and who 
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are willing to assume somewhat greater risks of capital loss pro- 
vided that the prospective income yield is great enough to war. 
rant the assumption of these risks. 

4. Investors who stress both an adequate income yield and an 
opportunity for capital appreciation as investment objectives and 
who are willing to assume still greater risks of capital loss pro- 
vided that the prospects for capital appreciation are good. 

5. Investors who are interested almost exclusively in capital 
appreciation and who have relatively little interest in income 
yield. This type of investor typically expects to assume high 
risks of capital loss provided that the compensating opportunities 
for large capital gains are sufficiently attractive. 

From the standpoint of tax effects, the most significant breakdown 
of investors by categories of investment objectives is between those 
investors who have capital appreciation as a main or important in- 
vestment objective and those who do not. Individuals with capital 
appreciation as a major investment objective typically react very dif- 
ferently to the tax structure than do those whose major emphasis is 
on income yield or on security. To the extent that taxes influence 
investment decisions at all, they drive the great majority of investors 
with the latter objectives into more conservative investments, whereas 
they typically induce investors interested mainly in capital apprecia- 
tion to make even more venturesome investments than they otherwise 
would. 

A much larger proportion of investors in the upper income groups 
than in the lower income groups has capital appreciation as a main 
or important investment objective. For example, only about one- 
fourth of the individuals whom we interviewed with incomes of less 
than $7,500 expressed a strong interest in capital appreciation as an 
investment objective as compared with well over half those with in- 
comes of $25,000 and over.’ 

Because of the sharp differences in the reaction to the tax struc- 
ture of income-minded and security-minded investors, as compared 
with appreciation-minded investors, the general nature of the tax 
effects on individuals can best be described by discussing these two 
groups separately. 


Income-minded and security-minded investors 


Income-minded and security-minded investors, in making invest- 
ment decisions, tend to balance the current income yield of their in- 
vestments against the risk of capital loss, and to give very little weight 
in their investment decisions to the possibility of capital gains usually 

resent in investments which also present high risks of capital loss. 

he high rates of the individual income tax exert by far the most 
important tax influence on the investment decisions of these groups 
of individuals, and their predominant effect is to drive these indi- 
viduals into lower yield, less risky investments than they would other- 
wise make. The intensity of this tax effect is, of course, closely 
related to the tax brackets of the investors concerned. 

For these groups of investors, the high income-tax rates on upper 
bracket individuals exert their main effects by greatly reducing both 


? It is interesting to note that a recent study published by the New York Stock Exchange 
entitled “‘The Public Speaks to the Exchange Community” shows sample results from a 
survey undertaken in August and September 1954 which are very similar to ours for indi- 
viduals with incomes of $7,500 and over. 
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the absolute yield and the relative yield on investments with a high 
yield (such as common stock) as compared with low-yield invest- 
ments (such as Government bonds). For individuals in very high- 
tax brackets, the after-tax yields on such investments as common 
stocks may even be reduced below those available from some types 
of low-risk investments such as tax-exempt securities and certain life- 
insurance policies. This reduction (or even reversal) in after-tax 
yield differentials causes many investors with income or capital preser- 
vation as an investment objective to shift part of their funds out of, 
say, common stocks and into lower yield investments because they do 
not regard the income yield remaining after taxes from high yield 
securities as adequate compensation for the risks of capital loss in- 
herent in their ownership. 

Theoretically, the fact that in computing taxable income capital 
losses may be deducted, at least in part, constitutes a partial offset 
to the foregoing repressive effects. To the extent that capital losses 
can be offset against otherwise taxable income or capital gains, the 
net amount at risk by the taxpayer is less than the total amount 
involved. In other words, the maximum net loss which can be suf- 
fered by the taxpayer is the total amount of his investment less any 
compensating tax savings in the event that the investment turns out 
to be a total loss.*| Much has been made of this point in theoretical 
analyses of tax effects. 

Practically speaking, however, these offsetting considerations to the 
repressive effects of high income-tax rates are of very limited impor- 
tance for the categories of investors now being discussed. For one 
reason, the severe restrictions placed on the deductibility of capital 
losses by the tax law greatly reduce the potency of loss deductions as 
a factor influencing the investment decisions of individuals. Subject 
to minor qualifications, the maximum tax benefit which can be derived 
from the deductibility of capital losses on assets held for more than 
6 months is 25 cents for each dollar of realized loss, and even this 
tax benefit is dependent on the availability of capital gains against 
which the loss can be offset. 

A second reason of major importance in reducing the practical im- 
portance of loss offsets for these groups of investors is that these offsets 
are not usually in the forefront of investor consciousness. As a gen- 
eral statement, investments are made because the investor expects 
them to be successful, not because he anticipates that they will be a 
failure. Given this expectation, it is only natural that greater atten- 
tion is given by investors to the impact of taxes in reducing the return 
available in the event of success than to the cushioning effect of loss 
offsets in the event of failure. Consequently, for investors who are 
motivated by the prospective income yield of their investments rather 
than by a desire for capital gains, the existence of high surtax rates 
typically constitutes an investment deterrent and would, we believe, 
continue to do so even if substantially more generous loss offsets were 
permitted than are now allowed. 

As already noted, the income-tax effects just described account for 
the large majority of tax-motivated shifts in a conservative direction 
by the groups of investors under discussion. The only other tax ef- 


*This statement ignores certain refinements such as discounts which should be applied 
to the tax savings resulting from Ivss offsets because they will be obtained at a later date 
and because their receipt is subject :o some uncertainty. 
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fect causing any considerable number of security-minded and income- 
minded individuals to shift to more conservative investment. positions 
is the desire for liquidity stimulated by the estate tax. The estate- 
tax structure creates a definite incentive for many individuals, es- 
pecially those in the top wealth classes, to increase ‘their holdings of 
liquid assets and of life insurance in or ‘der to provide a ready means 
of payment of their estate taxes on their death. Generally speaking, 
however, shifts in this direction appear to be moderate in degree, 
Only a minority, even of the wealthiest individuals, appear to increase 
their holdings of these assets substantially for estate-tax reasons, 
In contrast, only rarely are income-minded and security-minded 
investors stimuls ited by tax considerations to take greater rather than 
smaller investment risks. Individuals who do react in this way gen- 
erally are persons under such pressure to maintain a given level of 
income that they are prompted to shift to more venturesome forms of 
investment as high taxes (and other factors such as increases in the 
general cost of living, the loss of earned income on retirement, and 
declining interest rates) place increasing pressure on their standard of 
living. Such individuals usually do not have large incomes. 


Tax effects on appreciation-minded investors 

The tax effects on investors interested mainly in capital apprecia- 
tion are quite different from those just summarized for the income- 
minded and security-minded investors. Our evidence points over- 
whelmingly to the conclusion that, for appreciation-minded investors, 
the single most important feature of the tax structure is the differen- 
tally low rate at which long-term capital gains are taxed in com pari- 


son with the much higher rates on ordinary income, especially for 
individuals in the upper income-tax brackets. This differential has 
stimulated inherently venturesome individuals to seek out investments 
which offered prospects of capital gains rather than the receipt of 
ordinary income. As a consequence, it has caused this group of in- 
vestors to shift funds out of relatively conservative investments, offer- 
ing little or no opportunity for « capital appreciation and into more 
venturesome types of investments such as relatively speculative mar- 
ketable common stocks, closely held companies, new ventures, real 
estate, and oil properties. The incentive to invest in real estate and 
oil properties, it should be noted, is further stimulated by the oppor- 
tunity of obtaining what many investors regarded as important tax 
advantages in the ‘form of percentage depletion and current deducti- 
bility of intangible drilling costs on oil properties and depreciation 
deductions on real estate. 

The power of these inducements is reflected in the fact that, of the 
appreciation-minded individuals who respond at all to tax effects, the 
overwhelming majority move into more venturesome investment posi- 
tions because of taxes. 

Our evidence indicates that many more investors are attracted by 
the favorable rate differential accorded capital gains than are repelled 
by the existing restrictions on the deductibility ‘of capital losses. The 
differential between the tax rates on ¢ apital gains and on ordinary 
income was mentioned very frequently, especially by investors with 
large incomes, as a motivating factor in investment decisions. In 
contrast, only a handful of instances were encountered in which the 
existing limitations on the deductibility of capital losses were cited 
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as deterrents to venturesome investments. Similarly, the absolute 
level of the capital gains rate and the length of the 6-month holding 
period were cited as investment deterrents only in a very small num- 
ber of instances. 

No single motivation was responsible for the limited number of 
instances in which appreciation-minded individuals were driven by 
the tax structure into less venturesome investment positions. The 
desire for liquidity to meet eventual estate-tax liabilities was occa- 
sionally mentioned as a reason for increased holdings of liquid assets 
and insurance. Other investors indicated that they were reluctant to 
invest in new ventures or closely held companies because the high rates 
of the corporation income tax limited the potential growth of these 
companies. Finally, in a very few cases, the level of the capital gains 
tax was cited by appreciation-minded investors as an explanation of 
a decreased willingness to make venturesome investments. But, as 
we have already indicated, for appreciation-minded investors as a 
vroup all these factors combined were far outweighed by the positive 
inducement to venturesome investments offered by the differentially 
low rate at which long-term capital gains are taxed in comparison 
with ordinary income. 

Overall appraisal 

With all the foregoing factors taken into account, the following 
is the best one-par: agraph summary of our findings which I can give: 
The tax structure in recent years has cut substantis lly into the invest- 
ment capacity of the upper income and wealth classes—the strategic 
source of venture capital for investment in business—and, on balance, 
it also decreased the willingness of these investors in the aggregate 
to make equity-type investments. In other words, for equity-type 
investments considered as a whole the investors who were induced by 
taxes to shift to less risky investment positions appear to have over- 
balanced the opposite reaction of appreciation-minded investors. The 
latter group, however, may have been so stimulated by the tax struc- 
ture to seek out investments offering unusually large capital-gains 
potentialities as actually to increase the flow of ‘capital to such situa- 
tions. However this may be, it is clear that the combined impact of 
these effects fell far short of drying up the supply of equity capital 
which private investors were willing and able to make available to 
business. The evidence indicates that the accumulation of investable 
funds by the upper-income classes has been consistently large during 
postwar years, despite the existing tax structure, and that individuals 
with large incomes and substantial wealth continue as a group to hold 
and invest a large proportion of their funds in equity-type investments. 


Policy implications 

Space does not permit a careful discussion of the policy implications 
E our findings, but there are 1 or 2 main points which we should 

like to make very briefly. If our analysis is sound, the tax structure 
in the postwar years has been much less repressive on the capacity 
and willingness of upper-bracket individuals to make equity-type 
investments than is popularly believed. A superficially plausible case 
could even be made that there is no occasion for great concern over 
the effect of the existing tax structure in this regard—and, in some 


68595—55 
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phases of the business cycle, this conclusion may be essentially sound, 
As a generalized statement, however, it is far too simple. 

This conclusion ignores the fact that the postwar period has been 
one of high business activity, stable to rising price levels, and rea- 
sonably optimistic investor expectations. The repressive aspects of 
the tax structure undoubtedly are much less potent under these con- 
ditions than they would be in, say, a time of business depression; 
similarly, the stimulating aspects of the tax structure have been rela- 
tively much more powerful during the past decade than they would 
be under less favorable business conditions. In a time of depression 
and investor pessimism, the risk of capital loss would weigh more 
heavily in the minds of investors than in recent years and the prospects 
of capital gains or of a high income yield would appear much less 
enticing. Thus, conclusions as to the extent to which the tax structure 
stifles the flow of risk capital during a period of high business activity 
cannot be applied without modification to a time of declining business 
activity and investor pessimism. The logic of our analysis indicates 
that the tax structure would be far more repressive in its economic 
effects in a declining period than it has been during the past decade 
of generally buoyant economic conditions. 

The second major point which I would like to make has more bear- 
ing on the problems presented by various proposals for revisions in 
the tax structure than on the effects of the existing tax structure in 
different phases of the business cycle. The essential problem can be 
stated as follows: The existing tax structure has been only mildly 
repressive in recent years in its aggregate effects on the decisions of 
private investors largely because it consists of a balance between 
repressive and stimulating elements; during the postwar years the 
stimulating incentives have, to a considerable degree, neutralized the 
repressive effects. These stimulating incentives arise from opportu- 
nities provided by the tax law of obtaining income—or at any rate 
of accumulating investable funds—in ways that are not subject to 
the full rates of the individual income tax. To many individuals these 
opportunities of avoiding the full impact of the individual income 
tax constitute undesirable elements of discrimination in the tax struc- 
ture which should if possible be eliminated. Thus, the dilemma is 
posed that the features of the tax law which provide from many stand- 
points highly desirable economic incentives are, at least in the eyes 
of many persons, the source of serious inequities. 

In effect, the low capital gains rate (as well as the favorable tax 
treatment accorded certain industries) has made it possible to tax 
ordinary sources of income at exceedingly high rates without destroy- 
ing the flow of equity capital from upper bracket individuals to busi- 
ness—at least in periods such as the recent past. I believe it also 
follows, however, that—so long as the tax rates on ordinary income 
are continued at current levels and relatively riskless means of ob- 
taining tax-exempt income remain readily available—any substantial 
tightening up of the capital gains tax would go a long way toward 
curtailing the willingness of upper bracket individuals to make ven- 
turesome investments. In other words, if the existing balance in 
investment incentives is to be maintained, any increases in capital gains 
taxation would need to be offset by compensating reductions in the 
rates at which ordinary income is taxed and preferably also by a 
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reduction or elimination of the existing opportunities for obtaining 
tax-exempt income from relatively riskless investments. 

The purpose of these brief comments is not to recommend any 
specific tax policy toward capital gains but rather to comment in 
general terms on the relationship of the existing tax treatment of 
capital gains to my general conclusion that the overall repressive 
effects of the existing tax structure on the capacity and willingness 
of upper bracket individuals to make venturesome investments appear 
to have been limited in scope in postwar years. Unless the delicate 
interplay of investor motivations and specific tax provisions which 
have produced this effect are understood, the precarious balance now 
existing could easily be unintentionally upset by revisions in specific 
portions of the tax structure made without full recognition of their 
overall effects. 


FEDERAL TAXES AND INVESTMENT OPPORTUNITIES 
ArtTHuR A. Exper, American Federation of Labor 


The criticism most frequently aimed at existing or proposed Fed- 
eral tax programs by spokesmen for business and investment interests 
is that they restrict or may adversely affect investment opportunities. 

This reproach usually fails to recognize that the encouragement or 
discouragement of investment opportunities cannot be considered the 
sole touchstone in judging the social value of any tax program. In- 
deed, there is room for belief that certain economic patterns might 
well call for use of the tax machinery as an instrument to put brakes 
upon investment opportunities in the hope of aiding the general 
welfare. 

The present administration supports the view that high surtaxes 
curtail the capacity and incentive to invest. In his budget message 
in January 1954, President Eisenhower made the following recom- 
mendations for Federal tax revisions: 


Revision of the tax system is needed to make tax burdens fairer for millions 
of individual taxpayers. It is needed to restore normal incentives for sustained 
production and economic growth. The country’s economy has continued to grow 
during recent years with artificial support from recurring inflation. This is 
not a solid foundation for prosperity. 

We must restore conditions which will permit traditional American initiative 
and production genius to push on to ever higher standards of living and employ- 
ment. Among these conditions, a fair tax system with minimum restraints 


on small and growing businesses is especially important. 

President Eisenhower and other administration spokesmen imply 
that Federal tax policy in the past had not been conducive to the 
development of incentives and the encouragement of investment. 

It might be useful to examine the investment scene during the past 
20 years in relation to overall tax developments and to try to determine 
how these developments may have affected investment. 
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The following table shows the average gross private domestic in- 
vestment for 1929 and for 5 periods from 1930 through 1954 in terms 
of 1947 dollars:? 


TABLE 1.—Average yearly investment 


[Billions of dollars] 

Year: 

1929 _ 

1930-34 (inclusive) 

1935-39 (inclusive ) ~~~ ™ 

1940-44 (inclusive) —_--~- 

1945-49 (inclusive 

1950-54 (inclusive) 

In trying to trace a relationship between tax policy and investment 
opportunity, it seems pertinent to determine to what degree fluctua- 
tions in investment were the result of Federal tax policy at any 
particular time. 

Treasury Secretary Mellon in the Harding, Coolidge, and Hoover 
administrations during the twenties placed major emphasis on reduc- 
tion of tax rates on personal and corporate income. The 1921 act 
reduced surtax rates from 1 percent on net income above $5,000 to 
1 percent on net income above $6,000, and at the same time reduced 
the top surtax rate from 65 to 50 percent. The act also eliminated the 
excess-profits tax and limited the rate on capital gains to a maximum 
of 12.5 percent. In 1924 the top surtax rate was cut to 40 percent. 
The 1926 act cut the top surtax rate to 20 percent. Corporation tax 
rates were again reduced in 1928. These reductions, as approved 
by Congress, were actually below Secretary Mellon’s recommenda- 
tions. In his zeal to “stimulate investment and initiative,” Mr. Mellon 
had urged further reductions in top surtax rates and recommended 
complete elimination of the estate tax. 

These successive tax reductions adopted during the twenties had 
by 1929 brought personal and corporate tax rates to their lowest 
point since World War I. However, in spite of reductions in rates, 
Federal revenue averaging in excess of $4 billion yearly, stood at 
$4.1 billion in 1929 and exceeded expenditures for every fiscal year 
from 1920 through 1930. The net Federal debt which was $23.7 bil- 
lion in 1920 declined to $16.5 billion by 1930.2 Private investments 
had increased steadily, reaching a high point of $26.8 billion in 1929. 

On the basis of the facts cited above, one might have agreed early 
in 1929 with those editorial writers, Government officials, and econ- 
omists who supported the thesis that adherence to a tax polie y that 
placed primary emphasis on encouraging investment, coupled with 
keeping Government expenditures below rec eipts to per mit debt redue- 
tion, had achieved its objective. 

But in December 1929, Mr. Mellon recommended, and Congress 
later approved, additional reductions in corporate and normal rates 
applicable to 1930 income as a means of counteracting the depression. 
In the face of the tremendous deflationary pressures building up in 
1929 and at a time when business and taxpayer confidence was badly 
shaken, the 1930 tax-reduction bill probably was appropriate. 


conomic Report of the President, January 1955, p. 140. 
S. Treasury data. 


1 Kx 
*U. 
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Subsequent events, however, seemed to show that the administra- 
tion had no more real appreciation of the need for relating tax policy 
to the overall economic requirements in late 1929 than it had had 
during the earlier twenties. From 1920 to 1929 emphasis had been 
placed on investment profits and production, to the neglect of ade- 
quate consideration of other factors such as levels of employment, 
wages, and consumption. While some significant wage increases 
accrued to certain income groups during the twenties, the increased 
number of workers and the rise in total payrolls in manufacturing 
and nonmanufacturing industries lagged far behind the 25 percent 
increase in production that took place between 1923 and 1929. 

Economists generally agree that the long-term interests of investors 
were adversely affected by the tax policy followed during these years. 
The policy encouraged the building up of excess plant capacity with- 
out being coupled with necessary tax and fiscal measures that might 
have resulted in adequate use of that capacity. 

Gross private domestic investment declined from $26.8 billion in 
1929 to $17.9 billion in 1930, then fell to $12 billion in 1931 and 
dropped to an average of $3.2 billion for the years 1932 to 1934, 
inclusive. (Seetable 1.) This precipitous decline in investment would 
seen to indicate that there had been an excess of plant capacity built 
up and/or that other factors necessary to assure full use of that pro- 
ductive capacity were lacking. 

Tax policy, then, which clearly called for higher rather than lower 
taxes on personal business and investment income during the twenties 
encouraged initiative and investment but contributed with other fac- 
tors to building up inflationary forces at the very time higher taxes 
were needed to check those forces. 

The tax reductions approved by Congress in 1930 were more ap- 
propriate as measures designed to restore confidence and encourage 
enterprise at a time when nationwide decline in security values, in- 
creased unemployment, price declines, and monetary surpluses were 
in prospect. Unfortunately, in 1930 neither public spending policies, 
private spending, nor governmental agencies existed that could rein- 
force any of the positive effects that might have resulted from the 
1930 reductions. 

It soon developed that even though there was ample evidence that 
the stock market crash of 1929 was merely a prelude to a general 
worsening of the economic situation, Secretary Mellon felt the main- 
tenance of a balanced budget was indispensable. To this end he 
recomended increases in tax rates. The 1932 act which was passed 
after Mr. Mills had succeeded Mr. Metlon as Secretary of the Treasury 
increased personal and corporate income tax rates substantially, in- 
creased estate tax rates, and included a gift tax. 

These efforts to balance the budget in a depression period through 
higher taxes not only failed to achieve their purpose, but undoubtedly 
contributed to strengthening the deflationary depression forces. Un- 
fortunately, the Democrats in office also increased taxes throughout 
the thirties. More fortunately, however, President Roosevelt 
recognized that decisive steps were necessary to check the depression 
and restore the economy, even though such steps substituted deficits for 
budget balancing. 

Undoubtedly the tax policy followed in the thirties had a braking 
effect on the various programs that were enacted to restore the Nation 
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to economic health. However, the measure of the administration’s 
recognition of its responsibility for restoring the Nation to economic 
health is evident in the fact that the net Federal debt increased by 
$20 billion from $24.3 billion in 1933 to $44.8 billion in 1940. These 
billions were used largely to finance emergency relief measures and 
what may be termed long-range economic stabilizers. The Emer- 
gency Banking Act, the Unemployment Relief Act, the Federal Hous- 
ing Administration, the Agricultural Adjustment Act, the Tennessee 
Valley Authority Act, the Wagner Act, the creation of the Securities 
and Exchange Commission, the Social Security Act, and other meas- 
ures had all combined with the creation of the Reconstruction Finance 
Corporation at President Hoover’s recommendation in 1932 to estab- 
lish a gradual restoration of confidence and stability from 1933 
onward. 

Many economists contend that the increased tax rates adopted by 
Congress during the Roosevelt administration had virtually no brak- 
ing effect on investment. They point out that the higher rates on 
personal and corporate income were levied on the basis of ability to 
pay. They argue further that direct economic measures taken to 
provide jobs, eliminate food surpluses, and stimulate spending by both 
producers and consumers required a simultaneous development of tax 
policy that would give assurance that Government credit would be 
maintained through gradually increasing tax revenue. They believe 
that this increased revenue should properly be paid by taxpayers in 
proportion to the economic benefits they derived from the federally 
financed program of reconstruction and stabilization. 

To a large degree Federal measures provided built-in stabilizers 
that gave assurance to farmers, workers, small-business men, corpora- 
tions, and professional people that the Federal Government was assum- 
ing responsibility for insuring the overall health of the economy, 
minimizing risks, and providing a measure of security for all. This 
was done by recognizing the bargaining rights of workers, supporting 
welfare programs, establishing old-age insurance and assistance, pro- 
viding grants of public-health services, establishing school-lunch pro- 
grams, enacting unemployment insurance, aiding widows and depend- 
ent children, and enacting minimum wage-and-hour legislation. All 
these measures operated to provide additional opportunities and in- 
centives to investors. More direct and immediate aid was provided 
by the Federal Government through agencies created to insure bank 
deposits, to establish price floors for agricultural products, to aid 
homeowners and builders, to underwrite publicly owned cooperatives, 
small businesses, and privately owned corporations, to create regional 
power and development projects, and to make grants to needy com- 
munities for specific purposes. 

These measures did not restore our economy overnight. Some, such 
as the Social Security Act, probably resulted in some hardship and 
exercised a deflationary effect because they were financed in part by 
a tax on workers and in part by the general public through the tax 
paid by the employers. Yet all workers and their families, as well as 
the whole economy, will benefit through the operation of OASI. 
Moreover, the steady year-by-year increase in per capita disposable 
income of from $389 in 1932 to $576 in 1940 (in 1954 dollars) was 
accompanied by an increase in private investment of from $3.3 billion 
in 1932 to $22.8 billion in 1940. 
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The yearly average of investment during the 1950-54 period stood 
at approximately 244 times the average investment during the 1940- 
44 period when wartime needs limited plant expansion. It is possi- 
ble that investment will not be maintained at the high levels prevail- 
ing since 1945, since wartime depletion of plant, equipment, housing, 
and consumer durable and nondurable goods developed inflationary 
pressures which began to diminish before 1950 but were given added 
impetus because of tremendously increased spending by the Federal 
Government to finance the defense program following the invasion 
of Korea. 

However, investment in equipment and plant expansion since 1951 
has been materially anataher by Federal Government orders and 
a 5-year tax-amortization allowance on projects involving approxi- 
mately $32 billion of investment. Some economists have expressed 
the opinion that surplus plant capacity has resulted from the capital 
investment that has taken place during the last 10 years. Whether 
or not there is surplus productive capacity, it would seem that those 
who favor modifying tax policy to stimulate investment must assume 
the burden of proof for establishing that present tax policy has im- 
peded investment, and for advancing practical proposals to remove 
such impediments. 

Investment opportunities are not limited to the purchase of equities 
or the expansion of industrial plant and equipment. No doubt deduc- 
tions on mortgage interest and tax deductibility for homeowners 
stimulate the building of homes, though to what extent it is not easy 
to ascertain. Compared to the influence of the technical revolution, 
the development of automobiles and highways, etc., the tax-saving 


factor is poemery not important, certainly not to low-income home- 


owners whose deductions for all purposes do not exceed the standard 
deduction. 

The Federal Government since 1935 has provided direct and positive 
stimulus to private non-farm-housing construction by underwriting 
more than 5 million housing units under the FHA and VA guaranteed- 
loan programs. 

Federal Government expenditures for goods and services which 
averaged $100 billion yearly in terms of 1947 dollars during fiscal 
years 1943, 1944, and 1945 continue at high levels, having averaged 
$37 billion for fiscal years 1950 through 1954. 

Federal spendings in combination with continually mounting State 
and local spendings will continue to provide substantial investment 
opportunities. During the past 15 years new communities haive 
arisen in the United States, Alaska, Hawaii, as well as abroad, cen- 
tering around naval power developments, Army, Air Force, or AEC 
installations with substantial fabricating, distributing, and consump- 
tion industries which have been largely financed by Federal spendings. 
On the other hand, the year-by-year increase in personal expenditures 
nationally of from $115.6 billion in 1935 to $234 billion in 1954 resulted 
in large measure from various Federal stabilization, fiscal, and spend- 
ing programs. It would seem that a continued increase in personal 
expenditures would provide the best assurance of necessary expansion 
of investment. 

All of the developments referred to above during the past 25 years 
argue very strongly that the Federal Government, by minimizing 
risks of business, even as it builds up economic security and purchas- 
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ing power for farmers, professionals, and workers, is providing valu- 
able incentives for investors. Moreover, the record of this period 
shows that to the degree a climate favorable to the economic well- 
being of all groups has been established it should be unnecessary to 
argue for special tax treatment for any particular group. ; 

Corporate return on investment has been at consistently high levels 
since 1941. For the 3 years 1947-50, inclusive, the ratio of profits 
after Federal taxes averaged 14.8 percent of stockholders’ equity for 
all corporations with assets ranging from less than $250,000 to those 
with assets of $100 million or more. Average return on stockholders’ 
equity ranged from 9.8 percent after taxes for smaller corporations to 
15.3 percent of stockholders’ equity in the largest corporations. The 
average return for all corporations after taxes in 1953 fell to 104 
percent of stockholders’ equity... This ratio will undoubtedly be 
higher for 1955 because of the elimination of the excess-profits tax 
last year and various tax savings accruing to corporations under the 
1954 Revenue Act. 

Actually, all available evidence now appears to show that present 
tax laws discriminate against low-income-tax payers’ earned income 
and in favor of investment income and earned income in the middle 
and higher income categories. 

During the past 15 years ever-widening areas of tax escape to “re- 
move inequities” or “stimulate investment” have opened up. The 
husband-wife income splitting in the 1948 Revenue Act reduces the 
tax bills of married couples in middle- and upper-income groups by 
an estimated $2.5 to $3 billion yearly under the current rate schedule. 
Additional opportunities to make tax savings were provided under 
the 1951 law to split larger incomes under family partnership rules. 
Congress in 1954 approved substantial tax savings on dividend income. 
No adequate allowance is made for expenses in connection with taxes 
on earned income which are collected at the source. Yet it is esti- 
mated that close to $300 million yearly in revenue is lost through 
failure of the Federal Government to withhold taxes on dividends 
and investment income. 

It is also generally accepted that hundreds of additional millions 
in taxes on income not subject to withholding at the source is not col- 
lected. Tax-exempt securities issued by States and local govern- 
ments constitute another area of tax avoidance of particular value to 
upper income group taxpayers who through these various provisions 
are enabled to lower the effective rate on their income. 

Low capital-gains rates do encourage investment but have been 
extended to types of income which should be taxed at regular surtax 
rates. The capital-gains provision was originally justified as encour- 
aging long-term investors, not short-term speculators. This purpose 
was better achieved under the law prior to 1942 under which the tax 
varied inversely with the length of the holding period. There also 
appears to be little reason for not applying the capital-gains rate to 
the transfer of capital assets following decease of the holder. Failure 
to do so is another instance of unnecessary consideration for investors 
which has little relation to stimulating investment. 

It has been frequently charged, perhaps correctly, that high sur- 
taxes make it difficult for small businesses to compete with big busi- 


* Economic Report of the President, 1955, p. 192. 
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ness, and that this has tended to hasten the trend toward large-scale 
production, to the disintegration and death of small enterprises so 
necessary to a competitive society. 

Yet in some areas the provisions in the tax law which serve to limit 
the impact of these high rates have also stimulated mergers for the 
purpose of tax avoidance. In the textile industry, for example, huge 
mergers have taken place to exploit the tax Wie om made possible 
under the capital-gains provision, the carry-forward provision of the 
corporation law, and by the tax-free position of pension funds and 
foundations. 

Through long-term purchase programs which require little funds 
on the part of the buying organization and permit the old man- 
agement to retain control of the concern and share in the profits, 
some large companies have been able to escape the heavy taxation 
which otherwise would have befallen them. The acquired properties 
have not been expanded or modernized; in some cases they have been 
abandoned and further centralization and control of the industry 
achieved. 

The carry-forward and carry-back provisions of the Federal cor- 
poration income tax, justifiable as they may be, have also stimulated 
mergers and consolidations. In connection with the merger of the 
American Woolen Co., Robbins Mills, and Testron, Inc., into Textron 
American, Inc., the following statement was made in connection with 
the special meeting of stockholders called January 6, 1955, to approve 
the merger: 

As at the end of October 1954, the portions of the consolidated net operating 
losses attributable to each constituent corporation which may be succeeded 
to and taken into account by the merged corporation are estimated at approxi- 
mately $18,750,000 for American Woolen, $10 million for Robbins, and $1,300,000 
for Textron, or an aggregate of approximately $30,050,000. Such amounts will, 
subject to the applicable provisions of the Internal Revenue Code, be available 
as loss carryovers and to the extent not utilized, will expire at the end of 1956 
to the extent of $200,000, at the end of 1957 to the extent of $14,250,000, and 
at the end of 1958 to the extent of $15,600,000. 

The merger of these corporations into a single unit has resulted 
in the closing of a whole host of mills; some of these closings were 
announced during the negotiations leading to the merger and others 
were effected subsequently. 

In 1948 the Senate of the United States investigated the use of char- 
itable trusts “as a means of tax avoidance and unfair competition with 
orthodox manufacturers.” The inquiry, conducted by Senator Tobey, 
concentrated on the operations and “interrelations between so-called 
charitable trusts and Textron, Inc.” The report concludes that “one 
of our largest textile manufacturing corporations and its subsidiaries 
has made wide use of so-called charitable trusts as a means of provid- 
ing risk capital for itself.” (U.S. Senate, 81st Cong., 1st sess., Com- 
mittee on Interstate and Foreign Commerce, Investigation of Closing 
of Nashua, N. H., Mills and Operations of Textron, Inc., Rept. No. 
101.) 

While the worst abuses of charitable funds exemption have been 
eliminated by tax laws, individuals continue to exercise control over 
these funds for the promotion of their own purposes and mergers 
and consolidations are stimulated thereby. What has been said of 
the charitable trusts is also applicable to pension trusts. These pen- 
sion funds often provide funds and channels for mergers motivated 
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by the desire for tax avoidance through the capital-gains provisions 
of the tax laws. 

It is generally agreed that the Federal Government, in raising reve- 
nue for its essential functions, must adopt a tax policy that will insure 
those conditions necessary for a continuing and expanding prosperity, 
This is not easy. To protect revenue, promote equity, preserve in- 
centives, encourage savings and investment, and safeguard and expand 
consumer purchasing power demand a delicate equilibrium between 
competing forces which may never completely be attained but which 
it is essential to seek. It is, therefore, difficult to consider one aspect 
of the tax problem, the effect of taxes on investment opportunity, 
and base changes in the tax structure on the conclusions drawn there- 
from, without weighing the effect of these changes on other taxpaying 
segments of the population. For even if it is proved that high taxes 
on upper-income groups decrease the supply of venture capital or 
diminish investment opportunities, it does not automatically follow 
that the national economy would benefit by transferring the tax burden 
to other groups. 

In arguing for special tax treatment, certain business groups, as 
is their right in a democracy where all must present their pet axes 
for grinding, frequently propose tax policies which, in the long run, 
may be contrary to the general interests of business investors, and the 
overall economy. 

Many businessmen, for example, agree with economists and tax 
students that depletion allowances for oil, metal, and other extractive 
industries are frequently excessive and discriminate against other 
types of industry, as well as taxpayers generally. 

Spokesmen for small business may urge tax concessions that would 
tend to subsidize inefficiency. 

Representatives of big industries have often urged the adoption 
of excise or general sales taxes which food merchants, department 
stores, and service establishments opose as injurious to their economic 
welfare. 

Special tax-free privileges offered by some States and communities 
to attract industries are under constant attack by businessmen and 
governmental units which are opposed to preferential tax treatment. 

The economic validity for special tax treatment should, in the opin- 
ion of many observers concerned with the overall picture, be weighed 
in the balance of the effect on the general economic picture. In a 
scarcity economy or even in an economy of abundance with certain 
scarcity areas, special tax treatment might well serve the general wel- 
fare. In our own country, with its vast natural resources and gigantic 
industrial plant, our overriding concern in the formulation of tax 

olicy should be the wise encouragement of the ability to use the 
Soition of nature, manufacturing resources, and service skills in 
increasing general living standards. 


TAXATION AND CAPITAL FORMATION 


Paut W. McCracken, University of Michigan 


On the principle that a division of labor may also improve the 
productivity of panelists, my assignment is that of exploring the 
structure of this problem generally, leaving to others the probably 
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more useful role of commenting on concrete and specific aspects of 
the question. The committee’s decision to conduct a session on this 
topic reflects two assumptions which few reasonable people would 
dispute. First, maintaining a high rate of private investment capi- 
tal expenditures is an important matter. Second, the size and char- 
acter of the Federal tax system has something to do with whether a 
desirable rate of private investment can be maintained. 

Most of my comments will be concerned with the second question. 
There are, however, a few useful things to say about the first. They 
are not particularly new, but it is well for us to remind ourselves 
about why this subject is closely related to the economic welfare of 
people generally. 


I 


A high rate of private investment is important to economic welfare 
for at least two fairly distinct and separable reasons. One is, of 
course, the relationship of capital expenditures or investment to the 
business-cycle problem. It is almost a “natural law” of economics 
that depression and unemployment are very difficult to avoid unless 
private capital outlays are reasonably well maintained. A major 
reason for the mildness of the 1949 and 1954 recessions was precisely 
that these capital outlays held up surprisingly well. Indeed, from 
the peak 1953 quarter to the low point of employment in 1954, ex- 
penditures for new construction (both residential and other private) 
actually rose. This contrasted rather sharply with the 84 percent 
decline in these outlays during the great depression. 

In a modern, high-standard-of-living economy there will be a sub- 
stantial amount of saving, spending short of income. If markets for 
a full output are to be maintained, private investment must hold high 
because this is the process by which these saved dollars are borrowed 
and put back into the spending stream. 

Our preoccupation with the strategic role of private investment 
in the business cycle has tended to make us ignore the second and in 
some ways more fundamental reason that a high level of private in- 
vestment is necessary to our economic welfare. A large amount of 
capital per worker is essential if high productivity and living stand- 
ards are to be achieved. And private investment is the process by 
which this capital formation comes about. There is in use now 
roughly $11,000 of so-called reproducible wealth per person in the 
work force. This.$11,000 per worker in more concrete terms repre- 
sents the earth mover by which one man can literally move a moun- 
tain, or the tractors and combines by which the 10 percent of workers 
still on farms can produce more than enough food for the whole 
population. 

The economy, therefore, needs net capital formation to the extent 
of at least $11,000 per new person in the labor force in order to main- 
tain this average. Moreover, though the factual evidence is unclear 
oa this point, it seems probable that this figure has been growing at 
the rate of almost 2 percent per year during the last half century, 
excluding the decade of the great depression. 
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United States gross national product and the stock of productive wealth 


[Dollar amounts in billions of 1953 prices] 


i i Pie ee ’ . 
Gross_ | | Civilian || Gross Civilian 
national | Wealth | labor | et national | Wealth | labor 
product force || | product force 
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1 Estimated. 





Sources: 1. Gross national product data from U. S. Department of Commerce for years 1936 on. 1909-28 
from Potential Economic Growth Over the Next Decade, Joint Committee on the Economic Report (83d 
Cong., 2d sess.), 1954, p. 35. 1900-1908 from Paul W. McCracken, Richard Lindholm, and Lawrence H. 
Seltzer, Michigan Economy to 1970, Michigan Council of State College Presidents, 1955, p. 20. 

2. Wealth: Raymond W. Goldsmith, A Perpetual Inventory of National Wealth, in Studies in Income 
and Wealth, vol. 14 (New York: National Bureau of Economic Research), pp. 18-19. Data were con- 
verted to 1953 prices by the ratio of the 1953 gross national product deflator to 1929. 1955 was estimated 
by the use of national income data, 

3. Civilian labor force: U. S. Department of Commerce. Data for 1900-1928 from Potential Economie 
Growth During the Next Decade, op. cit., p. 33. Data are in millions. 


The subject of this panel’s discussion is, therefore, of critival im- 
portance whether we are talking about the problem of maintaining 
full employment or continued growth i in our productivity and living 
standards. Whether enough capital formation will take place to 
maintain and enlarge this $11,000 of capital per worker for a growing 
labor force will depend primarily on the vigor of policies to facilitate 
the process of private investment. 

And it seems reasonable to suppose that the nature of our tax struc- 
ture is quite importantly involved in this process. In 1954 total gov- 
ernment receipts (Federal, State, and local) were $90 billion—equal 
to 30 percent of our $300 billion national income. 


National income and government receipts, 1929-54 


{Dollar amounts in billions] 


} 

Receipts AS 
| National | Government} percent of 

| income amount national 
income 
1929 : | $87.8 i” 12.9 
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Source: U. 8S. Department of Commerce national income data. Government receipts are for Federal, 
State, and local units combined. 


This contrasts sharply with the 13 percent of national income 
accounted for by Government receipts in 1929, or even the 22 percent 
for 1940 (a year ‘of relatively low national inc ome). 

The tax system is bound to exert a substantial impact on capital 
formation simply because of the magnitude of the tax flow relative to 
the size of the economy. But this also means that specific side effects 
and inequities which might have inconsequential effects with a low 
general tax level may now have considerable significance. The —_— 
purpose of this paper is to raise some of these issues, particularly as 
they relate to private investment. 
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Il 


Decisions are not made about aggregate capital formation or total 
private investment. Total capital formation is made up of thousands 
of specific projects about which individual decisions must be made as 
to whether a specific plant ought to be built or a specific lot of 
machinery should be purchased. 

If the tax system influences capital formation generally, it does so 
by impinging on the elements which are the raw material for decisions 
about a specific capital expenditure project. And there are three basic 
questions which constitute the ingredients of any decision about 
whether to go ahead with a specific program of capital expenditures 
the purchase of new machinery or the construction of a new plant. 

1. What is the program going to cost?—-Apart from a period such 
as the puffy postwar cost-plus era, this question can usually be an- 
swered within quite narrow tolerances. And in general the lower the 
cost the more attractive the project will be. 

2. What is the cost of money to finance the project?—Obviously the 

contribution of the project to profits must exceed the going interest 
rate on funds for the project to be worthwhile. If the money is 
borrowed this is clear cut. But the principle is equally valid even if 
the project could be financed by funds on hand. ‘There is no point in 
putting the company’s money into a new plant or new machinery ex 
pected to yield a 2-percent return, for example, if the funds could be 
invested in bonds at 3 or 4 percent. 
3. What will this project contribute to the profits of the company 
during its eepected useful life?—After arriving at a judgment on this 
matter, and knowing what the project will cost, management can cal- 
culate the average rate of return it would expect to make. This is a 
matter of arithmetic. If the project is a machine, for example, cost- 
ing $1 million and good for 1 year, the expected rate of return is 6 
percent if management expects revenues to be $1,060,000 greater 
(before deducting any interest cost on borrowed money) by having 
the machine. If money can be borrowed at 3 percent, the project is 
theoretically worthwhile. If the cost of money is 6 percent, there 
would be no net advantage to the project. 

Now there is one important difficulty. This third question cannot 
really be answered. The cost of the project can within narrow limits 
be a known. But to estimate the probable rate of return which this 
project will yield, a company must also guess at how much larger 
profits will be if the capital expenditure is made. And this contri- 
bution which the project will make to company profits cannot cer- 
tainly be known. It can only be guessed at. A great deal depends 
on such things as the probable volume of production and sales, the 
firm’s or product’s competitive position in the market, the general 
business outlook, the probability that the new equipment might or 
might not quickly become the victim of even newer technological de- 
velopments, ete. None of these matters can certainly be known at the 
time of the decision to spend the money. The whole matter hinges, 
therefore, on what assumptions about these matters management. is 
willing to make in betting the company’s money. Things which make 


‘If by putting $100 into a project (good for 1 year) management expects the year’s 
revenues to be $106 higher, the expected rate of return is 6 percent. If it is a 3-year project 
and revenues are expected to yield an average of 6 percent, the equation would be: 

This can be generalized, of course, for a project of n years. 
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management uncertain about the future can affect the expected rate 
of return and therefore private investment adversely. The intan- 
gible matter of business confidence can be important in maintaining 
a high rate of capital formation. On that the lessons of history 
are quite clear. 

One of the major postwar developments in business management 
has been the substantially greater attention given to capital budget- 
ing. As budget departments have been organized, and more atten- 
tion has been given to the problem, capital expenditure decisions un- 
questionably have been made on a more orderly, and rational, and 
scientific basis. 

Nevertheless in the real world these calculations about the probable 
profitability of a capital outlay are often not made with mathematical 

recision. In some cases it would be impossible, e. g., an ornate office 
building for prestige reasons. Often rough rules of thumb are used 
to sort out and array various possible projects—those with a short or 
rapid payout being mahal (often incorrectly) better than those 
with a longer payout. 

But the key to the problem is still management’s estimate about the 
contribution to profits of the new project. And this cannot certainly 
be known until after the money is spent. 


Itl 


Taxes can serve as an incentive or stimulus to private investment. 
This is possible in many ways. 
1. Taxes used to finance developmental public works projects may 


enlarge the opportunities for profitable private investment. The 
use of gasoline taxes, for example, to rebuild and enlarge our system 
of highways undoubtedly enlarges the market for automobiles and, 
therefore, the capital outlays in the automobile industry. Indeed, it 
can be demonstrated that the deficiencies of our highway system rela- 
tive to the number of cars on the road is already limiting the market 
for automobiles. 

While to some extent the expenditures to provide these facilities 
are separable from the relevant taxes, it is still meaningful to say 
that such taxes can be part of a fiscal operation which enlarges rather 
than contracts total private investment. 

2. The existence of taxes could theoretically serve as a spur to 
businesses to step up their capital outlays. It seems reasonable to 
suppose that most managements do not take on all capital expenditure 
projects down to the marginal one where the expected rate of return 
is just equal to the cost of money in the capital market—even though 
the simple theory of investment suggests that this is what ought to 
transpire. For a variety of reasons managements will stop short of 
this theoretical equilibrium point, omitting some projects even though 
they would probably be profitable. 

A business may have some profit target or objective (either in abso- 
lute terms or as, for example, a rate of return on stockholder equity). 


2 The literature on capital budgeting and the theory of investment is quite extensive. 
Three basic contributions representing different facets of the subject are: 
1. J. M. Keynes, A General Theory of Employment Interest, and Money (New York: 
Harcourt, Brace, 1936), Book IV. 
2. Joel Dean, Capital Budgeting (New York: Columbia University Press, 1951) : 
and Managerial Economics (New York: Prentice-Hall, 1951), ch. 10. 
3. George Terborgh, Dynamic Equipment Policy (New York: McGraw-Hill, 1949). 
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If so, the imposition of a tax may force management into buying 
new cost-reducing equipment in order to keep profits up to the target 
objective. The tax may, therefore, serve as an incentive for manage- 
ments to go ahead and do what perhaps all along would have been 
profitable, but would not have been undertaken except in the absence 
of these taxes. (It seems quite likely that for taxes to have these net 
affirmative results they should be relatively moderate and not heavily 
progressive in character. But it would be even more unrealistic to 
assume that a tax system collecting revenues in excess of zero has a 
disincentive effect, the effect growing as the size of the tax burden 
enlarges. ) 

3. The possibility of imposing on the Treasury a part of any loss 
can also serve as inducement to private investment. The most clear- 
cut manifestation of this point is the penchant of some high-income 
individuals for relatively risky ventures, such as oil-well wildcatting. 
For corporations this may take the form of expenditures to put new 
products on the market—the very real chance that the venture may 
not go being offset by the negligible net loss after taxes in that case. 
(In cases where the return from the successful venture can take the 
form of a capital gain the effect is even more clear cut.) In apprais- 
ing the effect of the Treasury’s taking a substantial share of business 
earnings, the fact that the Treasury participates in losses must not be 
overlooked. 

4. The present tax structure tends to tip the scales in favor of cor- 
porations’ retaining their earnings. Stockholders can then take these 
earnings in the form of more lightly taxed capital gains. (If we 
assume that a given amount of taxes must be raised somehow, the 
more lightly taxed status of this income might largely be an illusion.) 
For two reasons, therefore, retaining the earnings increases the flow 
available for investment. They escape, at least partially, some of the 
personal income taxes. And it is quite unlikely that if all the earn- 
ings had been paid out, the added dividend income (after taxes) would 
all have been saved and returned through the capital markets to 
finance capital expenditures. To the extent that the flow of capital 
expenditures is at least somewhat sensitive to the volume of savings, 
the existence of taxes on corporate income might exert a bullish effect 
on private investment. 

IV 


Our tax system also exerts disincentive effects on private invest- 
ment. Indeed because this is the more frequently explored aspect of 
the subject, it seemed useful to point up a few considerations on the 
other side of the problem first. But the remaining comments here will 
deal with some of the ways taxation may inhibit capital formation. 

1. The point is frequently made that our present tax system tends 
to penalize the growing firm relative to those who have already 
“arrived.” Retained earnings constitute the single most important 
source of new funds for added growth and expansion.’ If half the 
earnings are diverted to the Treasury at the outset, the supply of funds 
for further expansion and growth is severely limited. The largest 


--ss 


* According to the SEC quarterly reports earned surplus and surplus reserves, at the 
fnd of 1954, accounted for $62.5 billion of the $110.8 of the stockholders’ equity for all 


United States manufacturing corporations. For various reasons the actual proportion is 
probably longer. 
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single element in the capital structure of most older corporations js 
the earned surplus reflecting retained earnings. Would a Ford Motor 
Co., for ex: ample, have been possible if a 50 percent corporate income 
tax had existed since the company began { 

This is obviously a question of substantial importance. The vigor 
and vitality of a free- -enterprise system is absolutely dependent on 
having existing companies subject to constant ch: lenge not only by 
present competitors but by new firms as well. This is an import: ant 
part of the process by which the productivity of the American economy 
has been kept so high. Anyone with a better idea should be free to 
make an assault on the status quo. In that way we are assured that 
only those who can most effectively utilize our productive resources 
will survive. 

If our tax system impedes this process, it is a serious matter, with 
the growth in our standard of living in jeopardy. The factual evi- 
dence as to whether it is in jeopardy is unclear. That. mergers have 
been occuring is common knowledge, but it is not clear that business ; in 
any meaningful sense is becoming more concentrated. The number 
of “live” businesses is in line with our national income, and the number 
of new businesses being formed is not low relative to current levels of 
business activity.* 

A Federal tax system which absorbs about 20 percent of our 
national income alters the character as well as the amount of private 
investment. This problem has many dimensions. Does our tax sys- 
tem, for example, unduly foster residential construction—which now 
accounts for about one-fourth of gross private investment? Cle: arly it 
fosters homeownership. A renter can always reduce his taxable in- 
come to the extent of the mortgage interest by buying the house. The 
interest is deductible but the value of the housing service is not in- 
cluded as a part of taxable income.® : 

A clear example is the privileged tax sanctuary enjoyed by State 
and municipal obligations. The differential in their yield rates, 
relative to other obligations, is one indication of the extent of this 
privileged position. ‘Corpor ate Aaa bonds currently sell to yield 
roughly one-third more than corresponding high-grade municipal 
obligations. In July of this year, for example, the yield rates on 
Aaa corporate bonds were 3.06 percent, compared with 2.23 percent 
on high-grade municipals or 2.96 percent on long term United States 
Treasury obligations. 

Such a privileged position inevitably gives municipal obligations 
an inside track in the capital market, and tends abnor mally to ) divert 
funds in the direction of financing these State and local public works 
projects. This is not to say that we are having too large an expendi- 
ture of funds by State and local governments. Indeed the amount is 
still too small. The privileged tax status of their obligations is 
completely neutralized by the fact that the Federal Government has 
preempted so much of that part of our national income we are willing 


‘Betty C. Churchill, Recent Business Population Movements, Survey of Current Busi- 
ness, January 1954, pp. 11-16. Cf. also M. A. Adelman, The Measurement of Industrial 
Concentration, Review of Economics and Statistics, November 1951, pp. 269-296. Mr. 
Adelman summarizes his comprehensive study in three statements the third of which is : 
Ge 298) of concentration shows no tendency to grow, and it may possibly be declining” 

p. 295) 
‘It is included in national income. 
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to spend collectively through Government. In the real world it may 
be essential to balance off a handicap with an advantage. But so 
long as this privileged tax position exists we cannot be sure that a 
distortion in the allocation of our capital resources will not emerge. 

Another question is whether the high and highly progressive per- 
sonal income-tax rates unduly choke off investment in risky ventures. 
The high-income people, according to this argument, are the only ones 
who can afford these risks. The heavy tax rates make the possible net 
gains after taxes moderate and provide incomplete assurance that the 
Treasury will participate equally fully in the losses. Therefore, as- 
sets such as tax-exempt municipals loom relatively more attractive to 
these investors. And the tax-exempt feature is more attractive to 
precisely those on whom society ought to rely for its most venturesome 
capital. 

3. Do corporate income taxes correspondingly reduce the amount 
of retained earnings? Itseems clear that the volume of gross retained 
earnings (before depreciation changes) is a limiting factor on the size 
of a corporation’s total capital expenditures will be limited to projected 
retained gross earnings even if theoretically projects whose rate of 
return substantially exceeds the cost of money must be excluded. This 
reflects the generally recognized preference for internal financing 
particularly by manufacturing corporations. 

An unresolved question is, of course, the extent to which corporate 
income taxes result in less corporate income after taxes (dividends plus 
retained earnings). The answer derived from pure economic theory 
is clear—corporate profits taxes are not passed on in the form of higher 
prices or lower wages. ‘Therefore, corporate income taxes correspond- 
ingly reduce corporate income after taxes. But there is enough con- 
trary sentiment in the business community to suggest that the answer 
is less clear cut. Even the statistics are inconclusive. Corporate 
profits after taxes in 1950 were 9.2 percent of national income, not sig- 
nificantly lower than the 9.5 percent in 1929—this in spite of the fact 
that corporate profits taxes absorbed 14 percent of before-tax profits in 
1929 and 45 percent in 1950. By 1953, however, profits after taxes 
were down to 5.6 percent of national income. For 1955 the figure will 
be roughly 7 percent, with taxes taking about half of corporate profits. 

These data suggest that the question of whether corporate profits 
taxes reduce dividends and retained earnings cannot be given a simple 
“Yes” or “No” answer. The more fruitful approach must be to ex- 
plore when and under what circumstances retained earnings are lower 
than they would otherwise be because of profits taxes. It is reasonable 
to suppose, for example, that the immediate impact of a change in 
taxes probably is at the expense of dividends and retained earnings, 
with retained earnings reflecting most of the change. It is probable 
that the capacity of businesses to adjust to profits taxes weakens as the 
tax burden becomes relatively heavier. What is true of a tax taking 
one-fifth or one-quarter of profits may not be true for a tax taking half 
or more of corporate income—particularly if high marginal rates are 
involved, as was true with the so-called excess-profits taxes. 


*The Treasury does now share more fully in losses. An individual may carry his (unin- 
corporated) business losses back 2 years and forward 5. And for a corporation losses on 
one operation are, of course, consolidated into the income statement for the company. 
Losses from a corporation’s ownership in another corporation, where the income is not 
consolidated, can only be offset against capital gains. 


68595—55 11 
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One dimension of this problem is the overstatement of profits and 
therefore profits taxes because of the tax treatment of depreciation 
charges. The response of businesses to accelerated amortization sug- 
gests that capital outlays are influenced by tax policy with respect to 
depreciation. ‘This problem has been moderated by the change in the 
Revenue Act of 1954 which does permit some more flexibility in han- 
dling depreciation. But it does not take care of the understatement 
of costs and overstatement of earnings and taxes because of a higher 
price level. This understatement has been estimated at $5 billion 
for businesses, and capital consumption allowances on a current cost 
basis have been estimated as much as 35 percent higher (for 1949) 
than the figure actually used in the national-income accounts.’ If 
capital outlays are sensitive to depreciation policy, it does not make 
sense to pursue a policy which actually does not account for the full 
current cost of production.® 

4. Does our high and highly progressive tax structure reduce the 
amount of national income being saved? If so, it probably means 
some less investment since the volume of capital outlays is not com- 
pletely unrelated to the flow of savings into the capital markets. 

The logic of the case suggests that our tax structure ought to work 
in this direction. Our present tax system is heavier on the high- 
income groups than on those with lower incomes. We also know that 
society’s savings come importantly from those with higher incomes. 
Therefore, it seems to follow, our highly progressive tax system ought 
to work in the direction of reducing total saving. 

The empirical evidence as usual is a bit inconclusive on this matter. 
A shortage of savings should be reflected in relatively high rates 
of interest. Yet interest rates are lower than the preprogressive 
income-tax era. (But this is not conclusive because our tax system 
may have reduced the demand for capital even more than the supply.) 
Moreover, there is reason to believe that the structure or the progres- 
sivity of the tax structure (as distinct from its absolute magnitude) 
may affect the flow of savings less than had been thought.® 

For whatever the reason, however, there is evidence that the ratio 
of total national savings to national income has undergone a modest 
secular decline. A trend of the ratio of total national saving to 
national income for the period 1897-1929 would give an average 
ratio of 13.1 percent for the years 1946-49, compared with the actual 
figure of 11.2 percent.° This conclusion is also suggested by the data 
on the increase in productive wealth, which show smaller increases 
relative to the increase in the labor force in recent decades than was 
true for the early part of the century. 


T Realistic Depreciation Policy—A Summary, Machinery and Allied Products Institute, 
1953, p. 19: Raymond W. Goldsmith, A Study of Saving in the United States, vol. I 
(Princeton: University Press, 1955), p. 31. 

§ The fictitious element in profits represented by understating costs of materials charged 
oa sales is allowed for in national-income data by the inventory-valuation adjustment. 
T s logic should be extended to the understatement of profits from present depreciation 
policy. 

® Richard A. Musgrave and Mary S. Palmer, The Impact of Alternative Tax Structures 
a Consumption and Saving, Quarterly Journal of Economics, August 1948, pp. 

fo-tod. 

1 Raymond W. Goldsmith, A Study of Savings in the United States, vol. I, op. cit., p. 82. 
This is the concept of savings excluding consumer durables. If purchases of consumer 
durables are included in savings the gap is smaller though still present. The denominator 
of the ratio is actually net national product rather than national income. Since deprecia- 
tion charges were too low in 1946—49, net national product is probably overstated and the 
“true” savings ratio understated, which might account for a substantial part of the gap. 
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The most reasonable conclusion, therefore, seems to be that the 
ratio of national savings to national income or product is slightly 
lower now than in the latter part of the last century or the early part 
of this one. But the decline has not been severe, and we cannot rule 
out the possibility either that it is an optical illusion reflecting im- 
perfect data or that it would have occurred in the absence of the 
changes in our tax structure. 

5. The view that heavy taxes impede capital formation has some 
support from theoretical analysis." The theory of investment implies 
that a firm will undertake all capital outlay projects from the most 
profitable down to those whose rate of return is just equal to the cost 
of money. If the cost of money (e. g., interest on debt) is fully 
deductible as a cost in computing taxable income, a business income 
tax should not restrict private investment. The tax affects both the 
cost of money and the rate of return equally. A project whose rate 
of return exceeds the cost of money on a before-tax basis will also 
exceed the cost of money on an after-tax basis. The imposition of the 
tax narrows the gap but does not eliminate it for any project. 

It is pretty clear, however, that the actual decision-making process 
does not reflect quite this precise a calculus. The actual outcome of 
any new venture cannot certainly be known at the outset. The pen- 
alty on those particular personnel who make or recommend these 
decisions may particularly severe if a project proves unwise— 
considerably more severe than foregoing projects that might have been 
rofitable. 

These considerations may help to explain the real-life fact that most 
capital budgets stop considerably short of all projects whose probable 


rate of return exceeds the cost of money. This problem may take the 
y f y 


form of the requirement that a certain spread between the cost of 
money and the probable rate of return must exist before the project 
be undertaken. ‘The imposition of corporate income taxes, even if the 
cost of money is deductible, will then eliminate certain projects if we 
visualize this gap to be a certain number of percentage points of 
return. And capital outlays would thereby be adversely affected. 

If the cost of money for financing capital outlays is not fully deduc- 
tible for tax purposes, the imposition of a business income tax will 
clearly reduce private investment. The after-tax probable rate of 
return on projects is lowered by more than the net cost of capital. 
Thus marginal projects which would just have been undertaken no 
longer qualify for the capital budget. And there is reason to expect 
that projects with a longer expected life would be particularly ad- 
versely affected. 


_. The literature on this subject is quite extensive. Cf.: BD. Cary Brown, Business-Income 

Taxation and Investment Incentives in Income, Em loyment, and Public Policy, Essays in 
Honor of Alvin H. Hansen (New York: Norton, 1948), pp. 300-316; Evsey D. Domar and 
Richard A. Musgrave, Proportional Income Taxation cad Risk-Taking, Quarterly Journal 
of Economies, May 1944, pp. 388-422; Richard Goode, Accelerated Depreciation Allowances 
as a Stimulus to Investment, Quarterly Journal of Economics, May 1955, pp. 191-220. 
Cf. also the various studies by J. Keith Butters and colleagues on the effects of taxation. 

“ For any firm the supply curve of funds is almost infinitely elastic. And the slope of 
the schedule of the marginal officiency of capital is negative. Therefore, the slope of the 
supply curve on an after-tax basis remains unchanged (but its level is longer) while the 
level and slope of the schedule of the marginal efficiency of — are reduced. Therefore, 
the requirement of some fixed premium for the rate of return eyond the cost of money will, 
of course, reduce investment. 


elon’ Cary Brown, op cit., p. 301. Accelerated amortization helps to neutralize this adverse 
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In the real world, of course, the cost of money is only partially 
deductible. Interest on debt is an expense which can be deducted 
before arriving at taxable income. But for business generally sound 
financial management requires that considerably less than all require- 
ments for new money be met by debt financing. For all manufacturing 
corporations at the end of last year, long-term debt accounted for only 
$19 billion of the $134 billion of permanent investment. For public 
utilities the ratio is somewhat higher, but even here it is generally con- 
sidered to be unwise for debt to account for more than one-third to 
one-half of total capital. The remainder is equity capital and the “cost 
of money” for equity capital is not, of course, deductible for tax pur- 
poses. If we make the reasonable assumption that as a matter of 
financial policy businesses will want to retain essentially the present 
capital structure, debt financing can then be a source of substantially 
less than half of total new capital requirements. It then follows that 
for only a minority of new capital requirements is the “cost of money” 
deductible for tax purposes. 

This seems to be the policy businesses have actually pursued. For 
all corporations permanent investments from 1945 to 1952 increased 
$138 billions, of which an increase in long-term debt accounted for 
only $40 billion or 29 percent. This did, however, raise the share of 
long-term debt in the capital structure from 20 percent in 1945 to 
24 percent in 1952.** a 


It may be useful to summarize the four basic points covered in these 
comments. 

1. Maintaining a high rate of private investment is important to 
our economic welfare not only in order to avoid unemployment but 
also because a rising amount of capital invested per worker is one of 
the primary sources of our high and rising productivity and standards 
of living. 

2. Taxes can serve as a stimulus to private investment. Tax effects 
are not all adverse. . 

3. The weight and progressivity of our tax structure also impede 

rivate investment in numerous ways. The availability of funds may 
S altered. The equilibrium amount of desirable capital outlays may 
be reduced. The structure of the tax system may considerably alter 
the pattern of allocation of our capital outlays. 

4. The weight of theoretical reasoning and empirical evidence sug- 
gests that the rate of private investment has been moderately reduced 
in recent decades relative to the earlier period when the share of the 
national income going to the tax collector was lower. 


“U. S. Treasury Statistics of Income, pt. II, 1945 and 1952. These figures are for 
corporations filing balance sheets. | 





IV. IMPACT OF FEDERAL TAXATION ON MANAGEMENT 
AND ENTREPRENEURIAL EFFORTS AND ON TYPE OF 
REMUNERATION; EFFECTS ON LABOR SUPPLY AND 
PROFESSIONAL SKILLS 


IMPACT OF THE FEDERAL INCOME TAX ON LABOR 
FORCE PARTICIPATION 


CLARENCE D. Lone, Johns Hopkins University 
1. Tue PropLem 


Is the tendency of people to be in the labor force’? influenced by 
the size of their own or their families’ incomes and by the fact that 
they must give up an appreciable part of those incomes as a tax? 

Economists and others have differed widely. in their speculations 
on this question. There are those who have argued that the lower 
the income retained (because of a tax or other reasons) the less the 
incentive to work, especially in the case of a progressive tax which 
takes larger percentages of a high income than of a low income. There 
are others who have held that the lower the income retained, the 
greater the need to work, in order to earn enough after tax to main- 
tain a desired living standard, or to save enough to provide for the 
future or to retire. There are still others who have pointed to the 
many noneconomic reasons for working—rank, fame, power, an altru- 
istic mission, companionship, convention, love of work, or habit— 
and have urged that income and taxes on income would have little 
or no influence on the decision to enter or leave the labor force. 

How are we to proceed on the basis of these speculations? Perhaps 
the safest course is to begin with the assumption that the answer 


cannot be discovered from mere analysis of human motivation. Even 
if people were motivated solely by the incomes they could retain— 
their decision whether or not to work (as their incomes were reduced 
by a tax) would depend on how the individuals value income in rela- 


1In the United States the labor force is currently defined as the sum of all persons 
who are reported by the Census to be employed or unemployed during a certain specified 
week. The employed category covers all persons 14 or older who have jobs or businesses 
for pay or profit. Specifically, it includes wage and salary employees, supervisory em- 
ployees at all levels, employers, self-employed persons, and it even includes unpaid family 
workers—such as wives or children who labor in the family store or on the family farm—~ 
provided they help produce a salable product or service. It also includes employees of 
non-profit-making enterprises and Government agencies, The unemployed includes per- 
sons 14 and older who have no job or business of the above-mentioned sort and are seeking 
such employment during the survey week. There are many things that are less than 
satisfactory about this concept from an economic point of view, and a full discussion of 
them may be found in a monograph now being prepared for publication. (‘The Labor 
Force Under Changing Income and Employment. Rational Bureau of Economic Research, 
Inec., 1955 mimeographed, chs. 3 and 4.) It is not believed that these defects are such as 
to impair the results of the present study. 
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tion to leisure.2 With the same income and the same tax, some persons 
would work more and others less; and the net outcome could be dis- 
covered only by observing how changes in income and income taxation 
affect the amount of labor that people supply in actual practice. 

The speculations on this question go back at least several hundred 
years, but the first systematic study was made about two decades ago 
by Prof. (now Senator) Paul H. Douglas in his Theory of Wages, 
one of the great books in economics. The Douglas study found that 
in a certain year, for example, 1920, the proportion of the working- 
age population in the labor force tended to be relatively high in United 
States cities with relatively low average earnings (where labor force 
participation was adjusted to take account of differences among cities 
in the age-sex, color-nativity composition of the population, and where 
average earnings were adjusted for differences among cities in the 
cost of living and in the age-sex composition of earners, so as to reflect 
the real purchasing power of an equivalent adult-male worker), 
Thus, the Douglas studies, though not relating directly to the income- 
tax problem, would seem to bear out the second group mentioned 
earlier, in its expectation that reduced incomes would induce more 
people to work. 

However, the Douglas studies—conducted as one aspect of a much 
larger research in which he was then engaged—referred only to the 
relationship between labor force and earnings among large cities and 
at a given moment of time (his first study was for 1920 and his second, 
in collaboration with a junior author, was for 1930*). His studies 
did not investigate whether similar relationships would appear over 
long- and short-run periods of time—during peacetime growth, war 
mobilization or demaiitination, or economic depression and recovery. 
They did not investigate the income-labor force relationship among 
States, among urban and rural areas of States, and among nations. 
And, on the basis of the data then available, they could not investigate 
the relationship between the labor-force participation of wives and 
the income of husbands—materials that free us from the need to rely 
exclusively on the crude unit of a large city. Finally, they did not 
investigate the relationship between labor-force participation and a 
host of other factors which may influence it either directly or through 
its relationship to earnings—family size; marriage; child-care respon- 
sibilities; use of household appliances, factory-produced food and 
clothing and commercial laundries, and other services for the home; 
school attendance; education completed; social security; retirement 
systems of firms; length of workweek; and many others. These gaps 
in our knowledge the present writer has attempted to fill in an inves- 
tigation just recently completed.°® 


2 Lionel Robbins, “On the Elasticity of Demand for Income in Terms of Effort,’’ Econom- 
ica (June 1980), pp. 123-129. There are other theoretical effects depending upon how tax- 
ation alters the distribution of income among individuals and families. Barl Rolph main- 
tains that a system of taxes which markedly reduces income inequality may be expected to 
increase the supply of effective work. The Theory of Fiscal Economics (University of 
California Press, 1954), p. 255. But even this conclusion will depend upon the assump- 
tions as to human motivation. A perfectly equal distribution of income might conceivably 
destroy all rivalry among consumers and workers and thus lead to a rather lethargic 
attitude toward effort and self-improvement. In any case we shall see later that the 
United States income tax has had very little effect on the size distribution of income for 
the overwhelming majority of the labor force. 

?The Macmillan, 1934, ch. XI, pp. 269-294. 

‘Erika H. Schoenberg and Paul H. Douglas, Studies in the Supply Curve of Labor, 
Journal of Political Economy, February 1937, pp. 45-79. 

5The Labor Force Under Changing Income and Employment, National Bureau of Eco 
nomic Research, Inc., 261 Madison Avenue, New York 16, 1955; mimeographed. 
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That recent study—which itself leaves many gaps to be filled— 
cives rather remarkable confirmation of the results of Paul Douglas, 
insofar as his results were meant to go. In answer to the question, 
“Do changes in income influence the labor force?” the study has con- 
cluded: Probably yes, provided other things do not change very 
much. The higher the income the lower the labor-force participa- 
tion—with rather great changes in incomes required to bring about 
moderate changes in the overall labor-force participation rate. 

But this conclusion applies to comparatively static conditions. 
Under dynamic conditions, the study observed that income has seemed 
to exert little or no influence on the size of the labor force relative to 
the working-age population.® If the labor-force participation has 
appeared to vary oppositely with income or earnings at a moment of 
time, but to be unrelated to them over time, what can be said about 
its response to the Federal income tax? ” 

In an attempt to answer this question, we make three types of study : 
One analyzing the labor-force participation of different income groups 
before and after income tax at a moment of time in the United States; 
the second comparing the bahavior of the labor-force participation of 
these income groups between two different periods of time—before 
and after the income tax; and the third examining the behavior over 
time of the labor-force participation of five countries with their differ- 
ential changes in the amount of income taxation.’ 


9. Lapor Force ParricipaTion or Wives spy Income Group oFr 
Husspanpb 


The only information available by income wereee at a moment 


of time is for wives. The Census has released none of these data from 
the latest (1950) census, but it has presented, on the basis of its sample 
survey data, the April 1951 labor-force participation of wives 20-44 
classified by the 1950 income of husbands, in groups ranging from 
under $500 to $10,000 and over, and by whether the wife had children 
under 18 and under 6. 

No information is given on the actual income tax paid by the fami- 
lies in these various income groups. The estimates made in this study 
are based on computations, by the Internal Revenue Service, of the 
individual income-tax liability of selected income groups of married 
persons in 1950, depending on whether they had no dependent or two 


®* Concerning this observation, more will be said in sec. 4. 

’Strietly speaking, the Federal income tax should be treated in connection with State 
and local income taxes, but they are very complicated in their application and in any case 
took less than one-half of 1 percent of total family personal income in 1950. U.S. Depart- 
ment of Commerce, Income Distribution in the United States, 1953, p. _ * 

In some ways the workers’—even the employers’—contributions for social security also 
partake of some of the characteristics of the income tax, but are nevertheless neglected 
here as not falling under the strict definition of an income tax. They differ, moreover, in 
that (1) they do not apply on incomes over a certain figure and are therefore regressive 
rather than progressive, and (2) they may conceivably be regarded by workers as a kind 
of savings or insurance payment and therefore differing from a pure income tax for which 
they receive no direct quid pro quo. 

_ Also neglected in this study are any relation between excise taxes and labor force par- 
ticipation. Yet excise taxes can be levied in such a way as to have theoretical effects on 
labor supply analogous to those of the income tax. 

“This analysis neglects any impact of the income tax on other dimensions of the labor 
supply—the hours which the labor force is willing to work, the intensity of the effort it 
is willing to put into its work, the skill and education it is willing to acquire in order to 
increase its effectiveness and its income, or the distribution of the labor force by industry 
and occupation. However, the determination of tax effects on any of these would be 
& major inquiry in itself, one which, unfortunately, would run up against a lack of the 


— of statistical materials that we have been able to draw upon for the study of labor 
oree, 
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dependents.° My own estimates were further based on the assumption 
that, regardless of income group, the average married couple with 
children under 18 had 2 dependents for purposes of income-tax com- 
putation.”° They also rest on the assumption that only the husband 
received income and that income tax was paid only on that income 
This assumption does not hold, of course, if the wife or another 
dependent works. In the absence of completely detailed information 
on the incomes of different family members, restriction to husband's 
income is an advantage rather than a disadvantage. For, if the wife's 
income were included, the income data could no longer be regarded as 
an independent variable affecting her decision to work, but rather a 
variable that was partially dependent on her labor-force participation 
and her earnings; nevertheless, leaving it out limits the amount of 
information to be derived from this relationship. 

In table 1, the variations in labor-force participation of wives, asso- 
ciated with differences in incomes of husbands, are presented for 3 
classes of wives: With children under 6; with children between 6 
and 17; and with no children under 18. Within each class, the first 
association presented is that with husband’s income before tax. This 
shows that, regardless of the child status of the wife, the higher the 
husband’s income the lower the wife’s labor-force-participation rate, 
The tendency is greatest for wives with children under 6 to care for— 
a 1-percent higher income of husband being associated with more than 
one-third of 1 percent smaller labor-force participation of the wife. It 
it intermediate for wives with children between 6 and 17—a 1-percent 
higher income of husband being associated with a one-fourth of 1 per- 
cent smaller labor-force participation of wife. And it is smaller for 
the wives with no children under 18—a 1-percent higher income of hus- 
band being associated with a one-fifth of 1 percent smaller labor-force 
participation. These differences were probably to be expected, on the 
ground that the greater the child-care responsibility of women, the 
more quickly they would respond to their husband’s prosperity to 
leave the labor force in order to care for the children. 

So much for the average tendency for all income groups. In regard 
to variations among individual income groups, several features of 
behavior may be noted. One is that the higher the income level the 
more sensitive the labor-force participation of the wives to a 1-percent 
higher income of the husband. The other is that a few of the varia- 
tions were not inverse but positive. In most cases the positive associa- 
tion was probably owing to randomness from sampling or interview 
error, for the instances did not usually occur for the same income 
change among all three classes of wives. In the case, however, of the 
income variations on the highest level, the change from an average 
income of $8,500 to one of $15,000 was associated with a higher 


® Statistical Abstract of the United States, 1954, pp. 374-375. 

1” This assumption seems to be very close to reality. Statistical Abstract of the United 
States, 1954, p. 55: Current Population Survey, Income of Families and Persons, 1950, 
P-—60, No. 9, p. 26. 

11The income received by the husband is rather comprehensive. It includes money 
Wages and salaries; net income from operation of a farm, business, or profession; net 
income from rent or royalties; interest and dividends; pensions; veterans’ payments; 
Armed Forces allotments for dependents; other Government payments or assistance; ali- 
mony: insurance benefits. It excludes, however, receipts from sale of property; with- 
drawal of bank deposits; money borrowed; tax refunds; gifts; lump-sum inheritances oF 
insurance payments. Current Population Reports, Labor Force, Series P—50, No. 39, p. 6. 

2 The average income of those receiving over $10,000 was assumed here to have been 
$15,000. 
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labor-force participation of wives—perhaps because these wives tend, 
like their husbands, to be higher earners who could afford to hire 
domestic help to facilitate their release from home duties." 

So much for the labor force behavior of wives associated with in- 
comes of husbands before income tax. The associations after tax are 
viven for wives in the different child-status classifications on lines 2, 
5,and8. The effects of the tax, computed as the differences, are given 
on lines 3, 6, and 9. In the case of the overall averages, weighted by 
the number of wives attached to each income class, these effects turn 
out to be negligible—except for wives with children between 6 and 17, 
for whom the effects are small. 

In part this was because the lowest income groups pay no taxes; the 
higher income groups nearly all show some impacts of the tax and 
these impacts are in the direction of making the labor force seemingly 
more sensitive to income changes. An alternative method would be 
to exclude these nontaxpaying groups and compute weighted aver- 
ages from those higher income groups which paid taxes. If this is 
done, the tendency “becomes one in which wives appear to leave the 
labor force in even larger percentages at higher incomes of husbands, 
both before and after tax; but the effect of the tax is still negligible ex- 
cept for wives with children between 6 and 17, for whom it is larger 
absolutely but not relatively. 

Actually, it is an exaggeration to describe these results as measuring 
the effects of the income tax on labor force participation. They are 
really an arithmetic consequence of subtracting income tax from in- 
come and then recomputing the percentage relationship between the 
same labor force participation rates and the smaller range of income 
variation after tax. The only tax effects that such a recomputation 
reveals stem from the fact that higher incomes are taxed at higher 
rates than lower incomes, and these so-called tax effects in table 1 are 
small or negligible because the United States Federal income tax is not 
very progressive for incomes below $10,000—in other words for the 
range of income covered by all but about 3 percent of the labor force.™* 
If the tax were strictly proportional, the income-labor force associa- 
tion would be the same before and after tax and no such effects would 
be revealed. 

More important, however, is the fact that the computations in table 
1 can tell us nothing about how the earnings, and the tax on earnings, 
of other family members beside the husband would influence the deci- 
sion of the wife to work. Furthermore, they can tell us nothing 
about those cases in which the wife—facing the prospect of paying an 
income tax on her earnings, usually without deductions for many 
extra household expenses incurred as a result of her w orking—would 
decide that it was not profitable to work. There would be no objective 
measure of such a decision, for in those instances in which the decision 
was not to work, both the potential earnings and the labor force partici- 
pation would be unrecorded. 

How then can such effects be detected? Only, it would seem, by 
studying the labor force participation over time—before and after the 
income tax, 
mmesitieitbillatinins 


’This is the explanation given in the census report. Current Population Reports Labor 
Seven Series P—50, No. 39, p. 4. 
“ See the discussion toward the end of this study. 
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3. Tue Lapor Force or Wives sy INcome Group or Huspanp—Coy. 
PARISON OF THE BEFORE-TAx SITUATION In 1940 WirH THE Tax 
SrrvuaTION rw 1951 


For such a study we can compare the results for 1951 with statis- 
tics on labor force of wife by income of husband from the 1940 census 
when the income tax was so low that it was not effective for virtually 
the entire range of income groups covered by the census labor force- 
income tabulations (table 2). Since the income groupings at the two 
dates were very different, only the weighted averages are compared. 
According to these averages, wives manifested less sensitivity to 
changes in income of their husbands (before or after tax) in 1951 than 
in 1940, but the difference was scarcely significant in the case of wives 
with young children and was only moderate in the case of wives with- 
out young children. 

This lack of manifest difference does not prove that the income tax 
paid on husbands’ incomes has had no effect on the wives’ labor force 
participation. For one thing, the comparisons are not exactly the 
same. The data on husbands’ income in 1939 cover only wage and 
salary earnings, including tips, commissions, and bonuses; whereas 
those of 1950 cover husbands’ incomes from virtually all sources. 
The wives in 1940 are those with and without children under 10, 
whereas the wives in 1951 are those with and without children under 
6 years of age. The weighting was less satisfactory in 1951, because 
less information was then available on number of wives with and 
without children in each income grouping. The economic situation 
in April 1940 was still one of severe depression, whereas that of April 
1951 was one of Korean war prosperity, so that wives of different 
income groups in 1951 may have faced very different relatiy » em- 
ployment opportunities. Finally the labor force participation of 
wives had increased very greatly over the intervening decade, so that 
it stood on a much higher level in 1951 than in 1940. 

It is therefore possible, though scarcely likely, that these differ- 
ences produced effects on the labor force participation of wives that 
almost exactly canceled the opposite effects of the income tax. In any 
case, the investigation so far refers only to the income of the husband 
and the labor force participation of the wife in the United States. 
We turn therefore to our third study. 


4, Lapor Forcr Participation or Aut Groups anp INcomE TAx 
Cuances Over Time—Frve Countrirs 


The larger study mentioned earlier has found that the overall labor 
force participation rate has been extremely stable from one high em- 
ployment census year to another, and that this stability has held 
for the United States as a whole since 1890, and partly since 1820; 
for Great Britain since 1911, and partly since 1841; for Canada during 
1911-51; for New Zealand during 1896-1951; and for Germany dur- 
ing 1895-1939." Inthe United States the labor force participation rate 
has also been stable over time in rural areas, urban areas, and large 
cities (taken in the aggregate, but not individually). The labor force 


15 A discussion has been made of the differences in labor force concept and measurement 
technique in the United States over time, and between the United States and the other 
countries. The Labor Force Under Changing Income and Employment, op. cit., ch. 4. 
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participation has remained relatively stable in all the five countries 
during periods when real annual disposable incomes per adult male 
equivalent worker, or per capita, were increasing. All the countries 
except Germany (for which the income changes were uncertain as the 
result of great military defeats and territorial changes), manifested 
soletatiil income increases, for both the overall period and almost 
every decade. 

The overall labor force participation rate has remained thus stable 
in spite of marked changes in the labor force participation rates of 
major age and sex groups within the labor force. In all five countries 
every male age group has manifested some decline in labor force par- 
ticipation—as might be expected on the basis of Douglas’ and my 
studies of the relationship between income and labor force at a moment 
of time. But most female groups have shown some rise—in defiance 
of the results among cities and among wives of husbands in different 
income groups. 

The above results were drawn from comparisons of labor force par- 
ticipation with personal incomes after income tax. What would have 
been the results, if the labor force participation had been compared 
with changes in the tax itself? The following behavior is based on 
tables 3 and 4, 

United States —There was no Federal income tax during 1890-1910, 
and during 1920-40 the tax took only 1 or 2 percent of personal income 
and bore on only a tiny proportion of the labor force. Between 1940 
and 1950, however, the tax had risen to 7.7 percent of personal income 
and was paid by perhaps two-thirds of the Nation’s earners. There 
does not seem to hue been any change in labor force behavior that 
could be traced to the change in the amount and coverage of the tax— 
certainly no disincentive effect. The male labor force participation, 
which had been declining at every decade date since 1890, continued 
to decline, though slightly; the female labor force participation, 
which had been rising at every decade date since 1890, rose substan- 
tially: the overall labee force participation, which had maintained 
a high degree of stability from one decade date to another, continued 
to show only minor changes, i. e., a slight rise. 

Great Britain.—There was an income tax at every decade date be- 
tween 1911 and 1951. The average percentage of personal income paid 
in tax rose to a level between 1911 and 1921 almost as high as that in 
the United States three decades later. It was associated with a slight 
decline in the labor force participation of males, females, and both 
sexes, but, these declines were negligible—much smaller than that 
which occurred between 1921 and 1931 when the tax scarcely changed 
at all. There was a sharp rise again between 1939 and 1951, to an 
average payment of 10.8 percent **“—about 1.4 times that of the United 
States at approximately the same time. The British tax has also been 
more progressive than the United States tax on moderate incomes.”* 
During this interval of world war and recovery, the labor force par- 
ticipation of males fell substantially, that of females rose a bit, and 


This is the average percent which the amount of income tax was of all personal 
incomes, including transfer payments, during the 3 years 1949-51. The percentage which 
it bore to taxable income was somewhat higher. 

“In 1950-51, persons in the low-income range, £150-250, paid 2 percent of their total 
income in income tax, whereas those in the moderate income range of £750-1,000 paid 
16 percent and those in the still moderate range of £1,500—2,000 paid an average tax of 
one ae Great Britain, Central Statistical Office, Annual Abstract of Statistics, vol. 90, 

953, p. ; 
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that of both sexes combined declined somewhat. However. the over. 
all labor force participation rate, standardized for age and age-sex 
composition, was almost exactly the same as in 1911 when the effective 
tax was very low. 

Canada.—The percent of personal income paid in tax was very 
small in 1921 and 1931 and still small, but more substantial, in 1941, 
Between 1941 and 1951 it became sizable; but even in the latter year 
it was well below that of the United States and only half that of 
Britain at approximately the same time. This rise was associated 
with an increase in female labor force participation about the same 
as that which had occurred in 1921-31 and 1911-21 when the tax was 
not rising; and it was also associated with a fairly sharp decline in 
male participation. The labor force participation of both sexes also 
declined, but this was largely because 1941 was a war year when the 
labor force had been inflated; the 1951 labor force participation was 
still somewhat above that of the decade dates 1911-31. 

New Zealand.—The income-tax percentage was very low in 1901, 
the only year before 1926 for which fairly satisfactory income data 
are available. It was higher in 1926 and 1936, but still comparatively 
low. Between 1936 and 1945, however, the average tax increased to 
11 percent of personal income. After 1945 there was a decline but 
the tax was still 9 percent in 1951—not much about the United States 
average, though it should not be entirely ignored that the social serv- 
ices taxes in New Zealand bring the total of direct taxes in 1951 to 
18 percent. The labor force participation of males was sharply down 
between October 1945 and 1951, compared to 1936, no doubt partly 
as a reaction from the years of enfcrced service in the military forces 


and defense industry, for New Zealand had taken an extremely active 
part in World War II. That of females was up substantially over 
1936, though less so in 1951 than in 1945; that of both sexes com- 
bined was down a bit in 1945 and down a bit further in 1951. 
Germany.—Some income tax was levied in Germany throughout 
the poe 1895-1950. It was negligible during 1895 and 1907, appre- 


ciable in 1925 and 1933, substantial in 1939 and 1950, though below 
the averages in the United States and New Zealand. The rise was less 
than that occurring in the United States during the same decade. 
The labor force participation of females in 1950 was below that wn 
1939, but about the same as in 1907. That of males was well below 
1939, 1925, or 1895. That of both sexes combined was somewhat below 
most of the previous census years, but it was a bit above 1895. 

Concerning all these developments in the five countries over time, 
several features are noteworthy. First, there was no tendency for the 
labor force participation to change in any systematic way with the 
percentage of personal income paid out in tax. In the years when the 
effective income tax rose the most, the overall labor force participation 
either failed to change, changed only mildly, or changed in about 
the same amounts as it had in years when the income tax was a negli- 
gible factor or was not changing. 

Second, the differences in the labor force participation among the 
five nations in recent years, when the income tax has been a substantial 
percentage of personal income in all the countries, has not borne any 
relation to the size of that percentage. Canada had the lowest labor 
force percentage and the lowest relative tax, but Germany, with only 
a slightly higher tax, had the highest labor force participation, and 
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New Zealand with the next to the highest percentage of income taxa- 
tion had the median rate of labor force participation among the five 
nations. 

Third, the labor force has rather definitely been a lower proportion 
of the working age population (standardized for differences in age 
and sex composition) in those nations with high average real incomes 
per equivalent adult male employed worker; and this inverse ten- 
dency seems to have been stronger with incomes after tax, suggesting 
that though the income tax has not been a powerful enough factor to 
determine the size of the labor force by itself, it may have exerted 
some influence in conjunction with the level of income on which it 
is based. 

5. Conciusion 


On the whole, these various studies summarized in this paper give 
the impression that the income tax has not exerted much influence on 
the level of the labor force participation either in the United States, 
or in the four foreign countries whose experiences we have examined. 

This does not mean, of course, that the income tax is incapable of 
exerting manifest influence on the labor force participation. In the 
foregoing studies of changes in the income-tax burden over time, there 
was only one instance—a minor one—in which a rise in income tax was 
responsible for leaving the average labor force member with a smaller 
real income after tax than he had at a previous decade date with a 
smaller tax. In all these countries the decades of the greatest in- 
crease in percentage of personal income going to tax were also gener- 
ally the decades of the greatest increase—both absolute and relative— 
in the real income after tax. 

So much for the average tax on average personal income of all 
workers. Concerning the distribution of the income tax among in- 
dividuals, it may be said that the income tax has not been a major 
burden on most of the labor force—even in recent decades when it 
reached its highest peacetime levels and most progressive peacetime 
rates, and when it could be said that it was the most productive revenue 
source in the American tax system.” In the United States in 1950, 97 
percent of the individual tax returns, including joint returns, reported 
incomes of under $10,000 and paid an average tax of 10 percent or less 
of adjusted gross income; * and the lack of progressiveness of this 
tax for most of the labor force is attested by the fact that the dis- 
tribution of the personal income tax by quintiles differs very little 
after tax from that before tax. Even the percentage of income going 
to the top 5 percent of income recipients was not changed much by 
the income tax. In Great Britain in 1950-51, 93 percent of persons 
receiving incomes above £135, paid 8.6 percent or less of their total 
income in income tax.” In Canada and Germany the tax has been still 
less burdensome on most individuals. In New Zealand—not count- 


% The Labor Force Under Changing Income and Employment, op. cit., ch. 5. 

* Lewis H. Kimmel, Taxes and Economic Incentives (Brookings Institution, 1950), p. 67. 
_™ The extra income tax paid by the $10,000 to $15,000 group over that paid by the 
$5,000 to $10,000 group was less than 20 percent of the extra income; the extra income 
tax paid by the $5,000 to $10,000 group over that paid by the $4,000 to $5,000 group was 
about 16 percent. Statistical Abstract of the United States, 1954, p. 378. 

Income Distribution in the United States, op. cit., pp. 9, 86. 

= Annual Abstract of Statistics, 1953, p. 244. 

* The Canada Yearbook, 1952-53, p. 1044; Statistisches Jahrbuch fiir die Bundes 
republic, Deutschland, 1954, p. 423. 
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ing the very heavy social security taxes—three-fourths of the income- 
tax assessments in 1950-51 were for an average tax of 4.5 percent or 
less of their returnable income. Thus, the absence of a manifest 
effect of the income tax on labor force participation may have been 
because during the history of the tax thus far it has been relatively 
moderate and unprogressive for most of the labor force; the effect of 
the tax on that small part of the labor force in the high-income groups 
upon whom the tax is high and progressive would have to be enormous 
in order to carry a discernible impact on the labor force as a whole. 


* New Zealand Official Yearbook, 1954, tables on pp. 847 and 853. 
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TABLE 2.— Weighted average’ percent by which the labor-force participation rate 
of the wives was smaller, for each 1 percent by which husbands’ income was 
larger; comparisons between 1940 when the income tax was not effective for 
most of the labor force, and 1951 when it was effective on most labor force 
groups, by child status® of wife (United States) 


Wives with young children 
Wives without young children 





1940 3 No 


tax effective! 


1951 3 


ees 


Tax not 


deducted 


Tax de- 
ducted 


—0. 37 
—. 25 


1 Weighted according to number of wives attached to the various income groups. 
2 Children under 6 in the ease of the 1951 data; children under 10 in the case of the 1940 data. 
$ Labor force for April; income of the previous calendar year, i. e.,91939 andgl1940. Forgexplanation of 
differences in labor force and income classifications, see text. 


Sources: 1940: 16th Census of the United States (Population, The Labor Force), Employment and Family 
Characteristics of Women, table 23, 1951. This study, table 1. 


TABLE 3.—Personal disposable national income’ per adult-male-equivalent em- 
ployed, 8-year average,’ before and after income tax,‘ 1929 United States 
dollars,, 5 countries 

UNITED STATES 


| 


1390 | 1900 | 1910 | 1920 | 1930 





Income before tax 1,011 | 1, 203 | 1, 418 | 1, 521 | 2, 102 
ee 0 | 0 | 0 | 35 | 23 





1,418 | 1, 486 | 
| 


Income after tax........-. 1,011 | 


1, 203 | 2,079 | 


GREAT BRITAIN 


ie | 


1911 | 1921 | | 1951 





Income before tax ‘ 1, 216 | 1, 220 | 1, 309 | 1, 843 
Tax 26 | 85 85 | 199 


Income after tax._...--.-.-- LoS ROY aed | =, 190 | 1, 135 | 1, 224 1, 644 


CANADA 





| 192 | 1981 | 1941 1951 
1, 352 | 
12 | il 


1, 340 | 1,411 | 1, 634 2, 203 


I NN te i a 


1,422} 1,678| 2,339 
| 44 | 


136 
a 


NEW ZEALAND 


1901 | 1926 1936 1945 





Income before tax 1,599} 1,251 | 


> | 35 | 45 | 
Income after tax | 1, 564 1, 206 | 


See footnotes at end of table. 
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Taste 3.—Personal disposable national income’ per adult-male-equivalent em- 
ployed, 3-year average, before and after income taz,* 1929 United States 
dollars, 5 countries—Continued 


GERMANY 


; : Federal Republic 
Post-World War I boundaries without Saar of Germany with- 
! out Berlin 


1895 1907 | 1925 1933 1939 1939 1950 


e———————LLLLLES ES eee eee lo — _—————————_——_—- — —~-- — 
| one . . oan . : a 

Income before tax......--.---.- | 783 | } 787 25 956 792 

3 4 28 57 50 





759 SUL 742 


1 Includes, where data are available, national income (wages, interest, dividends, rents, and profits) less 
corporate profits withheld and social-security contributions paid or withheld, but plus Government and 
business transfers to persons. Where such data are not available an approximation to this concept has 
been made through modification of national product data. The Labor Force Under Changing Income and 
Employment, op. cit., appendix F. 

? The numbers of equivalent adult male employed workers is approximated roughly by weighting the 
number of women and youths by a crude measure of their average earnings relative to adult males. 
Op. cit., appendix C, These adjustments have no relevance to the estimate of the income tax paid, but are 
made so that changes in the age-six composition of the labor force will not affect the statistics of income per 
worker. 

3 Except for years when data were not available, the income data refer to the average of the census year 
and the 2 preceding years. The use of 3-year averages has the advantage of minimizing variations arising 
out of statistical difficulties in measuring income or of allocating its flow to a particular year. It also recog- 
nizes the fact that the worker may not respond in his labor force participation to income changes without 
some lag or may not respond to income changes which he regards as temporary. However, comparisons 
have also been made elsewhere with incomes of the census year alone. hese comparisons do not yield 
results essentially different from those achieved through use of the 3-year averages. Op. cit., appendix F. 

‘ Actual aggregate income taxes paid by individuals divided by the number of equivalent adult-male 
employed workers. 

5 See op. cit., appendix F, for explanation of the income data, the methods used in adjusting the incomes 
for changes in prices, and methods used in converting incomes expressed in foreign currencies to United 
States dollar equivalents, 


68595—55 12 
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TasLe 4.—The labor force per 1,000 population, 14 and older of the same sez, 
5 countries 


UNITED STATES, APRIL 1890-1950 ! 3 





1890 | 1900 | 1910 1920 


pedis. poiisi) Wo | » a 874 | 860 | 859 
Females__- ant 9¢ 210 | 228 | 232 


Both sexes 542 | 544 | 545 


GREAT BRITAIN, 1911-51! 


1911 1921 1939 1951 
April June June April 


I a oats Bh da elie gaia 919 - 873 
388 
627 | 


NEW ZEALAND, 1896-1951 ! 


1896 1901 1906 1911 1921 1936 1945 + 1951 
April | Mareh; April | April March | Sept. {| April 


NR i cactccnmackeum 5 


GERMANY, 1895-1950 ! 


Federal Repub- 
lic of Germany 
without Berlin 


Post-World War I boundaries 
without Saar 


1895 1907 1925 1933 1939 1939 1950 
June | June | June | June May | May | Sept. 


893 894 882 
428 450 480 475 
661 672 5 676 678 


1 Standardized for age-sex composition on the basis of the composition of the United States population 
in 1940. 

2 Standardized for rural-urban composition of the population on the basis of the composition of the 
United States population in 1940. In the case of Canada, rural-urban labor force participation rates were 
lacking, and it was assumed that the effect of standardization for changes in rural-urban composition was 
the same as in the United States for comparable years. 


Source: The Labor Force Under Changing Income and Employment, op. cit., appendix A, 
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EFFECTS OF TAXATION ON METHODS OF REMUNERA- 
TION FOR PERSONAL SERVICES 


Robert A, SCHULMAN, Wenchel, Schulman & Manning, Washington, D. C, 


This subject, of necessity, relates to those persons in the higher 
income brackets. Progressive rates of income tax, and the distinctions 
accorded by the internal-revenue laws in favor of investment appre- 
ciation aon other unearned income as against earned income, have 
generated a series of methods adopted by executives and other high- 
bracket income earners to try to spread their annual incomes over 
periods longer than the periods in which their principal efforts are 
expended, and major services rendered, and to provide funds for 
what may be expected to be their leaner years. 

Certainly the Congress is aware of at least some of the trends 
presently prevailing in this field. It seems safe to say that sophisti- 
cated executives indy generally seek to achieve means of receiving 
their high compensations in a variety of ways designed to mitigate the 
effect of high tax rates. More and more frequently, they are content to 
receive currently the rewards of their achievements only to the extent 
needed to maintain their desired standards of present living. 


PrincrieAL Metruops Utinizep To Drerer ComMpEeNnsATION oR REALIZE 
Oruer Beneritrs From SeErvICEs 


The methods, both statutory and Ses utilized today to 
defer compensation and in some instances to realize capital gain are 
briefly outlined herein and their tax consequences compared. 


EMPLOYEE STOCK OPTIONS 


One of the more popular techniques currently in vogue is the grant- 
ing of stock options to key employees presumably as an incentive 
device for the corporate employer’s benefit, but, equally realistically, 
to defer and transform what might otherwise be additional compensa- 
tion to key executives and employees into more net keepable cash. 
So-called restricted stock options to buy stock of the employer are 
granted to employees at a price which in an expanding economy is by 
all odds calculated to favor the recipient employee when he exercises 
his option at some subsequent date. For a number of years the Treas- 
ury had distinquished between “compensatory” and “proprietary” 
options and determined the taxable or nontaxable status thereof to the 
employee by reference to the purely fact question of the employer’s 
purpose in offering the option. 

The Treasury ceased to make this distinction following the decision 
of the Supreme Court in Commissioner v. Smith (324 U. S. 177 
(1945) ; rehearing denied, 324 U. S. 695 (1945)). Although it is 
perhaps difficult to find, in this decision itself, justification for the 
Treasury’s interpretation, the Treasury nevertheless changed its prior 
attitude and thereafter took the view, by amendment to its regula- 
tions, that if, pursuant to option or otherwise, an employee aliens 
property from his employer for less than its value at the time of the 
purchase, the differential must be treated as compensation taxable as 
ordinary income to the employee, notwithstanding that he would have 
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to pay such tax out of other funds if he were unable immediately to 
dispose of such property for cash. 

Congress did not wholly approve of this single-minded treatment 
and in 1950 gave its blessing to restricted stock options as a matter of 
social policy and sanctioned a means whereby corporations may attract 
new management, retain the services of executive employees, and stim- 
ulate keener interests of the employee in the business and, in addi- 
tion, the employee may eventually realize capital gain rather than 
ordinary income. Presumably Congress believed that the contribu- 
tions of the executive class of employees to the national economy were 
sufficiently important to justify this type of advantageous tax treat- 
ment. Today, when a stock option qualifies as a restricted stock option, 
no tax is imposed, either at the time the option is granted or at the 
time it is exercised. The only tax impact, if any, is at the time the 
stock is sold or otherwise disposed of, and thus, under certain condi- 
tions which are usually met with little trouble, any gain then realized 
is a capital gain. Moreover, if under usual conditions the executive 
holds his stock until death, even the capital gain tax may be avoided. 

Perhaps the use of restricted stock options goes further than the 
original congressional intent. Many executives today are happy to 
receive additional recognition of their services by way of stock options 
instead of increase in salary, and, indeed, it is rumored that some have 
gracefully submitted to a decrease in salary in order to obtain the dif- 
ference by way of the stock-option route. 

So long as our national economy is expanding, little doubt exists 
that this means of receiving compensation at capital-gain rates will 
grow; in the event of a declining economy, however, the lack of 
anticipated benefit will, because of the likely failure of the stock to in- 
crease in value over the option price, go far to halt its progress. 

If the congressional intent was to reward the executive class of tax- 
payers for their contribution to the economy, it is perhaps pertinent 
to point out that the class so rewarded consists almost entirely of the 
executives of large publicly held corporations. In a very practical 
sense, the statutory relief does not lend itself to use by a closely owned 
corporation because of the unique and specially difficult problem of 
accurately valuing the stock of such corporations. 

The fact is that, whether it intended to do so or not, Congress has 
favored the key executives of large publicly owned corporations and 
has afforded no similar degree of benefit to executives of smaller or 
closely held corporations. And it seems appropriate for the practical 
and perhaps unintended results of legislation generally to be called to 
the attention of Congress for proper consideration by that body. 

Section 421 of the Internal Revenue Code provides that in order to 
meet the statutory definition of a restricted stock option, the option 
price must be at least 85 percent of the fair market value of the stock 
on the date of granting the option. Most closely owned and many 
other small corporations and their executives have no desire to take the 
risk of placing a value on stock where there are no acceptable measures 
of value such as independent sales or public listings. In far more 
simple matters involving valuation, taxpayers’ valuations are continu- 
ously challenged by the Treasury, and, when an entire intended result 
may fail because of a difference of opinion in regard to value, it is not 
difficult to understand why section 421 is of little avail to closely 
owned corporations and their particular key employees. 
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Under two recent decisions, compensatory stock options which do 
not qualify under section 421 have been held to generate ordinary 
income to the employee only to the extent of the spread in value at 
the time of receipt of the option, rather than the greater spread at 
the time of its exercise, the option itself being treated as the only in- 
tended compensation rather than as a contract right to acquire addi- 
tional compensation (Commissioner v. Stone’s Estate, 210 F. (2d) 33 
(C. A. 3d 1954); McNamara v. Commissioner, 210 F. (2d) 505 (C. A. 
7th 1954)). In view of these decisions it is apparent that in some 
instances a nonrestricted option may be more beneficial than a 
restricted one. 

LEVERAGE STOCK 


Because restricted stock options are for practical reasons not gen- 
erally available in close corporation situations, many such companies 
have turned to transactions involving outright sales of stock to ex- 
ecutives. Most elementary, of course, is the outright sale of stock 
to an employee for cash. This is not an appealing alternative, be- 
cause in normal circumstances the executive does not have sufficient 
cash to purchase more than a minute participation in the business. 
The financial hardship thereby generated is sometimes alleviated by 
long-term payment arrangements under which the executive acquires 
a block of stock and pays for it over a period of several years, but 
this, too, has its drawbacks. Unless there is a binding obligation on 
the executive to keep up the payments and the financing arrange- 
ment has all the other elements of a bona fide loan from an institu- 
tional lender, the transaction may be deemed the equivalent of an 
unrestricted compensatory stock option. On the other side, if there 
is an irrevocable commitment by the executive, he may later find that 
he is burdened with an obligation which he cannot meet, and this 
risk is most seriously aggravated if, in a time of declining economy, 
he must continue to pay for stock which has decreased substantially 
in value. 

Understandably, therefore, numerous corporations have turned to 
the so-called leverage stock transaction. There are numerous varia- 
tions of this procedure, but the common goal is to reduce the present 
value of the stock to be sold to the executive down to a point where a 
comparatively small outlay of cash will buy a respectable percentage 
of the common stock equity. If, for example, only one class of com- 
mon stock is outstanding, new preferred stock may be issued tax free, 
either by way of stock dividend or pursuant to recapitalization, to 
the present holders of the common. Since the tax-free issuance of 
the preferred to the present stockholders will diminish the value of 
the outstanding common, the executive can then purchase, for a rela- 
tively modest amount, a significant common stock equity which, if all 
goes well, may be worth a substantial sum in the future. 

In any of these stock purchase arrangements, the question of fair 
market value must, of course, be met. However, if there is evidence 
of good faith and arm’s length negotiations or other bona fide efforts 
to sell the stock at its true value, there is relatively little degree of 
risk that any element of compensation will be found. 

In those leverage situations where preferred stock is utilized, the 
preferred stock so received by the old stockholders will ordinarily 
constitute so-called section 306 stock under the Internal Revenue Code 
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of 1594, subject to the special inhibitions of that section, and the old 
stockholders may not be enthusiastic about receiving such tainted pre- 
ferred stock in order to enable one or more executives to acquire com- 
mon stock at a price within their means to pay. That is to say, 
although a stockholder is customarily free to sell off a portion of his 
stock with the profit subject only to capital-gains rates, the sale by 
him of preferred stock received by way of tax-free stock dividend 
or recapitalization while he still retains all or most of his underlying 
common will result, by reason of section 306, in the receipt of ordinary 
income and not capital gain; whereas the sale by him of some or all 
of his remaining diluted common will, of course, diminish his par- 
ticipation in the future growth of the enterprise. 

One of the most critical problems of small business today is attract- 
ing and retaining the services of top-flight personnel. It appears 
that it is increasingly more difficult for small corporations to cope with 
the situation. Although unable in most cases to pay as high salaries 
and bonuses or to grant as substantial benefits by way of pensions as 
publicly listed corporations, the average smaller company has the one 
advantage to offer in that, if the necessary arrangement can be worked 
out, an executive may end up with substantial ownership of the busi- 
ness. 

Whether this objective is in some measure indirectly impeded, 
however, by the restrictions imposed by section 306 as respects pre- 
ferred stock which may have to be issued tax-free to old stockholders 
as a preliminary step, is something of an open question, and section 
306, which was enacted primarily for the purpose of preventing so- 
called preferred stock bailouts, may have the collateral effect of fur- 
ther retarding acquisition by key employees of a common stock par- 
ticipation. 

PENSION AND PROFIT-SHARING PLANS 


Pension and profit-sharing plans have long been recognized as 
presenting an appropriate method whereby an employer may provide 
an additional source of remuneration which can be made available to 
the highly paid executive or employee at a time when his income is 
likely to be lower and therefore subject to tax at a lower rate. 

The Congress has legislated most extensively in this field, primarily 
in the Revenue Act of 1942, with the intention of fostering the adop- 
tion of such plans as a matter of social policy, and it is the clearly es- 
tablished position of the Federal Government that certain tax ad- 
vantages will be made available to both employers and employees en- 
tering upon an approved plan of this type. 

In order to secure this preferable tax treatment, however, it is neces- 
sary that a separate fund be established as the source of future pay- 
ments under the plan, and that the particular plan meet the conditions 
prescribed under sections 401 et seq. of the 1954 code, which are de- 
signed to restrict this treatment to those plans which will accomplish 
the aims intended by the Congress. These conditions, the technical 
provisions of which are well known, are primarily intended to insure 
that any such plan shall be used for the exclusive benefit of the em- 
ployees participating therein, and, most specifically, that the plan 
shall not be discriminatory in favor of highly paid officers and execu- 
tives. 
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If the plan complies with the statutory conditions, the contribu- 
tions made to it by the employer will be deductible in the year in which 
they are made, within the limitations set forth under section 404 of 
the 1954 code. The employee, in his turn, will not be taxed with re- 
spect to any such contri utions until amounts from the fund are actu- 
ally paid or distributed to him. Moreover, under the more recent 
amendments to the code, if the employee or his estate should receive 
the total distributions payable under the plan in a single taxable year 
on account of his death or other separation from the service of his 
employer, the amount so distributed will be eligible for capital gain 
treatment. 

In the case of the highly paid individual, while the benefits of a 
pension or profit-sharing plan are of undoubted value to him, such 
plans are of somewhat limited utility as a device whereby he may 
protect any very considerable portion of the compensation for his 
services from the effects of a high rate of tax. The statutory require- 
ments which must be met if the plan is to have the status of a qualified 
plan necessitate the coverage of relatively large classes of employees 
and, for the most part, effect a practical limitation on the amount of 
benefits which can be made available to any particular participant. 
Consequently, the use of these plans is commonly regarded in con- 
temporary thinking on the subject as providing only a partial or in- 
terim solution to the key executive’s problem. 

Nevertheless, the realistic desirability of providing a more effective 
measure of remuneration to an executive and the necessity of provid- 
ing additional inducements to him in order to meet the possibility of 
outside competition for his services, has led many corporations and 
other employers to adopt such plans. 

It would be both interesting and beneficial to determine how many 
plans presently in effect have been adopted primarily to obtain 
coverage for certain key executives or employees, without much 
thought being given to the social policy involved. I know of no avail- 
able statistics on this point. It is, I think, quite possible that if key 
personnel could be successfully afforded protection in other ways, the 
number of plans, adopted by the smaller companies at least, would be 
somewhat less than at present. Although these plans conform to ideas 
of sound social policy which have long carried common acceptance, 
it would seem that this result may frequently be more incidental 
than intentional, and that many employers are motivated to a con- 
siderable extent by the desire to retain key personnel in their employ- 
ment. 

DEFERRED JOMPENSATION 


In the absence of adequate legislative coverage, certain groups of 
taxpayers who derive their income primarily from personal services 
have resorted to what are ane known as delemsea compensa- 
tion arrangements. Such arrangements are widely used for corporate 
executives and for the benefit of persons whose chosen careers are 
normally much shorter in term of years than is that of a corporate 
executive. For example, in the entertainment industry, and in the 
field of professional sports, many variations of deferred compensation 
arrangements have come into play. 

It was long ago settled that the purchase by the employer of an 
annuity for an employee outside of and not as part of a qualified 
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pension or profit-sharing plan, did not solve the problem. If the em- 
ployee’s rights to the annuity contract are nonforfeitable when the 
employer purchases the annuity, the employer receives a tax deduction 
for his payment currently and the employee is currently taxed on the 
amount of such payment, whether or not he can benefit ultimately 
therefrom in any way except by living long enough, and notwithstand- 
ing that he has to obtain other funds with which to pay an immediate 
tax thereon. Nonforfeitable annuity contracts do not help the em- 
ployer substantially in holding the services of the employee and do 
not help the employee to spread income. 

Likewise, if the employee’s ultimate rights to the annuity contract 
are forfeitable, as for instance, if they are dependent upon his re- 
maining in his employment for a specified further period after the 
employer has paid for the annuity, the employee is not taxable until 
he actually begins to receive the annuity payments, but the employer 
at no time gets a tax deduction for payment of the annuity. ; 

Transfers to nonqualified trusts for future payments to employees 
are more or less similar to annuity arrangements and are unsatis- 
factory to the employer and to the employee for the same reasons as 
are annuity contracts. The income tax statutes subject such non- 
qualified employee trusts and annuities to similar rules. 

The inadequacy of such arrangements in practical operation has 
led to the use of deferred compensation contracts, unsecured and un- 
collateralized by annuity or trust or other setting aside of funds by the 
employer for such purpose. 

Under one of the more typical forms of deferred-compensation con- 
tracts currently popular, the employer agrees that if the employee 
remains in the service of the employer until normal retirement age, 
the employer will pay him a designated amount thereafter for a speci- 
fied number of years or for life. In some such contracts provision is 
made for certain payments to the employee’s widow or other desig- 
nated beneficiaries after his death. Even though employers under- 
take pension or profit-sharing plans which qualify under the Internal 
Revenue Code, they frequently make use of individual deferred- 
compensation contracts also. . 

Two theories for taxing the employee prior to his actual receipt of 
such compensation have been advanced by the Treasury. One is the 
theory of constructive receipt, and the other is the economic benefit 
theory. The Treasury has had little success in promoting either the- 
ory, and, in fact, has thus far been defeated in the courts in all cases 
involving the economic benefit theory. See, for example, Commis- 
sioner v. Oates (207 F. (2d) 711 (C. A. 7th, 1953)). Veit v. Com- 
missioner (8 T. C. 809 (1947) ; Veit v. Commissioner (8 T. C. M. 919 
(1949) ). 

Some strange and curious concepts have evolved from the somewhat 
sparse litigation in this field. For instance, the Tax Court has distin- 
guished ordinary commercial annuity contracts from unsecured de- 
ferred compensation contracts by saying that the former represented 
the absolute right to receive annuities with no conditions whatsoever, 
whereas the latter amounted to a mere promise to pay compensation 
in the future. And it is frankly difficult for many tax experts to see 
any sound or logical justification for differentiating the economic 
benefit attributable to the receipt of an insurance company annuity 
contract which has no realizable cash surrender value and cannot be 
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assigned or otherwise anticipated from the economic benefit inherent 
in the acquisition of an unconditional right to enforce a similar prom- 
ise directly from a corporate employer such as, say, the United States 
Steel Corp. “ 

It was generally understood, as far back as 1947, that the Internal 
Revenue Service was actively working on and proposed to publish an 
overall basic policy ruling on deferred-compensation arrangements. 
So far no such ruling has been issued, and taxpayers are still subject 
to the risk of courting disapproval by the Service of their arrange- 
ments. It is common knowledge that numerous arrangements along 
these iines exist throughout the country, and revenue agents are un- 
doubtedly aware of them, but apparently pass most of them on audit. 

As the matter stands today, a deferred-compensation contract which 
contains valid conditions attaching to future payments to the em- 
ployee appears to involve relatively little tax risk to the employee. 
Some tax experts even take the position that such conditions are 
unnecessary. 

Those advisers who insist upon attaching valid conditions to con- 
tracts of their employee clients have witnessed some astonishing nego- 
tiations. It is certainly an intriguing experience to listen to corporate 
officials make an offer to pay an employee over 10 years for 5 years of 
active services with no other strings attached and to hear the prospec- 
tive employee insist that the proposed contract must impose valid 
conditions upon him with respect to the payments in the latter 5-year 
period. 

So far as the corporation is concerned, it is ready and willing to 
accept the postponement of tax deductions until payments are made 
in future years in spite of the fact that deductions might be more 
valuable to it if taken at the present time. In the fields of entertain- 
ment and sports the primary concern of the employer is to secure the 
employee’s talent while it is salable to a fickle public. 

It is interesting to note also, in passing, that Congress has granted to 
professional inventors the privilege of receiving capital gains treat- 
ment on the sale of the products of their efforts, under section 1235 
of the 1954 code, although the distinction thus made as between in- 
ventors, on the one hand, and authors or other persons engaged in 
creative activities, on the other, has been the subject of considerable 
comment and criticism. 

In 1954 an attempt was made to settle the controversial subject of 
deferred compensation contracts by legislative action. H. R. 8300, 
as eer by the House, contained a provision which would have taxed 
deferred payments of compensation to the employee or executive in 
the year in which he received them under an arrangement with his 
employer, even though his rights to the payments vested in a prior year. 
Under this bill the employer would have been allowed a deduction for 
the year in which payment was made to the executive or employee. 
As you know, this particular provision of the bill failed to pass the 
Senate, perhaps because it was included in an extensive new approach 
relating primarily to pension, profit-sharing and stock-bonus plans, 
which approach was at least temporarily discarded. 

The whole question of the method of taxing deferred compensation 
seems to me to be one of policy. Congress has sanctioned stock options 
for executives and employees most of whom are in hi cher tax brackets. 
It is difficult to justify denial of legislative relief of a comparable 
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sort to persons in the entertainment and sports professions, when as a 
matter of fact they are notoriously prone to dissipate or lose their high 
earnings almost currently, and it is no secret that the collection of in- 
come tax deficiencies from some of them has proved impossible. There 
are many who sympathize with the tax plight of such persons. Much 
of their spending is unallowable as expense deductions although it is 
admittedly customary in their professions. 

Deferred compensation contracts are becoming more and more 
prevalent and it appears to me that it would be a wise course for 
Congress to give most careful consideration to the matter presently 
for the sake of both taxpayers and a sound administration of the 
revenue. Such special arrangements are no less subject to legislative 
action than many other matters which have already been codified. 


CoMMENTS IN CONCLUSION 


The doctrine that individuals who earn larger amounts of income 
should bear a greater share of the general tax burden, in proportion 
to their greater ability to pay, is, of course, one of the fundamental 
premises of our national tax structure. The question of the extent 
to which such taxpayers should be favored or penalized in their 
efforts, undertaken within the context of this existing tax structure, 
to retain for themselves more of the fruits of their own labors is, 
therefore, one which involves tax policy considerations of the most 
basic sort. Whether the contributions which these individuals make 
to the national welfare is to be considered as of such value that they 
should be afforded further incentives to increase the productiveness 
of their activities is a matter which Congress alone can decide. 

Most of the methods available today to permit the effective enjoy- 
ment, by persons in high income tax brackets, of a greater percentage 
of the remuneration for their services and thus to enable them to 
provide for their security in their retirement years, such as stock 
options, leverage stock and pension and profit-sharing plans, are 
available only to corporate executives and personnel. Even to the 
corporate employee, they may be of only limited utility, and they 
have the additional disadvantage that they may be cumbersome or 
impractical to establish or maintain for business reasons, However, 
even these methods are not available to any real degree to self-em- 
ployed or to itinerantly employed individuals, including such persons 
as entertainers, professional athletes, and others whose period of high 
earning is frequently of limited duration, and who, therefore, have no 
other recourse than that of using the deferred compensation contract. 

The spread-back benefits provided under section 1801 et seq. of 
the 1954 code with respect to income attributable to several taxable 
years are available only in a limited area and in infrequent circum- 
stances. 

The self-employed or itinerantly employed individual’s problem 
has naturally received a very considerable amount of attention in 
professional and technical journals in recent years, and numerous 
solutions have been proposed. Congress has given consideration in 
the past to proposals to equalize the effect of the tax burden over an 
extended span of years through the use of various methods com- 
monly known as averaging. There is also increasing support being 
given today to proposals that Congress sanction the establishment of 
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private, tax-qualified retirement funds for self-employed individuals, 
including professional men, deposits from the individual earner to 
which would be currently deductible from gross income. Congress 
has as yet taken no action on proposals of this nature, and the Treasury 
has generally opposed them. It may be significant, however, that the 
Honorable George M. Humphrey, Secretary of the Treasury, ad- 
mitted at hearings before the Ways and Means Committee on H. R. 
10, 84th Congress, Ist session, that the Treasury would be sympathetic 
to a limited form of special allowances to self-employed individuals 
and employees whenever general tax relief becomes possible, 

In the absence of any other generally satisfactory method, the 
practice of using deferred compensation contracts is steadily increas- 
ing and becoming more widespread with the passage of time. If legis- 
lative action with respect to this practice is postponed until some fu- 
ture date, we will undoubtedly find an increasing number of taxpayers 
already committed to contracts of this sort, thus raising a sacle as 
to the retroactive effect to be accorded to whatever statutory provision 
may ultimately be enacted. The interests of both the Treasury and 
the taxpayer would be better served, in my opinion, by a direct and 
considered legislative approach to the matter at this time, rather than 
by allowing the tax treatment of such arrangements to evolve by hap- 
penstance. Administrative and legislative silence, though itself a 
sort of action, is not the most realistic solution to the problems in this 
area. 


INCOME AVERAGING FOR INDIVIDUAL INCOME-TAX 
PURPOSES 


JosePH P. DriscoLL, George Washington University 


The subject of income averaging involves the interaction of two of 
the basic principles of our present income-tax system: The progres- 
sive tax structure and the annual accounting system. The progres- 
sive tax rates, which now range from 20 percent to 91, are based on 
the premise that the tax burden is to be distributed in accordance with 
the principle of ability to pay. As income increases, the rate of tax 
levied on the marginal dollar of income also increases, until the maxi- 
mum rate is attained. The sharply progressive rates which have been 
in effect, with relatively minor modifications, since the commence- 
ment of World War II have been the subject of some criticism and 
attempts at legislative change, but have generally been accepted as 
necessary in a period of high governmental expenditures. 

However, when these rate are applied on a strict year-by-year 
basis without any consideration of the income status of prior or sub- 
sequent years, a serious inequity may result. The annual accounting 
period is, of course, basic to the administration of the tax system and 
the Government’s need for revenues at fixed and definite times. Nev- 
ertheless, the use of a yearly accounting period should not prevent 
consideration of items of income or loss in other taxable years for 
the purpose of properly determining the amount of taxable income, 
the character of. income items, or the applicable rates in the current 
year. The Internal Revenue Code, prior to its revision in 1954, con- 
tained numerous provisions such as the net operating loss deduction, 
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designed to relieve the rigidity of the annual accounting concept. 
Several other provisions to this effect were added in the 1954 code. 

Despite the provisions of existing law which permit some ameliora- 
tion of the fixed accounting periods, there is a serious and continuing 
problem in the manner in which the annual accounting system af- 
fects individuals with periodic or irrigular income. If the income 
of an individual fluctuates materially from year to year or if he re- 
ceives the principal part of his income from personal or business ac- 
tivity in a single year or a few years, he may be required to pay 
substantially greater taxes than an individual who receives the same 
total amount of income in more nearly equal amounts. The difference 
in taxes between two such individuals is illustrated in table 1. 


TABLE 1 


Taxpayer A, stable Taxpayer B, fluctuat- 
income ing income 
r . ba | 
Taxable Tax Taxable Tax 
income ! liability income ! liability 


$10, 000 $1, 960 $2, 000 
10, 000 1, 960 1, 000 
10, 000 | 1, 960 2, 000 
10, 000 1, 960 2, 000 
10, 000 1, 960 5, 000 
10, 000 | 1,960 | 10,000 
10, 000 | 1, 960 15, 000 
10, 000 1, 960 20, 000 
10, 000 1, 960 30, 000 
10, 000 1, 960 13, 000 


| 


Re eeteaeeet : 19, 600 | 100, 000 











1 Tax liability is computed on basis of rates applicable in 1955. It is assumed that the taxpayer is un- 
married and not the head of a household. 


Note.—Difference in tax burden between A and B, $13,900. 


This table shows 2 single individuals each receiving total taxable 
income of $100,000 over a 10-year period. Taxpayer A has a taxable 
income of $10,000 annually and pays a total tax of $19,600. ‘Taxpayer 
B receives the same total taxable income in annual amounts ranging 
from $1,000 to $30,000 and pays a tax of $33,500, or $13,900 more than 
the individual with stable income. Taxpayer B with irregular in- 
come pays a tax which is 71 percent greater than that paid by tax- 
payer A, 

The foregoing example is by no means extreme. It is typical of the 
tax penalty borne by individuals in many sectors of the economy. The 
person undertaking an investment in a small business may have many 
lean years before prospering. Even after the business has been estab- 
lished, vagaries of technological change and competition may cause 
the income to fluctuate substantially. The farmer typically has good 
years and bad years. The fisherman may have a big season and then 
a poor one. Artists, entertainers, and athletes have wide variations 
between earnings in successive years. The professional man, lawyer, 
doctor, or architect, usually works for some time to build a clientele 
before he begins to realize his potential. 

The effect of the present tax system on individuals with fluctuating 
incomes in different income brackets is shown in table 2. 
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TABLE 2 


Aggregate tax | 
on col. 1 income 
received in 
3 successive 


Tax on 3 times! Percentage 
col. lincome | of disparity 
received in (col, 3 over 

1 year! col. 2) 


(3) (4) 


$3, 300 | $4, 730 | 

7, 920 | 13, 220 

14, 190 | 23, 220 

21, 780 34, 320 | 

30, 000 46, 170 | ! 
80, 460 | 111, 820 39 
201, 960 | 247, 820 23 
470, 460 520, 820 17 

| | 


1 Tax liability is computed on basis of rates applicable in 1955. It is assumed that the taxpayer is 
unmarried and not the head of a household. 


This table shows in column 2 the total tax that would be paid (as- 
suming 1955 rates) if the amount shown in column 1 were received 
in each of 3 successive taxable years. Column 3 shows the tax payable 
if the same aggregate amount had been received in 1 year. Column 4 
shows, in percentage form, the excess of the tax paid where the in- 
come is received in a single year as contrasted with the tax on the same 
income over a 3-year period. 

It will be seen from table 2 that the inequity has varying applica- 
tion in the different income brackets. The greatest relative signifi- 
cance is in the lower or medium income brackets. At the level where 
$10,000 of income is received in 1 year instead of being spread over 


3 years, the tax penalty is 67 percent as contrasted with a tax penalty 


of 17 percent where the principal sum involved is $200,000. 

There are, primarily, two adverse consequences of the present treat- 
ment which merit consideration in an evaluation of the income-tax 
system. First, the present system results in a serious inequity as 
between different individuals and groups in our economy. Secondly, 
the present system discourages activity or investment in occupations 
characterized by irregular income and hinders the growth and devel- 
opment of our economic system. 

The equity problem presented is fundamental to our whole taxing 
system. The progressive rates rest upon the principal of ability to 
pay; yet persons with irregular incomes may be required to pay a sub- 
stantially greater tax than those with steady incomes. This differ- 
ence can hardly be rationalized on the basis that their income was 
received in lumps. In fact, the very irregularity and unpredictability 
of income indicates that they may have less ability to pay than those 
with relatively secure incomes. It is sometimes said that the irregular 
income may be in the nature of a windfall but this also may be true 
of the more stable income. Actually, irregular income is more often 
the result of intense personal effort. Any distinction based on whether 
the income is more or less than the individual merits is not a sound 
basis for a difference in rates. It may be fairly said that there is no 
substantial argument against achieving greater equality in tax pay- 
ments as between the two groups. In recognition of this, Treasury 
spokesmen and tax scholars have conceded the equity of the case, 
although reservations have been expressed on other grounds, 
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It should be emphasized that the equity considerations, although 
intangible, are of fundamental importance to the continuing effec- 
tiveness and integrity of the tax system. Because of the hardships 
imposed on persons with irregular incomes, a number of specialized 
provisions have been added to the law. Taxpayers who have been 
unable to obtain legislative relief have often entered into question- 
able long-term or deferred compensation contracts. A sensible meas- 
ure of relief within the tax structure would make unnecessary many 
devices and arrangements of doubtful status and would develop 
greater respect for the tax system as a whole. 

The second undesirable aspect of the present treatment is the effect 
upon individual incentive and investment in activities which char- 
acteristically produce irregular income. The influence of the tax 
statutes on personal efforts is extremely difficult to calculate. Deci- 
sions as to vocation are ordinarily based on factors other than tax- 
ation. Nevertheless, it would appear that, particularly for those in 
the affected areas, the experience of bunched income and the incidence 
of the progressive rate structure probably result in a slackening of 
activity, an unwillingness to make the additional exertions necessary 
to produce more income, and in the end frequently a shift to other 
modes of activity which do not suffer the same tax penalty. For the 
investor, tax considerations are even more important and commonly 
a deciding factor in choosing between different lines of activity. Under 
the present system, the tax pressures are strongly in favor of investing 
in stable types of business and against investing in businesses which 
have a fluctuating income. As a consequence, misapplication of eco- 
nomic resources occurs between these types of business. 

Moreover, the businesses which are hardest hit by this factor are 
those lines which are highly dynamic and which stimulate growth of 
the economy. For example, the introduction of new products often 
show substantial irregularity of income. Again, many of those af- 
fected are small-business men, entrepeneurs, or professional people 
seeking to gain a foothold in business or professional life. The tax 
penalty on irregular incomes results in a greater tax burden for the 
dynamic element of the economy than for those who are well estab- 
lished or have a diversified line of activities. 

Another aspect of the fluctuating income problem is that persons 
in the low-income brackets who receive fluctuating income may be 
deprived of the benefit of their exemptions in years in which their 
income is less than the total amount of exemptions. Thus, a married 
man with three children would be entitled to total exemptions of 
$3,000 ($600 per capita). If he is unemployed for a part of the 
year, his income may fall below the $3,000 level, yet he will be unable 
to apply the unused portion of the exemption against the income of 
other years. This is part of the fluctuating income problem, 
although since only the first bracket rate is ordinarily involved, the 
magnitude and severity of the tax penalty is not as pronounced as 
where the bunching of income results in application of the higher 
rates, 

ProposAts Retative to Fiucruatine INcomME 


Proposals with respect to fluctuating income have generally been 
directed to one or more of the following objectives: (1) Allow a more 
effective carryback and carryover of losses; (2) permit a carryback 
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or carryover of unused exemptions; and (3) provide a system of 
averaging for irregular incomes. ; 

The loss-carryover problem has been resolved in substance rh recent 
legislation permitting a 2-year carryback and 5-year carryforward 
of operating business losses. Improved definitions of the business 
loss concept in the 1954 code have eliminated many of the prior limi- 
tations on use of the carryover. Further proposals will undoubtedly 
be made for lengthening the carryback and carryforward period. 
Experience will indicate whether the present periods are adequate. 

A continuing problem for individuals, however, is the fact that the 
carryback or carryforward of a loss requires that the loss reduce the 
entire income of one year before it can be applied to another year. 
Greater equity would be achieved for individuals if, through some 
averaging device, the loss were applied on a pro rata basis in the 
carryover period!’ This problem is not generally as acute for cor- 
porations because of the flat corporate rates of 30 and 52 percent. 

The proposal to permit carryovers of unused exemptions is simple 
mechanically, but raises a number of administrative problems. The 
carryover of exemptions could be accomplished by allowing the deduc- 
tion for exemptions to enter the net operating loss. The unused ex- 
emptions would then be applied to the income of prior or subsequent 
years as part of the net operating loss deduction. The difficulty, 
however, is that the suggestion would necessitate the keeping of 
records or filing of returns by millions of taxpayers whose income 
is below the reporting requirement. ‘The tax benefit to some might 
be more than outweighed by the burden imposed on the Government 
in keeping track of these returns and the inconvenience to numerous 
individuals who would not benefit from the carryover of exemptions. 
It also appears that the lack of a carryover of exemptions does not 
have any substantial effect on economic incentive. 

The third type of proposal relates to general forms of averagin 
designed to relieve the inequity of the graduated rates as applie 
to irregular or bunched income. This may be accomplished by vari- 
ous methods of averaging income over a number of consecutive years 
and paying a tax as if an equal amount had been earned in each of the 
years so averged. 

AVERAGING TECHNIQUES 


Most of the general averaging proposals which have been developed 
have been variants of 1 of the 3 following methods of averaging: 

(1) Simple averaging.—This method would allow the taxpayer at 
the close of a given number of years, such as 5 years, to elect to re- 
compute his tax for the period as if the income had been earned ratably 
over the period. For example, if he earned $5,000 a year in each of 
4 years, and earned $30,000 in the fifth year, he would average the in- 
come and pay a tax based on the average yearly income of $10,000. At 
the expiration of another 5-year period, he would again be permitted to 
average the income of such period. Variants of this system would 
allow the individual to obtain a refund only if the tax as paid was 
0 or 10 percent greater than the tax as recomputed. The use of a per- 
centage limitation would eliminate the effect of very small changes in 
income from year to year. 


*See Pechman, A Practical Averaging Proposal, 7 Nat. Tax, p. 261 (1954). 
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The principal weakness of the simple averaging plan is that any 
particular year can be included in only one averaging period for any 
one individual. The taxpayer is thus forced at his peril to select the 
group of years to be averaged. If he guesses incorrectly as to future 
income, he may find that he has chosen the wrong group of years. 

Although one of the incidental advantages of averaging is that it 
minimizes the shifting of income and deductions so as to equalize in- 
comes, the shifting problem would continue as between one averaging 
period and another. } rs. 

The simple averaging system is the one presently in effect in Canada 
for farmers and fishermen.? 

(2) Moving average.—Under this system, an individual’s tax for a 
given taxable year is computed by reference to the average income over 
a certain number of preceding years and the taxable year. Thus, if a 
3-year moving average were employed, the taxpayer would average the 
income of the 2 preceding years and the taxable year. If his income 
was $4,000, and $6,000, respectively, in such prior years and $11,000 in 
the taxable year, his average taxable income would be $7,000 (total 
of $21,000 divided by 3). 

This system may work well in a period of rising incomes, since it 
serves to postpone tax liability until a stable income level has been 
attained. However, when income declines, the results are disastrous. 
For example, if the income was $4,000 and $6,000 in the first 2 years, 
and $2,000 in the third year, the taxable base for the third year would 
be $4,000, or $2,000 more than the actual income. In a year of de- 
clining income, the taxpayer may be without funds to pay the tax. 
While an adjustment will ultimately occur as acousdiniy taxable 
years are brought into the picture, the depressing effects of the system 
have already been experienced. 

A further practical disadvantage of the plan is that, where applied 
on a mandatory basis, it is impossible for taxpayers to compute their 
tax for the current year without income tax data of prior years. As 
applied to a mass income tax, the system is obviously impractical. 

A moving averaging plan minimizes problems in the shifting of in- 
come and deductions, but involves substantial complications for those 
entering or leaving the tax system. Great Britain, Australia, and 
Wisconsin experimented with a moving averaging system but were 
compelled to abandon it. 

(3) Progressive average—This method, as does the moving aver- 
age method, provides for a tax based upon the average of the income 
for the taxable year and certain preceding years. An additional com- 
plication is the introduction of a concept to reflect the discounted 
value of tax payments.® 

The plan involves such complications that it can hardly be con- 
sidered a realistic approach to the problem. 

There are, of course, other averaging proposals which do not fit 
within any of the patterns described above. One of the most interest- 
ing made in this connection is a suggestion to ae existing code 
provisions relating to “back pay” and services rendered over a period 
of 36 months or more to include numerous specific items, such as 


2 For an excellent discussion of the simplified averaging plan, see Groves, Postwar Taxa- 
tion and Economic Progress (1946), pp. 223-236. 
3 See Vickrey, Agenda for Progressive Taxation (1947), pp. 164-195. 
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accumulated dividends on preferred stock, which are likely to be 
lumpy in character.* 


EXPERIENCES IN OTHER JURISDICTIONS 


The pressures in favor of income averaging have resulted in adop- 
tion of an averaging plan in several foreign ‘Jurisdictions and in the 
State of Wisconsin. Although most of these plans have been aban- 
doned for one reason or another, experience under the pli ins indicate 
some of the limitations, and, at the same time, the possibilities of in- 
come avel ‘aging. 

The earliest averaging plan was that enacted in Great Britain in 
1799 with the advent of the British income tax. The plan provided 
that the income tax should be based on a 3-year moving average. The 
tax base for a given year was the average income received during that 
year and the 2 prec eding years. 

The British system compensated to a great extent for fluctuating 
incomes but the system had defects which soon became apparent. The 
moving average system, as indicated above, results in a postponement 
of tax. As a consequence when an individual had two relatively good 
years followed by a poor year, the tax might be proportionately 

greater in the low income year. A further defect of the British system 
was that it was mandatory and required all taxpayers to make the 
computations which were of substantial benefit only to those with 
substantial fluctuations in income. The British averaging plan was 
repealed in 1926 and was substituted with a 5-year carryforward of 
net operating loss. 

Australia established an income averaging system roughly pat- 
terned after the British plan. The Australian plan provided for 
j-year averaging period rather than the 3-year period used in Eng): a: 
In order to meet the problem faced in England of a high tax in a low 
income year, the Australian system provided that only the rate of 
tax would be determined by the 5-year average, and the rate so deter- 
mined would be applied to the actual income ‘of the current year. 

The Australian plan fostered mixed feelings. Most primary pro- 
ducers, 1. e. farmers, were strongly in favor of its continuation. Others 
voiced objections that the program was too complicated for the bene- 
fits it furnished, since the procedure was obligatory for all taxpayers. 
In 1938 the averaging provisions were limited to primary producers. 

A moving average plan based upon a 3-year period was adopted 
in the State of Wisconsin in 1927. This plan had all the defects of 
the British program and none of the mollifying provisions added by 
Austratia, Although it was considered very satisfactor y during the 
prosperous years of its ine eption, the depression years which followed 
illustrated again the hardships likely to accompany such a mandatory 
averaging program. As a result, the legislature in 1931 enacted legis- 
lation for the gradual transition away from averaging. This transi- 
tion was completed in 1934. 

In 1949 the Canadian Government adopted an averaging plan which 
is currently in effect and appears to have been relatively successful. 
Individual income averaging has been limited in Canada to those per- 
sons whose principal income is derived from farming or fishing. 

* See footnote 1 above. 

68595—55 13 
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Even for these individuals the program is completely optional and 
in order to enjoy any benefits thereunder, a special election to average 
must be filed in conjunction with the regular tax return. At the 
end of any 5-year period an eligible person may elect to average his 
income over that period and his tax for the fifth or final year may be 
reduced by any net overpayment over the preceding 4 years. In the 
event the reduction exceeds the current year’s tax liabilities, a re- 
fund may be obtained. A particular taxable year may not be includ- 
ed in more than one 5-year averaging period, however, for any one 
individual. 

The program seems to have been widely accepted in Canada and 
the only defect which has become evident is the limitation therein 
against the inclusion of a single year in more than one averaging pe- 
riod. In the event that a farmer has had 4 mediocre years followed 
by a good crop, if he then averages his 5-year income he is compelled 
to pay a, full tax on a successive ‘good crop even though it may be his 
last for several more years. This problem could easily be alleviated 
by replacing this block system with a substitute which would allow an 
averaging period to end with each consecutive year provided the 
prior “includible years were treated as already having the average 
income which was assigned to them in the prior averaging. , 

In addition these seems to be no logical basis for the decision to 
allow this averaging privilege to one certain segment of the economy 
while denying its benefits to other vocations. 


EVALUATION OF AVERAGING PROPOSALS 


It is generally recognized that, on grounds of equity and economic 
incentive, there is a definite need for some form of ave ‘aging in an 
income-tax system with progressive rates. The numerous provisions 
which have been added to the income-tax law to permit averaging 
for one limited group or another attest the validity of the principle. 
Income averaging has been incorporated in our tax system where 
income received in 1 year is attributable to services rendered in prior 
years. Thus, under section 1301 if an individual works on a project 
for 36 months or more and receives 80 percent of the compensation in 
1 year, he may spread the income back over the entire period during 
which services were rendered. Under this provision, income may be 
averaged over a period of 5, 10, or more years. Related provisions 
permit authors, composers, ‘and others to spread back the income 
from artistic compositions, but only if the bulk of the receipts are 
concentrated in a single year. An individual receiving accumulated 
back pay may under ‘restricted conditions compute the tax as if the 
income were received in prior years. These provisions are desirable 
and essential, but they are inadequate. Not only are they hedged 
with extreme limitations, but they are confined to cases in which 
the income is itself “attributable” to services in a prior period. Fre- 
quently, irregular or fluctuating incomes are not attributable to spe- 
cific prior services, although a long period of education or develop- 
ment may have been a necessary precedent to the income receipts. 

The 1954 code recently added several provisions which provide for 
averaging of income not attributable to services in prior years. For 
example, an individual who receives the proceeds of an endowment 
policy or face amount certificate is allowed under section 72 (e) (3) 
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to pay a tax computed as if the income had been received over a 
3-year period. This provision represents a pure form of averaging. 
However, it is limited to insurance policies and face amount certifi- 
cates and does not apply, for example, to the millions of holders of 
United States savings bonds who may receive an accumulation of 
10 or 20 years’ interest income when the bond is cashed. Many of 
the existing provisions of limited scope point the way to averaging 
but they create substantial inequities between persons similarly 
situated, 

While there appears to be an irresistible trend in the development 
of a mature income-tax structure toward income averaging, the gen- 
eral averaging provisions thus far suggested or adopted have for the 
most part proved unsatisfactory. This has been due to a failure to 
recognize fiscal and administrative requirements of an income-tax sys- 
tem. Any averaging system, such as the British or Wisconsin plans, 
which postpones the payment of tax, inevitably creates an impossible 
burden in years when income declines. The widespread use of with- 
holding and estimated tax payments indicate that the tax must be 
paid in the year when the income is received. This is important both 
from the point of view of the taxpayer who must meet the obligation 
and the Government which needs current revenues. The solution to 
this problem lies, of course, in confining averaging to an adjustment of 
applicable tax rates. This is the method employed in Canada and in 
the several averaging provisions in the present code. The tax is com- 
puted on the income in the current year on the basis of the tax that 
would have been payable had the income been received ratably over the 
averaging period. 


Another fiscal consideration is the extent to which averaging would 
affect monetary weapons used to combat inflation or deflation. For 
example, in a period of rising price levels and increasing incomes a 
general averaging provision might blunt the edge of a tax increase 
designed to reduce inflationary pressures. These results would be 
significant, however, only if averaging is applied to millions of tax- 


payers experiencing small income changes. If averaging is limited, 
as any "eben system must be, to those cases in which there is a 
very substantial change in income, the countercyclical aspects no 
longer represent a deterrent to averaging. 

Some of the averaging proposals are designed not only to permit 
averaging on a rising income but also on a declining income. The 
arguments are that such averaging produces greater equity and may 
exert a countercyclical force by permitting the taxpayer whose income 
has been reduced to obtain a refund on the basis of his average income 
for the averaging period. While the advantages of averaging on the 
downgrade are substantial, it is not yet apparent whether such a sys- 
tem is administratively feasible. The countercyclical arguments, 
while a factor, would hardly justify the introduction of a burdensome 
system. 

Another fiscal aspect of averaging is, of course, the extent of the 
revenue loss involved. Since averaging will permit individuals with 
irregular incomes to pay a tax based on their average income level, 
it will of necessity result in a reduction of tax payments. The amount 
of the revenue loss, however, depends principally on the limitations 
imposed on the averaging system. If averaging is limited to cases of 
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very substantial income fluctuations, the revenue loss would not ap- 
pear to be substantial and would be justified in view of the greater 

equity achieved as between taxpayers. An averaging system, it should 
be noted, merely permits individu: als with varying incomes to pay the 
same tax as those with more stable income. 

The administrative aspects of averaging have generally been the 
major hurdle to the adoption of such a system in our Federal tax 
structure. There are two major facets of the problem: (1) the com- 
plexity of many of the averaging plans, and (2) the burdens imposed 
on millions of taxpayers if the : averaging plan is made applicable to 
minor or normal changes in income. 

It would seem to be basic to the adoption of an averaging system 
that it be simple and relatively easy to apply. The “simple. averaging” 
plan used successfully in Canada meets this requirement. Another 
type of averaging which would be feasible for adoption and which 
underlies the present code provisions relating to averaging would be 
to permit a spread back to prior years of lumpy or irregular income 

received in 1 year.® 

However, even if a plan is fairly simple, its application indis- 
criminately to taxpayers with minor changes in income poses a prob- 
lem for taxpayers generally and for the Government in its adminis- 
tration of the revenue laws. The income of almost every individual 
is to some extent irregular. While these minor fluctuations may to 
some slight extent affect the relative tax burden, it would impose a 
greater burden on taxpayers, in terms of tax computations, the hiring 
of tax specialists, etc., to seek to adjust these tax payments In every 
case. There must be a balancing of the various factors, the inequitable 
taxpayments on the one hand, and the mass of paperwork on the other. 
If the matter is viewed realistically, it would appear that averaging 
of income is warranted only when there is a serious inequality in tax- 
payments such as to reflect upon the integr ity of the tax system and 
such that such inequality may limit economic incentive. There is no 
need to provide averaging for the mass of routine changes in income. 
At some point, however, the inequity is severe and an ‘adjustment i is 
appropriate. The dividing line is one for the Congress to establish 
after consideration of all the factors. Sucha line might be established 
by requiring a percentage change or a change of a specific dollar 
amount in income or in tax li: tbility.° 

Another type of limitation would be to confine averaging to certain 
types of income such as income from farming, acc umulated dividends 
on preferred stock, etc. Such limitations based on the kind of in- 
come, however, may prejudice persons receiving income from other 
sources which is subject to extreme fluctuation. 

Evaluation of averaging in the light of past experience and the prac- 
tical alternatives which are available indicates that this is an area 
which should be given greater study by Government officials and the 
legislators. Limited averaging and relief provisions are constantly 
being added to the tax structure which would in many cases be un- 
necessary if a general averaging provision were available. While it 
is impossible to repeal many of the provisions which have been adopted 


5 See Pechman, footnote 1 above; also H. R. 7837, 84th Cong., 1st sess. 
* Note the 5- to 10-percent limitation on chan; ge of tax liability proposed by Thomas N. 


Tarlean before House Ways and Means Committee, Revenue Revisions, 1947—48, pt. 3, 
SOth Cong., 1st sess. 
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in the past because of the absence of an averaging provision, this trend 
could at least be held in check for the future. eo however, 
the greatest single reason for the adoption of a workable averaging 
plan would be the impetus provided toward additional production, 
the creation of new products, and artistic works, all of which would be 
stimulated by a tax system which applied more equitably to fluctuating 
incomes. 


THE EFFECT OF HIGH TAX RATES ON EXECUTIVE 
INCENTIVE 


Crawrorp H. GREENEWALT, E. I. du Pont de Nemours & Co., Wilmington, Del. 


I was glad to accept the invitation of your committee to present 
my views as to the probable impact of high personal taxation on the 
future of business enterprise. It is encouraging to me to see a 
committee of the Congress inquiring into this subject, for 1 am con- 
vinced that it is an area of extraordinary importance to national 
growth and prosperity. 

Inasmuch as my views are not wholly based on demonstrable evi- 
dence, and must rest to some extent on opinion, I should first define 
the bounds of my competence. I am not an authority on taxation, 
and I have no technical qualifications either for defending or for 
deprecating any particular method of tax assessment. 

Neither am I an expert on budgetary matters, and so I cannot 
suggest how much it is wise, or desirable, or necessary, for our Gov- 
ernment to spend. ‘The views I shall express are those of an execu- 
tive who must face the very practical problems involved in the 
operation of a large corporation. ‘These, of course, embrace the 
present, and the usual problems of customer, employee, and stock- 
holder relations. In a much more important sense, however, they 
are problems of the future and comprise, insofar as possible, the 
development of policies and practices which will insure continuing 
effective performance well beyond present horizons. 

One of our difficulties arises out of the realization that govern- 
mental expenditures will remain very high for a considerable period, 
even with maximum emphasis on economy, and that the tax burden 
on our people will be correspondingly large by previous standards. 
If this were not the case, the question of executive incentives would 
hardly be an issue of importance. 

As our country has developed and matured, we have become increas- 
ingly dependent on an active and dynamic industry for our economic 
growth and prosperity. Without minimizing in the slightest the im- 
portant contributions to our national economy made by the farmers, 
the professions, the service trades, the fact is that our standard of 
living is firmly anchored to our industrial development. 

Since this is so, it follows that how business and industry fare 
must be a matter of great importance to all Americans. Their stand- 
ard of living, their future well-being, are vitally dependent upon an 
American industry that continues to be dynamic, resourceful, and 
progressive. ‘This desirable state of affairs can continue only so long 
as industry can compete successfully for the limited supply of talented 
people. For an industrial corporation is not a machine that can be 
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run by automation. It is a team of human beings that must have 
first-class direction by intelligent and able management. And if we 
have learned one fundamental truth in industry, it is that first-class 
performance can never come from second-class performers. 

It is not an exaggeration to say that the success of any business 
enterprise will depend very substantially upon the caliber and char- 
acter of its management group. I have thought a good bit about 
the personal characteristics that lead to managerial competence, for 
selection of outstanding people is my most important single responsi- 
bility. The best I can do is to define an executive as one with the 
ability to blend men with a great variety of essential technical talents 
into a harmonious and well-knit ensemble. The analogy with the 
conductor of a great orchestra might be used, but the executive has 
a tougher job, since we have no Beethovens or Mozarts in the business 
world to provide us with a score that we can follow. 

But whatever definition or analogy one wishes to use, I am quite 
sure that the competent executive is a rare bird—and is found only 
by combing through large numbers of eager candidates. 

His job also becomes more and more difficult as time passes and 
our industrial technology becomes still more complex. The execu- 
tive of the next generation must inevitably be a better man than his 
predecessor, just as managerial competence has grown from its posi- 
tion a generation ago. 

The point I make is that industry, if it is to keep abreast of its 
responsibilities to the Nation, must have a great number of first-class 
minds at its disposal. It must compete for them with all other phases 
of our society, for there are never enough to go around. The fields 


of government, education, the military, the arts, the professions, all 
are seeking to persuade able young men to cast their lot with them. 
Fach has its own type of incentive to offer, and the demand for talent 
always exceeds the supply. 


Tue EssentiAt QuEsTION oF INCENTIVE 


The question of incentive is essential, whether we are speaking of 
business getting its share of the talent crop or of encouraging the 
exercise of that talent once it is enlisted. It is perhaps unfortunate 
that human beings should require lures of any kind as the price of 
initiative, but I am afraid we have not yet reached that state of grace 
in which people will surely do their best without external motiva- 
tion. People being people, they will for the most part respond with 
their highest abilities only when there is some stimulus or some satis- 
faction associated with success. 

Adequate incentives, of course, differ with ¢ifferent people. Some 
are attracted most strongly by the promise of prestige. Some are 
more interested in leisure time, to follow scholarly pursuits or perhaps 
simply to meditate upon the ills of the world. To some people, public 
notice or outward signs of rank and importance are alluring goals. 
Some seek power. For most, however, the strongest and probably 
the most desirable incentive is financial reward. Furthermore, finan- 
cial reward is not only an incentive in itself; it is the only fluid me- 
dium that can be used to balance the attractions of the more intangible 
compensations, such as prestige, power, or public notice. 
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There is another aspect of the monetary incentive that seems to 
me worthy of comment. It is the only reward that can be cut down 
on a basis of fixed percentages. We do not, for example, withhold 
91 percent of an Oscar going to the best moving-picture actress of the 
year. The winner of a Nobel prize does not have to give the Gov- 
ernment a certain percentage of the prestige accruing to him. A bril- 
liant violinist does not have to share his applause with the collector 
of internal revenue. These illustrations may seem facetious, yet they 
are based on a serious foundation, for we do in fact make the recipient 
of monetary rewards, and him alone, give up significant percentages 
in taxes. We are, that is, penalizing only one manifestation of suc- 
cess, and this seems to me, frankly, not only unfair but, for the future, 
a dangerous practice. 

I do not propose to debate the relative nobility of these various car- 
rots that are held out before us human donkeys for that seems to 
me to make little difference so long as there is one toward which we 
will stretch. I see no reason, however, to believe that financial gain 
is any less worthy than prestige or recognition, and it is certainly less 
stultifying than the lust for power or mere social preening. It is, 
also, the incentive that American industry has historically used. 

This is largely because it is the type of inducement most consistent 
with the business environment. In other fields, tangible and in- 
tangible incentives have been developed over the years, each more or 
less characteristic of its own activity. In the academic world, for 
example, professional prestige and personal recognition have a certain 
magnetism that attract gifted minds even though the financial re- 
muneration is unjustifiably low. 

The world of politics affords an opportunity for public service and 
public attention which, to some people, is highly attractive. In the 
arts and the theater, one has the goal of fame and the limelight. In 
pure science there is the distinction that goes with the highest awards 
such as the Nobel prize. Inthe Army, Navy, and Air Force, incentive 
to move up through the various echelons of command is based on rank 
and perquisites; even the church has its hierarchies and various 
symbolic tokens of achievement. 

Business, for the most part, is in a poor position to compete in these 
intangible areas. With few exceptions executives of great ability 
remain relatively unknown. <A player of even minor roles in the 
films, a leader of a jazz orchestra, or a writer of only average accom- 
plishment may be far better known than many leaders of industry. 
For businessmen there are few medals, prizes, degrees, uniforms, 
patriotic citations, or grandiose honorifics. There are few featured 
players on the industrial stage. 

There is, of course, the satisfaction that comes from work well 
done. But this is peculiar to no special section of our society; it is 
common to all. For the purposes of this discussion, it simply cancels 
out. 

And so industry must rely most importantly on financial compensa- 
tion. As it becomes increasingly less able to do so, it will lose its 
capacity to induce qualified people to make their careers in industry, 
or to seek to advance to their maximum capacity. 
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It is here, as I see it, that our danger lies. I am certain that the 
effectiveness of the money incentive is being eroded by the tax rates 
that prevail in the upper brackets today. While many companies 
are experimenting with nonmonetary incentives, basically industry 
must rely upon the coin of compensation must suitable to its character. 
I am afraid the raw truth is that, in the long run, we shall begin to 
lose out and our proportion of the available candidates will fall 
unless some relief can be obtained. 

I am necessarily talking in the future tense, because it is quite clear 
that the point of concern is not the executive of today, or even of the 
immediate future. I think, if we are to focus the picture, we must rule 
out consideration of the present management group. I doubt that 
high personal taxation has had substantial effect upon the performance 
of present-day management people, even though they may not be 
happy over the realization that at top levels eac h additional dollar of 
gross income nets its earner about 9 cents. I confess to some pain in 
this respect myself, but I cannot say that I am inclined as a result 
to work less diligently or to take my responsibilities less seriously. 

Today’s executives are, I think, reasonably immune. By the time 
a man has reached a position of eminence within his organization, he 
is influenced importantly by his sense of loyalty, his sense of obliga- 
tion, a preoccupying interest in the work, or, as has been unkindly 
suggested, by conditioned reflex. 

The same applies, I would guess, to those who may be regarded as 
the immediate successors, for they too have reached a point where the 
challenge and associations of the work present an incentive that will 
probably override reduced financial motivations. At this point one 
might ask: If we are not talking about present management, who is it 
that concerns us? 

There are two major areas of concern. There is, first, the effect of 
high income-tax rates on long-range monetary incentives, which prom- 
ises to make it more difficult than heretofore to persuade young men 
with real ability to enter the rank of business. Let me make it F clear 
that I am not asking for an improvement in industry’s competitive 
position opposite the other fields of endeavor. I merely want to main- 
tain it. 

There is, second, increased difficulty, also tracing to high tax rates, 
in persuading men of ability who have risen to the point where they 
are in sight of reaching their top capacity to keep on going rather 
than to rest on their oars. 

I want to comment on each of these, for they are the heart of indus- 
try’s problem. 

It has been noted by many sociologists that for young men of ability 
the lure of security at a modest level has gained greatly in recent years 
as against the desire to venture and work to reach the top. I suspect 
that one of the basic reasons for this is that the financial rewards 
offered today just don’t seem worth the struggle. Why, a young man 
could well be thinking, should he enter the industrial arena when he 
knows that the higher he gets on the ladder, the more of his time will 
be spent working for the Government and the less working for him- 
self? And this is a critical question for in most cases the choice of a 
career made by a man when he leaves college governs his activities for 
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the rest of his working life. If he enters law, medicine, the church, 
polities, the armed services, Government, the arts, teaching, research, 
business, the chances are strong that he will not leave that field, but 
will perhaps through inertia make it his career. 

Beyond this, I am sure that with few exceptions, the young man 
with the ability to do well in one of these fields could do well in many 
of them. There is, save in cases of unusual physical coordination such 
as marks an Artur Rubinstein, or a Caruso, or even a Babe Ruth, no 
particular identifiable set of abilities impelling one to choose any of 
these fields. Enrico Fermi, for example, was an outstanding scientist. 
From my knowledge of him, I feel sure he would, had he so elected on 
leaving college, have made an outstanding business executive, a splen- 
did lawyer, or doctor, or writer, or what you will. 

What I am saying is that each of these fields must appeal to the 
same group of talented young men, and trust that the incentives it has 
to offer will attract sufficient numbers of them to carry on its work, 
And since the chief incentive industry has to offer is financial, it fol- 
lows that any erosion of that incentive makes it more difficult for 
industry to get its share of the supply, with inevitable serious conse- 
quences for the future. 

Of those who enter the business field, a certain number will be 
equipped potentially to handle the executive functions at various 
levels. It is to the advantage of the individual company, and ulti- 
mately to the advancement of the American economy, that those 
advancing into the upper levels of management be selected from as 
large and as eager a group as possible. 

I think it is plain that the selection of 1 man from a list of 50 promis- 
ing candidates offers more qualitywise than the selection of 1 man 
from a field of 20, or 15, or 5. The principle is the same in business 
as it is in the military, say, or in Government. As citizens, we are 
uneasy when we note a reluctance on the part of individuals to seek 
public office. As a business executive, I feel uneasy if there are not 
more than a few talented candidates for advancement. And this leads 
me to the second major area of difficulty. 


Is Promotion Less ATrRAcrive ? 


In business, as elsewhere, it is important for us to induce as many 
of our younger men as possible to set their sights on the job ahead 
and to broaden their shoulders for responsibilities to come. If we 
are to do so, the game must be worth the candle. And some of my 
associates have already noted that there are signs among the younger 
men that promotion is a little less attractive than it used to be. How 
this trend may be expected to show up, in specific terms, is hard to 
say; my own guess is that it will take the form of slow attrition, begin- 
ning with borderline cases. Where we now have 10 who want to try 
for the jobs of major importance, we may have 9 tomorrow—1 candi- 
date deciding that since it is worth considerably less after taxes, it 
isn’t worth the extra effort. So we have 9, and the next year we may 
have 8, and management will be the poorer for the loss. For it is that 
extra effort that wins, that has made American industry what it is 
today. The progress we have made has not been achieved by perfunc- 
tory or routine performance; it has come about because people have 
been inspired or induced to give everything they had to the task at 
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hand, and not to take it easy. The industrial miracle of America ha: 
come because our people have shown a capacity for accomplishment 
well beyond their rated potential. It must follow that anything that 
weakens that capacity will weaken our industrial potential, and with 
it, the Nation. 

In the Du Pont Co. we recognize 16 levels of employment, each 
successive one embracing more authority and more responsibility than 
the one below. In order to make it attractive for a man at one level 
to strive to advance to the next, there must be sufficient incentive to 
make the increased effort seem worth while. And this increase must 
be net, after taxes, for actual spendable money is what counts. The 
large gross figure, impressive though it may appear, gives one no 
advantage opposite the landlord or the butcher, or the increased finan- 
cial demands that go with increased responsibility and higher stand- 
ing in the community. 

However, in order to provide significant net increases for the levels 
down the line, the gross salaries in the top levels must be very high 
indeed. Suppose we assume that the net increase between levels which 
will provide incentive to advance is about 25 percent, and then work 
out the progression for 16 levels. One arrives at figures at the top 
which are in the realm of pure fantasy which perhaps explains why 
my predecessor 30 years ago received a compensation after taxes twice 
as great as mine today w ith no adjustment for the purchasing power 
of the dollar. Being an: honest man I think I should say that when I 
pointed the discrepancy out to him he replied merely that he was 
easily twice as good as I and hence deserved it. 

Fortunately for this phase of my argument, the television program, 
The $64,000 Question, has provided quantitative evidence quite outside 
the realm of speculation. I am told that only one contestant has 
actually tried for the big payoff, and he, a Marine captain, was moti- 
vated by pride in his organization, not by after-tax benefits. For all 
others the risk involved to win a few thousand dollars after taxes just 
didn’t seem worth while. Conversely, from the viewpoint of the 
sponsor of the program, to give a prize of $450,000 so that the winner 
could have his $64,000 net of taxes seemed understandably imprudent. 
It might have been interesting for your deliberations to have the view- 
points of the unwilling contestants on the question of the tax collector 
versus individual incentive. 

When the contestants fail to do their best on The $64,000 Question, 
no one is the loser but the individual c assuming he could 
have answered the question correctly. But when a promising young 
business executive decides that he won’t try for the $64,000 question, 
when he decides that the job of, say, plant manager is sufficiently re- 
warding, and that he isn’t interested in becoming ‘production manager 
because the increased net just isn’t worth the extra effort and strain, 
then everyone is the loser. 


Wuo Wut Be Tue Loser? 


This brings us up against the hard fact tl.at if, through declining 
incentives, business cannot attract the great numbers of capable 
management personnel it must have to move ahead, the chief losers 
are not the individuals concerned. If the caliber of management 
available to American business declines, the results will be reflected 
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inevitably upon everyone, in business or not. The economy we have 
created in this country is closely intertwined; the effect of one 
activity upon another is intimate and continuous. 

Management ineptitude would assess its penalties in terms of pee 
costs, diminished opportunity, and a slowing down of the kind of 
bold venture that is necessary to growth. It would be demonstrated, 
I think, in declining stability, for often the failure of one firm engulfs 
others. In so highly integrated an economy as ours, shock waves are 
transmitted with great speed and ruinous force. We cannot sustain 
many such shocks without impairing our strength and security as a 
nation. 

And so every citizen has a stake. He wants lower prices, expanded 
employment, a degree of job security, good prospects for i atahae 
ment. He wants better schools, better medical facilities, better care 
for the aged, more cultural facilities. He can have them in an era 
of rapidly expanding population only if industry grows more dynamic 
rather than less, better managed rather than worse. 

This is why all of us must take with great seriousness any threat 
to the future successful operation of industry, for it is clear that 
industry is the keystone of our economic arch. The real wealth it 
produces makes possible progress in all our other fields of endeavor, 
educational, cultural, charitable, governmental, and so forth. Con- 
versely, any act that cripples our industry, cripples the Nation and 
the free world along with it. In proof one need only look at Commu- 
nist efforts to foment discord in American industry. 

It is essential that our friends as well as our enemies realize the 
disastrous consequences of any such development, for economic laws 


take no account of motives. Violate them and the penalty is assessed 
even though the violation might have been committed for the most 
worthy and helpful motives. 

I see in the present high tax levels such a threat to American in- 
dustry. Let me emphasize again that my concern is not with the 
present =p of executives nor with their immediate successors. It 


is with the future. It is somewhat nebulous and hard to grasp because 
it is not an immediate and finite problem. But its importance is no 
less great because of that, and statesmanship implies concern for what 
lies ahead as well as for what presently confronts us. 

How the problem is to be met is a question to which I do not have 
the answer. I am hopeful that the deliberations of your committee 
may produce helpful data and valuable conclusions. But of this I 
am sure: the dollars involved in the high-tax brackets constitute but 
a very small percentage of the return to the Government from personal- 
income taxes. I am not necessarily arguing for a limitation, but for 
the sake of illustration it can be pointed out that personal-income 
taxes in excess of 50 percent paid in the calendar year 1954 amounted 
to $1,075,000,000. This is 3.8 percent of total personal-income-tax 
collections for that year. It is, incidentally, 124 percent of Federal 
nee for 1954, and would have run the Government for 6 

ays. 

The exactness of these figures is not important, however. What 
is important is that it would be a tragic thing, indeed, if, for such a 
relatively small amount, we should jeopardize the future successful 
operation of our industry. If it should not hold its own in the years 
to come—indeed, if it should not do much better than hold its own— 
all of us will face a bleak and static future. 
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THE EFFECTS OF TAXATION ON WORK INCENTIVES 


GerorGE F. Break, University of California, Berkeley 


The point of view that high income-tax rates such as have pre- 
vailed in this country since World War ‘II seriously sap the work 
incentives of the American people and thereby deter economic growth 
has been presented with great vigor and persistence. Typically the 
conclusion is treated as self-evident or as so reasonable, given a little 
thought, as to eliminate the need for direct empirical evidence. One 
may admire the strategy of this line of attack, but further investiga- 
tion shows the forces involved in it to be largely illusory. 

The first three sections of this paper are concerned with the eco- 
nomic factors which determine the influence on work incentives of 
the taxation of earned income. It will be seen that there are at least 
as good reasons for believing that such taxation will have a net in- 
centive effect as there are for believing it will have a disincentive 
effect. In the next two sections a similar analysis is applied to income 
taxes on property incomes and to excise and sales taxes. Finally, the 
findings of a number of recent empirical studies of worker behavior 
are examined briefly. The results are likely to surprise those who 
have accepted the disincentive argument as conclusive. High income 
taxes, it would appear, have as yet not had any serious disincentive 
effects. It is true that some workers have been led to contract their 
efforts, but at the same time others have been induced to work both 
harder and longer. Whatever the merits of fiscal policies aimed at 
lowering income-tax rates may be, the encouragement of greater pro- 
ductive activity on the part of workers does not appear to be one 
of them. 


INCENTIVE AND DISINCENTIVE EFrrects or INCOME TAXATION 


To many taxpayers the disincentive proposition given at the be- 
ginning of this paper probably appears realistic enough. They may 
reason that “with tax rates as high as they are now it is not worth 
my while to do any extra work because the income from it after taxes 
is inadequate.” The implication, of course, is that at lower tax rates 
the additional work would be undertaken. In reaching this conclu- 
sion, however, the taxpayer is likely to be thinking in terms of a given 
base income to which a larger reward from a given amount of extra 
work is added when tax rates are lowered. This argument overlooks 
an important fact—that lower tax rates would increase the taxpayer's 
base income—and at higher income levels, as empirical studies have 
shown, people typically want to take more leisure time rather than 
less. A lowering of income-tax rates, in short, exerts two opposing 
influences on work incentives: a stimulating one because after-tax 
rates of pay are higher, and a discouraging one because for a given 
amount of work taxpayers have more money. Conversely, an increase 
in tax rates, by lowering wage rates, tends on the one hand to induce 
greater effort because taxpayers find themselves with less money to 
spend, but, on the other, makes added effort less attractive by reduc- 
ing the reward. 

Some workers may react to higher taxes by simply tightening their 
belts, preferring to economize on consumer goods and services and on 
saving rather than on leisure time. Others may work more, thereby 
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economizing on leisure as well as on other things. Still others may 
work less, illustrating the disincentive effects of tax increases. ‘These 
people, it may be noted, show a marked lack of attachment to the 
rewards from productive activity, since they are led by a fall in earned 
income as a result of taxation to cut their incomes still further by 
reducing their efforts. Such a reaction is, of course, possible. To 
elevate possibilities of this sort to the rank of inevitabilities, as some 
of the more ardent critics of income taxation are prone to do, seems, 
however, more than a little extreme. 

Another way of describing the effects of income taxes on work in- 
centives is in terms of the value to the worker of the oe 
income obtainable from the last unit of work he does. “Value” in 
this case does not refer simply to the number of dollars earned but 
more fundamentally to the usefulness of those dollars to the worker 
and his family. When tax rates rise the value received from a unit 
of effort is reduced since fewer dollars are brought home to the family 
coffers, but the usefulness of each dollar is increased since the family 
has fewer total dollars to spend. If, on balance, the value of the 
income earned by the last unit of effort decreases, the worker will 
tend to work less as a result of the increased tax rates; if, on the other 
hand, the value increases he will continue to work as much as before 
and may well wish to expand his supply of labor. Opposite results 
occur when tax rates are lowered. Again we note the existence of 
opposing lines of influence and the indeterminacy of the final outcome 
at this level of analysis. 

High income taxes, then, do not necessarily have important disin- 
centive effects. Some workers, it is true, may work less hard because 


of the influence of high tax rates. Others, however, may be led to 
increase their efforts, and a good many people may be virtually 
unaffected. Additional evidence is needed before any useful conclu- 
sions can be drawn. Fortunately, both theory and observation can 
help provide that evidence. 


Tue Errectrs or INFLEXIBLE MonNETARY COMMITMENTS 


Most of us have more than a nodding acquaintance with relatively 
fixed monetary commitments of one kind or another. Monthly pay- 
ments on a home mortgage or rental to a landlord, life-insurance 
premiums, contributions to pension and annuity funds or to prepaid 
medical plans, union or professional dues, and other fixed costs of 
earning income, periodic payments incurred when consumer durables 
are bought on time, the obligation to support and educate children or 
to care for elderly relatives—all fall in. this category. Possession of 
such commitments tends to make the taxpayer react to an increase in 
income taxes by increasing his efforts to earn income. The disin- 
centive effect of lower take-home rates.of pay is more than offset by 
the incentive push of a lower level of income when living expenses 
are not easily contracted. 

High income taxes, therefore, are likely to have incentive effects on 
workers with large families, on young people who are setting up homes 
and acquiring their stock of consumer durables, and upon all who, 
for whatever reason, have become heavily indebted to others. <A 
period following a rapid rise in consumer and mortgage debt, when 
higher taxes may well be called for because of strengthening in- 
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flationary pressures, is relatively favorable to the imposition of 
higher income taxes since their incentive effects will be intensified and 
their disincentive effects lessened by the previous growth in fixed- 
debt obligations. For similar reasons, a high and rising birthrate 
is favorable to high income taxes. On the other hand, Government 
policies which reduce the pressure of fixed monetary commitments 
on the worker, such as baby bonuses, provision for old age and retire- 
ment, for temporary periods of unemployment, or for sickness and 
injury tend, by themselves, to strengthen the disincentive effects of 
income taxation. These adverse tendencies, however, will be offset 
to the extent that Government benefits of this sort are closely matched 
by contributions on the part of the beneficiary. 

A worker is also effectively committed to the maintenance of a 
given level of living in the face of an increase in income taxes if that 
level of living represents the minimum necessary for continued phys- 
ical existence in his society. On the lowest income groups, therefore, 
income taxes may be expected to have incentive effects. At higher 
income levels the purely physical pressure of minimum subsistence 
is absent, but it may be replaced by equally effective social pressures— 
well-defined modes and standards of living which the workers feel 
they must maintain. 

Fixed monetary commitments of various kinds, therefore, exist at 
all income levels. Together they provide an important set of factors 
which strengthen the incentive effects of high income taxes at the 
expense of the disincentive effects. 


Tue Errects oF CHANGES IN PERSONAL EXEMPTION ALLOWANCES 


A raising or lowering of personal exemption allowances has a power- 
ful effect upon income-tax revenues because of the large proportion 
of income taxed at the lowest bracket rates. Such changes are also 
likely to affect work incentives. Unfortunately we can specify the 
result definitely only for those who remain in the same tax bracket 
both before and after personal exemptions are altered. For them the 
marginal rate of tax, and hence take-home rates of pay on the last units 
of work done as well as on any additional units that might be done, 
remains constant, while disposable incomes rise or fall as exemption 
allowances rise or fall. The sole effect on incentives, therefore, comes 
from the changes in disposable income, larger exemptions tending to 
reduce effort and smaller exemptions to increase it. 

A large number of taxpayers, however, will be shifted into a differ- 
ent tax bracket when personal exemptions are changed. For them 
both marginal and average tax rates—i. e., take-home rates of pay 
and disposable incomes—change, and opposing influences on work in- 
centives are again set in motion. Increased exemptions, for example, 
stimulate desires for more leisure time as a result of increased dispos- 
able incomes, but increased rates of pay at the margin make work more 
attractive. The strength of the latter effect will differ at different 
points on the income scale since rate changes from one tax bracket to 
the next are not uniform. By far the largest change, of course, occurs 
at the bottom of the tax scale where the rate plummets from 20 per- 
a hee zero for the income receiver who moves down out of the first 

racket. 
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The net incentive or disincentive effect of a given change in personal 
exemptions, therefore, will depend upon the extent to which taxpayers 
are concentrated at the boundaries of the various tax brackets rather 
than at the centers. For those at the boundaries the effect may go 
either way, but those at the centers will be induced to work harder by 
reduced exemption allowances and to work less by greater exemptions. 
A relatively even distribution of taxpayers over the various tax brack- 
ets, therefore, would create the presumption that lower exemptions 
are favorable to work incentives and higher exemptions unfavorable. 
On the other hand, a significant concentration at the bracket bounda- 
ries, especially at the bottom of the lowest bracket, could easily pro- 
duce exactly the opposite result. 


Tue Tax TREATMENT OF Property INCOMES 


Another relevant issue to be taken into consideration in studying 
the incentive effects of any income tax is the treatment of incomes 
which are more or less independent of any labor services rendered by 
the income receiver. At given levels of yield—and this is the only 
important comparison to make—a general income tax which treats 
all types of income equally will be more favorable to work incentives 
than one which exempts some property incomes entirely and taxes 
others only partially. 

As compared to the selective tax, the general one taxes certain kinds 
of property income more heavily but all other types of income less 
heavily. Since the two taxes are equally productive, taxpayers as a 
group have the same total disposable income in each case, but under 
the general tax they realize higher rates of take-home pay from the 
rendering of labor services. This acts as an incentive to still greater 
effort. The fact that this kind of tax treats some kinds of property 
income more severely has little or no effect on work incentives since 
little or no labor is involved in the creation of these incomes. On the 
average, therefore, the general tax is more favorable to productive 
activity. It has the further virtue, of course, of being more equitable 
since it treats all types of income the same way. 

For these reasons policymakers should scrutinize closely proposals 
which would have the effect of narrowing the base of the individual 
income tax. If the incomes involved are largely of the property 
type, the influence of the income tax at given yields is shifted in the 
disincentive direction. Present provisions concerning capital gains 
and losses, tax-exempt bond interest, percentage depletion, certain 
allowable deductions (such as those for meals and the like, which to 
a large extent are personal consumption on the part of the taxpayer 
rather than costs of earning income) all tend to make the individual 
a tax less favorable to work incentives than it would other- 
wise be. 


Tue IncentTIvE Aspects oF Excisk AND SALes TAXES 


One of tie traditional tenets with reference to the relative merits 
of different kinds of taxes is that excise and sales taxes are more favor- 
able to work incentives than are income taxes. Let us examine this 
assumption for a moment. 

Consider first the probable effects on work incentives of the price 
changes induced by sales and excise taxes. A general increase in 
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consumer good prices, for example, makes consumers with relatively 
fixed money incomes worse off and thereby tends to induce more effort. 

The rewards from that effort, however, have undergone a reduction 
in their buying power and so the effort itself is less attractive than it 
onee was. When considering the extra work the worker finds himself 
both pushed tow: ard it (by his lower real income) and repelled (by 
the lower real rates of pay) at the same time, and he may in the final 
analysis expand his labor supply, contract it, or leave it unchanged. 

It is true that many consumers may fail to perceive the price 
changes induced by changes in excise taxes,’ but they are likely to 
be much more aware of what it costs them to maintain their accus- 
tomed standard of living and what happens to the level of their cash 
balances in the process. Some evidence of the effects of high prices 
on worker behavior is provided by a recent British investigation 
which found that approximately 40 percent of the workers inter- 
viewed regarded high prices as a factor which deterred their produc- 
tive efforts and some 70 percent thought they were also a factor 
making for greater incentive.” 

Taxpayers may, of course, do more work not in order to buy addi- 
tional things but primarily to raise their level of saving. Even in 
this case, however, the tax-induced price increases are by no means 
irrelevant. The saving may be specifically earmarked for a future 
purchase of a taxed good or service. Unless the tax is believed to be 
temporary, the incentive effect is likely to be the same here as in the 
case of a person who works in order to consume. Even the person 
who saves in order to accumulate a certain amount of capital may 
adjust his goals upward when prices rise. 

Finally, excise and sales taxation will affect work incentives in still 
another way. Such taxes reduce the money incomes of certain in- 
come receivers below the levels which would otherwise prevail. An 
excise tax on watches and clocks, for example, will lower the earning 
power of workers who are highly skilled in watchmaking, and these 
effects are likely to spread to ‘all who do the same type of high-pre- 
cision, fine-scale work. As we have already seen the incentive » effects 
on these people may go either way. Lower income levels induce more 
effort, but reduced rates of pay have the reverse effect. Until we 
know more about the types of workers whose incomes are reduced by 
different kinds of sales and excise taxes and the extent to which these 
reductions take place—and this whole area of analysis is currently 
undergoing extensive reexamination * we cannot formulate a complete 
picture of the incentive-disincentive effects of sales and excise taxation. 


1Cf. Robert Ferber’s conclusion that “* * * awareness of reductions in Federal excise 
taxes or in selling prices on particular items 6 to 8 weeks after the fact was quite limited. 
Judging by the general tenor of the replies, most people were aware that some changes 
in excise taxes had been made, but few were able to identify specific changes’ (How 
Aware Are re of Excise Tax Changes? National Tax Journal, VII (December 
1954), p. 358). 

2 Royal Commission on the Taxation of Profits and Income, Second Report, CMD 9105 
(London, 1954), see. 87. 

3 See in this regard: Earl R. Rolph, A Proposed Revision of Excise-Tax Theory, Journal 
of Political Economy, LX (April 1952), 102-17: R. A. Musgrave, General Equilibrium 
Aspects of Incidence Theory, American Economic Review, Proceedings, XLIII (May 1953), 
504-17. and On Incidence, Journal of Political Economy, LXI (August 1953), 306—23; 
J. F. Due. Toward a General Theory of Sales Tax Incidence, Quarterly Journal of Eco- 
nomics, LXVII (May 1953), 253-66; J. A. Stockfisch, Excise Taxes : Capitalization-Inveat- 
ment Aspects, American Economic Review, XLIV (June 1954), 287-300; H. Py B. Jenkins, 
Excise-Tax Shifting and Incidence; A Money-Flows Approach, Journal of Political Econ- 
omy, LXIII (April 1955), 125-49: and Paui Wells, A General Equilibrium Analysis of 
Excise Taxes, American Economie Review, XLV (June 1955), 345-59. 
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Tue Errects or LAasor Market Ricipirres 


So far we have not concerned ourselves with the extent to which the 
worker if free to satisfy his own preferences with regard to the amount 
of labor services he supplies to the market. The great majority of 
workers, of course, must either have a full-time job or none at all. 
We cannot, however, count on this fact to neutralize, for such work- 
ers, the potential incentive or disincentive effects of income taxation. 
For one thing, their preferences may be only temporarily frustrated. 
Future bargaining with employers may restore the balance. In addi- 
tion, workers typically have ways of changing their labor supply 
other than by altering the number of hours worked a week or the 
number of weeks worked a year. Overtime opportunities may be 
available and be refused or exploited more fully, other members of 
the family may enter or leave the labor force, proposed ages of re- 
tirement may be altered, or absenteeism on a day-to-day basis may 
change. These possibilities must be kept in mind in evaluating the 
results of empirical studies. In flexible behavior in one area or dis- 
incentive effects in another do not necessarily imply either insensi- 
tivity or reduced incentives as far as the labor supply as a whole is 
concerned, 

EmpricaL Srupres or Work INCENTIVES 


Since the pioneering work of Senator Paul H. Douglas* in this 
area, a number of empirical studies of the reactions of workers to 
changes in their rates of pay have been made. The results, to be sure, 
are incomplete. We still lack detailed information about the be- 
havior of a number of important worker groups, especially indepen- 
dently employed professional and business people at the middle- to 
high-income levels, who are both strongly affected by income taxes and 
able to vary their labor supply more freely than wage earners or sal- 
aried personnel. Wage and salary workers, as noted in the preceding 
section, may vary their supply of labor in a number of different ways, 
and full information on these various possibilities is not always avzil- 
able even for groups that have been studied rather extensively. In 
addition, it has frequently been difficult to be certain that the behavior 
actually observed was due to changing pay rates rather than to other 
factors which also exert an influence on work incentives. Neverthe- 
less, the evidence so far compiled warrants careful consideration be- 
cause it is both extensive and consistent as to the direction in which 
it points.» For the most part it appears that income taxes exert rela- 
tively little influence on work incentives, and that when they do they 
induce greater effort as frequently as they deter it. 

Thomas H. Sanders, for example, concluded, on the basis of an 
extensive postwar study of executive behavior, that— 
the cases in which the evidence showed executives to be working harder were 


at least equal in number to those indicating less effort, and the former were more 
definitely recognizable as a tax influence.® 





*Paul H. Douglas, The Theory of Wages (New York, 1934). 

5A more detailed summary of the resuits of studies of the United States labor market up 
to 1953 is included in the author’s Income Taxes, Wage Rates, and the Incentive To Sup 
ply Labor Services, National Tax Journal, VI (December 1953), 350-1. More recent 
investigations are noted in the text below. 

®*Thomas H. Sanders, Effects of Taxation on Executives (Boston, 1951), p. 20. 
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In addition, there was evidence that high taxes induced more wives 
of business executives to enter the labor force and, in general, led the 
executives themselves to postpone their dates of retirement from active 
participation in the business. Offsetting these tax incentives, how- 
ever, was a tendency for some to refuse promotions and advantageous 
offers from other companies when the change meant greatly increased 
burdens and relatively little increase in net compensation. Finally, 
it was noted that a good deal of executive effort was being diverted into 
a study of tax laws and of ways of reducing tax burdens. 

Another study of a small sample of 7 surgeons with incomes between 
$36,000 and $115,000 led the author to conclude “* * * we would 
Judge that increased taxes have not reduced the surgeons’ incentive.” * 
He also noted that 4 of the 7 doctors planned, at the time of interview, 
to retire later than they had previously planned (before World War 
II) because they had been unable to accumulate sufficient capital. 
These reactions might be attributed to the influence of higher taxes 
or higher prices, or both. 

It is interesting to note that in a recent British study, although over 
two-thirds of the male workers interviewed believed that as a general 
matter income taxes discouraged productive effort, less than one-third 
of them felt that taxes had affected their own personal effort adversely, 
and almost as many thought the effect was to induce them to work 
harder.2 When workers who had turned down an opportunity to 
work overtime were asked why. they had done so, only 5 percent or less 
of them cited high taxes in reply.2. The National Coal Board, as a 
result of a number of studies of absenteeism in the British coal mines, 
concluded that “Tax considerations were * * * responsible for only 
one-third of 1 percent of the shifts lost.*°. The Royal Commission 
itself reached the general conclusion that “the levels of taxation within 
present limits do not inhibit or induce any significant proportion of 
the working population to modify their attitudes to their working 
behavior.” 

These findings are the more significant since the pressure of taxation 
is in general greater in Britain than in the United States, the income 
tax starts at lower levels of income and its rate structure rises more 
steeply, and British workers are provided with comprehensive low- 
cost medical and dental services which, alone, might be expected to 
push the influence of income taxes in the disincentive direction. In 
addition, a recent study shows that central government tax and ex- 
rvenditure programs have carried the redistribution of income further 
in Britain than in the United States.” 





™ Robert Davidson, Income Taxes and Incentive: The Doctor’s Viewpoint, National Tax 
Journal, VI (September 1953), p. 297. 

8 Royal Commission on the Taxation of Profits and Income, op. cit., sees. 74 and 81. 

A similar result for the United States appears when we contrast Kimmel’s 95 percent 
affirmative response to the question: “Do you believe that the higher the tax rate the less 
the incentive to work and save?” with the results of Sanders’ study of executive behavior. 
Cf. Lewis H. Kimmel, Taxes and Economic Incentives (Washington, 1950), pp. 101-102. 

? Royal Commission on the Taxation of Profits and Income, op. cit., secs. 74 and 81, 

% Ibid, see. 39. 

1 Ibid, p. 115. 

2 Allan M. Cartter, the Redistribution of Income in Postwar Britain—A Study of the 
mews . en Government Fiscal Program in 1948-49 (New Haven, 1955), espe- 
cially pp. 91-92. 
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ConcLUSIONS 


Human motivation is a complex phenomenon no matter what the 
area of study. People who are fannie interested in their jobs are not 
likely to be much deterred by even significant changes in taxes. 
Strong personal ambitions may also push even very high income taxes 
into the background. Workers in a society that is alert and active and 
progressing rapidly may not be deterred in their efforts by taxation, 
whereas workers in a stagnant and disillusioned society might well be. 
Strong public support for what the Government is doing and a wide- 
spread belief that it is accomplishing its objectives in an efficient and 
honest manner may cend to impart favorable incentive aspects to taxa- 
tion. Cultural and religious patterns, by imposing on the individual 
certain habits of thought and action, may govern his reactions to taxa- 
tion of various kinds, and so on. 

In spite of the complexities, we are by no means completely at sea. 
Careful empirical studies have been made and, eomaiine as the re- 
sults still are, it is encouraging to note that neither in Great Britain 
nor in the United States is there any convincing evidence that current 
high levels of taxation are seriously interfering with work incentives. 
There are, in fact, as indicated above, a number of good reasons for 
believing that considerably higher taxes could be sustained without 
injury to worker motivation should the need arise. Conversely, the 
social and economic need for strong work incentives does not, at the 
moment, make imperative a reduction in Government expenditures or 
an expansion in the role of excise and sales taxation in order to bring 
about a reduction in income taxes. 











V. RELATIVE EMPHASIS IN TAX POLICY ON ENCOUR- 
AGEMENT OF CONSUMPTION OR INVESTMENT 


STIMULATION OF CONSUMPTION OR INVESTMENT 
THROUGH TAX POLICY 


JoHN C. Davipson, National Association of Manufacturers 
INTRODUCTION 


The question suggests use of tax policy as a means for manipulating 
the economy. This approach is contrary to the policies of the Na- 
tional Association of Mariufacturers, which follow the philosophy 
reflected in the statement of Secretary of the Treasury George M. 
Humphrey before a congressional committee on July 18, 1955: 

The power to tax is the power to destroy and revenue laws should be used 
only to equitably raise revenue, not for other indirect purposes. 

It is assumed that the frame of reference for discussion here is tax 
reduction within the general limits of a balanced budget. Neverthe- 
less, it is interesting to note that current support of tax reduction to 
stimulate consumption—despite near-capacity operation of the Na- 
tion’s economy—stems from earlier emphasis on tax reduction to in- 
crease purchasing power. For example, Prof. Colin Clark in the 
early months of 1954 stated that Federal taxes should be reduced by 
$20 billion in order to create deficit money and thus stave off serious 
recession. More recently, in February 1955, an organization called the 
Conference on Economic Progress also advocated drastic tax reduc- 
tion for the purpose of creating deficits and increasing purchasing 
power. We can imagine the inflation which would have already re- 
sulted if the recommendations of these purchasing-power advocates 
had been followed. Their repetition here is to illustrate the inherent 
danger of using the tax system for nonfiscal purposes. 

Within the framework of a balanced budget, tax reductions ob- 
viously do not create purchasing power. The result is only to trans- 
fer purchasing power from the Government to private citizens. While 
this means that the private citizen can spend more because the 
Government is spending and taxing less, there is no net addition to 
purchasing power as such. 

It becomes especially important, therefore, to consider tax reduc- 
tion from the standpoint of the impediments to progress which exist 
in the present system. This subject is explored in a publication 
developed by the association’s 300-member taxation committee, en- 
titled “Facing the Issue of Income Tax Discrimination,” released on 
October 7, 1955. The following is quoted from this publication, pages 
20-24 : 


Economic GrowTtH AND TAx REDUCTION 


An obstacle to removal of tax barriers to economic growth is the so-called 
purchasing-power theory of economic progress. This is an elusive theory, which 
shifts grounds with the times but always has the basic design of appealing more: 
to the emotions than to the mind. It is the old story of taking a “germ” of truth— 


200 








FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 2()] 


people cannot buy without income—and then subverting the truth, in this case 
by disregarding the only source of high and increasing buying power. 

There is no magic formula, in America or elsewhere, for creating buying power. 
The abundant use of capital is the major reason the American worker earns 
so much more, and is why the American standard of living is so much higher, 
than elsewhere in the world. 

Capital formation, which encompasses the twin processes of saving and invest- 
ing, has a double effect in regard to employment and income. First, the process 
itself provides jobs and new income. Second, the plant, equipment, and other 
facilities produced both improve the productivity of existing jobs and provide 
jobs where none existed before. Here is the basic source of increased purchasing 
power which means increased consumption and higher standards of living. 

The insincerity of those who pursue the buying-power approach for the domes- 
tic economy, in disregard of capital formation, is pointed up by the recognition 
of the same people that the need in the rest of the world is for more capital. 
It is no mystery to them why Russia seeks to advance capital formation, and 
why the free world looks to America for capital; the reason everywhere is found 
in the desire to duplicate the American story—more capital per worker, more 
production, a stronger economy, and a better standard of living for all. 

Because of the elusive, emotional technique, it is sometimes difficult to pin 
down the current arguments of the purchasing-power proponents. . Neverthe- 
less, there now seems to be a vague sort of rationalization that America needs less 
capital in the future because it has so much in the present. Nothing could be 
further from the truth. 

Capital formation is the balance wheel as well as the multiplier in the 
economy. Its importance to a healthy and growing economy is well illustrated 
by the bitter experience of the 1930’s. The absence of capital formation did not 
bring on the depression, but it is an uncontestable fact that the failure first to 
maintain and then to revive an adequate volume of capital formation served to 
prolong the depression beyond all reason. The needle of inflationary deficit 
financing, designed to increase purchasing power and consumption, in no way 
offset the repressive effect of the discriminatory tax rate policy which was born 
in those years. 


CONSUMPTION VERSUS INVESTMENT 


Looking to tax reduction in 1956, the Nation is now confronted with a great 
debate over whether the intention should be “to stimulate consumption or to 
stimulate investment.” Posing the question in this form tends to confine the 
debate to what should be done without attention to the situation as it exists. 
Use of the word “stimulate” provides an added diversion from looking at the 
facts. 

If the purpose of the question is to get to the root of the problem, before 
prescribing a cure, then a proper statement would be: Should tax reduction be 
designed to moderate the repressive effects of taxation on consumption or on 
investment? Stated in this way, the answers are readily apparent. 

To be repressive, tax rates have to be high and discriminatory enough to 
create disincentives, that is, to so penalize or punish the taxpayer as to discourage 
or prevent him from doing with his income what he otherwise would do. No 
one can seriously claim that the Federal tax system has this kind of effect on 
consumption expenditures of taxpayers who are not subject to the progressive 
rates. 

On the other hand, it is impossible to consider the charts and data included in 
this statement without recognizing the barriers to savings and investment of 
the present income-tax structure. The steep climb of individual tax progression, 
and the high corporate rate, serve to compound the hazards and rigors of a 


competitive economy. Every producer and investor must take his punishment 
at the tax tollgate, unless and until he quits in despair. A few months ago, Dr. 


Arthur F. Burns, Chairman of the President’s Council of Economic Advisers, 
stated in an interview: “I don’t know of a surer way of killing off the incentive 
to invest than by imposing taxes which are regarded by people as punitive.” The 
present tax system is punitive. 

The inappropriateness of the word “stimulate” is thus put in perspective. 
Just as do the words “tax incentives,” it misses the point. Tax reduction does 
not provide motivation, but only the freedom to respond to existing motivations. 
The purpose of reducing the discriminatory tax rates is to permit the freer play 
of economic forces, not attempt artificial stimulations. 


’ 





2U. S. News & World Report, May 6, 1955. 
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EXPLANATION OF APPENDIX TABLE 


This table was prepared originally for the NAM Federal Tax Program pub- 
lished in December 1953, as No. 64 in the Economic Series. It was based then 
on a table compiled in the Treasury and included as part of the testimony of 
Secretary of the Treasury John M. Snyder before the Senate Finance Com- 
mittee in February 1951. ‘Taxable income,” as used in the table, means the 
income subject to tax after allowable deductions and exemptions. The distribu- 
tion of taxable income by income brackets gives effect to income splitting by 
married persons. 

The increase of tota] taxable income that has occurred since the original Treas- 
ury tabulation was issued has been distributed among the taxable income 
brackets approximately, but not exactly, in proportion to the original distribu- 
tion. In view of the fact that as new wage earners and other new income 
recipients appear, they will be found first in the lowest income brackets, there has 
been some disproportionate weighting of the increase at these levels. 

The present tabulation is designed to show the distribution of taxable in- 
come and of income tax to accord with the budget estimate of yield for the 
fiscal year 1956. Refunds have been deducted in accord with the actual experi- 
ence of 1952 and 1953, as reported by the Commissioner of Internal Revenue. 
There is also eliminated from the table for the first time both the taxable gain 
and the tax liability where the alternative tax on long-term capital gains 
attaches. 


Estimated distribution of tagv rates and yields by basic and progressive elements 
of rate structure, fiscal year 1956 


(Tax amounts in millions] 


| ~ | 


Tat * 
Net income | payable Rates 


brack : 
cmeket,) | Teome | (percent 


Progressive | 
element —— 
(percent) | a) 


(per. 3) $88, 526 Pe on A ce eas $17, 705 
$3 to $6.52. - =. 13, 890 2, 77 278 | 3, 056 
$ 5, 494 26 | 1, 099 6 | 329 | 1, 428 
$6 to $8... viable | 3, 346 ‘ 669 10 334 | 1, 003 
$8 to $10. ......-. 2, 321 ‘ 464 14 324 | 788 
$10 to 18... 222] 1, 679 | _ 336 302 638 
$19 WEE onc. 1, 309 : 262 3 | ‘ 563 
$14 to $16_- 914 183 | 27 | 246 | 429 
$16 to $18__.......| 765 50 | 153 : 22 382 
$18 Gee. > 5 --1 654 131 | 3 215 | 346 
$20 to $22 519 104 36 87 | 291 
$22 to $26. ...- 840 ¢ 168 327 
$26 to $32. ........! 827 5 165 
$32 to $38 531 106 
$38 to $44 383 77 
$44 to $50 . 57 
$5) to $60 54 
$60 to $70 37 
$70 00 GO: «de . 25 
$80 to $90 17 | 
$90 to $100_____.--| 12 
$100 to $150 ; 37 
$150 to $200 aS 15 
$200 and over 42 


$24, 696 |___- 
83.9 


Basic tax Total tax 











1 Differs by $46 million from estimated total of $29,397 million, because of rounding. 


Too Mucu GrowTH? 


All-out proponents of a socialistic tax structure are hard put to find a counter- 
attack against the mounting clamor for relief from the discriminatory rates. 
However, one argument which seems to be taking shape is that we can have too 
much economic growth or, stated differently, it would be better if more current 
income were spent for immediate consumption purposes and less for economic 
expansion. 

The first point to note is the inherent concession of the adverse effects on 
economic growth of the present rates, but it is illuminating to examine this 
argument in the light of dollar totals. 
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The tax reductions proposed in the 5-year plan would average just short of 
$2 billion annually over 5 years. This is less than 1 percent of the current annual 
rate of personal consumption expenditures of $246 billion. 

When the same amount of tax reduction is related to investment expenditures, 
a quite different picture is presented. Two billion dollars is about 7 percent of 
the present $27.9 billion rate of investment by all business in new plant, equip- 
ment, and facilities. In recent years, the ratio of net new investment to total 
investment in plant and equipment only has been about 20 percent, with the 
balance going to replace the current wear and tear on capital facilities. Thus, 
only $5.6 billion is currently being invested in net new facilities; $2 billion of 
tax reduction would be nearly 36 percent of this figure. 

Perhaps the most interesting comparison is with the amount of new venture 
capital employed by corporate industry. In 1954, retained earnings of corpora- 
tions totaled $7 billion; and corporations raised an additional $2 billion by the 
sale of new stock issues. The total of this amount, $9 billion, is the seed corn 
of industrial expansion—$2 billion is over 22 percent of this amount. 

The above figures are brought together in the following table: 


Ratio tax 
Category of expenditure or investment | Amount Annual tax Saving of 
saving | expenditure 


| or investment 





Rils. of dol. | cent 
Consumption expenditure, 1955 ewocke $246.0 | $ 
Investment in new plant and equipment, 1955_-- ‘ 27.9 
Net new investment, 1955 __. . ee 5.6 
New corporate venture capital, 1954 lidiiedsiniiemiicsos 9.0 | 


These illustrations, however, are not intended to create the impression that 
the total of any tax reduction would be used for new or venture investment. To 
some extent reduction in progression, especially in the lower ranges, would result 
in increased expenditure for consumption purposes by the affected taxpayers. 
Moreover, it is reasonably certain that part of the corporate income tax is re- 
flected in price, and thus it is to be expected that some part of a corporate tax 
reduction would result in lower prices. But any such diversion of tax savings 
to consumption spending probably would be more than offset by increased invest- 
ment induced by the moderation of disincentives. Especially there would be less 
reason to forego the kind of risk investments which mean so much for the future. 

However, for the purpose of further illustration, it is assumed that the alterna- 
tives are an annual increase of $2 billion in private consumption spending for 5 
years, or the same amount of investment spending. In other words, the spending 
would step up at $2 billion a year to an annual total of $10 billion in the fifth 
year and remain at that figure for succeeding years. The question to explore is: 
How soon would the sacrifice of immediate consumption for investment spending 
be repaid, and then surpassed, in added production and consumption? y 

From available data on recent experience it appears that a dollar added to 
existing investment in business other than agriculture will yield an annual added 
value of 25 cents in production of goods and services. 

At 25 cents a year, in 4 years an invested dollar will have provided as much 
new consumption as if it had been spent originally for consumption purposes. 
Thereafter the annual additions are all plus values. At the end of 10 years the 
return is 214 for 1. 

When the original investment instead of consumption spending is repeated and 
increased over the years, the benefits multiply accordingly. Taking the $2 billion 
illustration, repeated for 5 years, the total investment is $10 billion at the end 
of the period, and the return in new production is $7.5 billion at that time. There- 
after the annual additions are $2.5 billion, so that the $10 billion is returned 
at the end of 6 years and has yielded an additional $10 billion in new production 
at the end of 10 years. 

These figures illustrate the amazing rewards in increased production and living 
standards which come from saving and investing. They help explain the Amer- 
ican story of why our Nation, with only 6 percent of the world’s population, has 
74 percent of all automobiles, 56.5 percent of the telephones, and nearly all of 
the home appliances which make the American housewife the most envied person 
in the world. 
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It will thus be seen that the argument for restraining growth to permit more 
consumption is one for preventing more consumption. The argument is another 
manifestation of the overall design to use the tax system to control and manipu- 
late the economy. The disastrous tax policies of the 1930's were supported by 
the theory that our economy had reached a stage of maturity which made it 
necessary to drain off excess savings of individuals and businesses. The false- 
ness of that diagnosis has been exposed time and again, but this does not deter 
socialist planners from seeking the same ends for other or even contrary reasons. 
Always the result is the same: Planned scarcity in the name of purchasing power 
and consumption. 

Present estimates are that the population, now in excess of 165 million, will 
increase at a rate of 2% million persons per year over the next 20 years. The 
labor force itself is expected to grow at an average rate of about 1 million persons 
; Tt ia evident that, if there is to be more production to permit more consumption 
by more people, and if jobs are to be provided for the new workers, a large and 
increasing volume of capital formation will be required in the years ahead. It 
is little short of foolhardy to talk about too much growth. The Nation will 
~— need the maximum growth that a free unregimented economy can provide. 

s the foregoing indicates, the association believes that first priority 
in a reduction should go to reducing the high and discriminatory 
rates of income tax, both individual and corporate, which interfere 
with the free play of economic forces and impede economic growth. 
Recognizing the improbability that the necessary reductions could be 
achieved within a year or 2, the association has proposed a 5-year 
plan for orderly reduction of the discriminatory rates to a top of 35 
percent. In essence, it is a plan to first apply the revenue growth 
increment to reducing the rates which impede growth. 

More specifically, as the American economy expands, so does the 
amount of Federal tax revenues from a given set of rates, but in 
greater proportion, Over many years, good and bad together, our 
economic growth has averaged out at about 3 percent a year, measured 
by physical volume of goods and services. Assuming no more than 
such average growth in the next 5 years, revenue expansion is esti- 
mated at over $12 billion. 

The proposal is that this revenue increase be first applied to mod- 
erating the discrimin: itory rates. The cost of the plan would be about 
$10 billion, or $2 billion less than the expected revenue growth. 

Under the plan there would be 5 successive annual reductions of 
16 percent in the progressive part of each tax rate, with each reduction 
computed on the original progression—that part of the rate above 
20 percent. With the top rate reduced to 35 percent, the 50-percent 
rate, for example, would be reduced to 26 percent (80-percent reduc- 
tion of the progressive spread of 30 percentage points). In other 
words, every progressive taxpayer would receive the same percentage 
reduction in his unfair tax burden. With 5 uniform rollbacks in each 
superrate, his tax bill from progression at the end of the period would 
be 80 percent less than at the beginning. 

The corporate tax now consists of a 30 percent normal tax and a 22 
percent surtax, or a combined top rate of 52 percent. Tax law now 
provides for a reduction of 5 pe.centage points in the normal tax. 

The proposal is that this reduction ‘be followed by 4 successive an- 
nual reductions of 3 percentage points each, or a total of 12 percentage 
points, to bring the combined top rate down to 35 percent at the end 
of 5 years. The 12 percentage points would be divided equally be- 
tween the normal and the surtax, so that the total reductions from 
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present rates would be 11 percentage points in the normal tax and 
6 percentage points in the surtax. 

The bulk of the tax reduction under the 5-year plan would flow to 
the energetic and ambitious people who are the jobmakers of to- 
morrow. 

Indirectly, the benefits of this plan would mean the most to the 
people whose employment and standard of living are dependent on 
further economic development. The benefits here can be measured in 
better jobs, in jobs yet to be created, and in standards of economic 
well-being yet to be achieved. 

In every sense of the word, this plan is for the good of the Nation. 


RELATIVE EMPHASIS IN TAX POLICY ON ENCOURAGE. 
MENT OF CONSUMPTION OR INVESTMENT 


WILLIAM FELLNER, Yale University 


SUMMARY OF THE ARGUMENT 


Most of the current discussion of impending tax changes implies a 
specific assumption. concerning the business conditions that will pre- 
vail when these tax changes are adopted. The economy is visualized 
as moving fairly smoothly on a growth path, with reasonably full use 
of its resources and without inflation. However, at given tax rates, 
the growth of the national income is expected to result in gradually 


increasing tax revenues relative to fiscal expenditures, and this is 
expected to lead to a deflationary pressure. Thus, we will reduce tax 
rates in order to prevent an insufficiency of effective demand, that is, 
of consumer demand plus investment demand. At the unchanging 
tax rates, we would be running into gradually increasing unemploy- 
ment of labor and into excess capacity of equipment. 

At first, I shall develop my conclusions from this common assump- 
tion. Subsequently, I shall make a few remarks on how the con- 
clusions change if we imovlify the initial assumption concerning busi- 
ness conditions. In this case the conclusions change appreciably. 

On my initial assumption, a reduction of the 52 percent corporate 
income-tax rate probably has more merit than any other type of tax 
reduction. 

The conclusion is derived by weighing the pros and cons of various 
types of tax reduction. It is Oooo important to compare a 
reduction of individual income-tax rates with a reduction of corporate 
income-tax rates. 

A reduction of individual income-tax rates does, of course, possess 
great merit, but I believe that on the initial assumption which I have 
described these merits are outweighed by those of a reduction of cor- 
porate income-tax rates. The main merit of individual income-tax 
reductions, especially of reductions in the low-income brackets, is that 
the increase in effective demand per dollar of tax reduction has a rela- 
tively well predictable magnitude. The effect is likely to be large 
per dollar of tax reduction because a very high proportion of the tax 
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saving is likely to go into additional consumption expenditure. Mere- 
ly a much smaller proportion of the tax saving from corporate tax 
reductions can be expected to go into additional consumption, via 
additional dividend payments. 

However, a reduction of corporate income-tax rates induces not 
merely additional consumption expenditure. It induces also addi- 
tional investment expenditure, partly because corporations are left 
with more internal funds and partly because an increase in prospective 
profit rates, after taxes, results in increased willingness to accept 
business risks. The magnitude of this investment-raising effect per 
dollar of tax reduction is less predictable than is the magnitude of the 
consumption-raising effect of low-bracket individual tax reductions. 
Therefore, if we want to play safe in our effort to increase effective 
demand by a specific magnitude, we may have to reduce corporate 
income taxes by somewhat more than the amount by which low- 
bracket individual income-tax burdens would have to be reduced. If 
we want to play safe, we may have to lower corporate income-tax 
revenues for any given level of the national income by between 20 
percent and 50 percent more. This seems safe enough. If it then 
turns out that we have underestimated the stimulus provided by the 
corporate tax reductions, we may have to rely to a somewhat greater 
extent on Federal Reserve restraints to prevent inflation. Admittedly, 
it isa disadvantage of corporate income-tax reductions that the mag- 
nitude of their effect on private spending, per dollar of tax reduction, 
is less predictable than that of some other tax reductions. 

This disadvantage is, I think, outweighed by an important advan- 
tage. The additional output called forth by corporate income-tax 
reductions consists of capital formation to a greater extent, and of 
consumer goods to a smaller extent, than does the additional output 
called forth by other tax reductions. This means that we are likely 
to get higher growth rates if we reduce the corporate income tax. At 
present, net capital formation accounts for a somewhat smaller pro- 
portion of total output than was the case during the 1920’s or in earlier 
decades. There is room for some increase in capital formation rela- 
tive to other constituents of the total output, and hence much can be 
said for considering the corporate income tax the strongest candidate 
for reduction. 

Moreover, increased capital formation and an increased capital 
stock per unit of labor are likely to benefit the low-income groups by 
more than the equivalent of what they could obtain by tax reductions. 
Higher labor productivity expresses itself in higher real wage rates, 
and it takes merely a short time to obtain a greater increase in welfare 
by this method than by exempting individuals from taxpayments 
amounting to a small percentage of their incomes. Hence, I would 
argue that a growth-oriented attitude calls here for placing the main 
emphasis on reducing the 52-percent corporate income tax. 

The assumption underlying my analysis was that of well-balanced 
economic conditions which threaten to become gradually unbalanced 
in the deflationary direction because of the gradual rise of tax reve- 
nues relative to fiscal expenditures. If we change the assumptions, 
the conclusions, too, become quite different. For example, if the ini- 
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tial condition were that of more or less acute cyclical contraction, then 
we should place at least as much emphasis on reducing the tax burden 
of the consumer as on reducing corporate taxes. In acute contraction, 
the incentive effect of corporate tax reductions is weak until the con- 
traction of consumer demand is checked. If, on the other hand, the 
initial condition is that of inflationary pressure which the Federal 
Reserve finds difficult to control, then tax reductions should be post- 
poned even if a budgetary surplus is gradually accumulating. 


A More Deraitep Version OF THE ARGUMENT 
I. THE INITIAL ASSUMPTION AND INFERENCES DRAWN FROM IT 


(a) Spelling out the initial assumption 

At this writing, we have a high level of business activity without 
inflation, under conditions characterized by an approximately bal- 
anced cash budget and by a Federal Reserve policy of mild restraint. 
Recently, the economy has been showing a substantial growth rate, on 
the average perhaps 4 percent per annum. If we leave tax rates un- 
changed without raising Government expenditures, tax revenues will 
be increasing relative to fiscal spending, and the surplus will tend to 
grow more or less continuously. This is because in a growing econ- 
omy the tax base, too, is growing and the Federal tax structure is 
graduated. There exists a presumption that if, with a balanced budg- 
et, the effective demand for goods and services comes out just about 
right, then an ever-growing excess of fiscal revenue over expenditures 
will sooner or later create a deficiency of effective demand, that is, a 
deflationary situation with unemployment and excess capacity. These 
consequences will show unless Government expenditures are raised 
in the same proportion as the tax revenue. If they are not raised in 
the same proportion, the deflationary impact of the ever-increasing 
budgetary surplus can be compensated only for a brief period by 
easier credit policies. These are the assumptions commonly implied in 
the discussion of the tax problems at hand. In the main part of my 
paper, I shall accept these assumptions, leaving modifications to later 
consideration. 

The essential content of these assumptions is that we will be reduc- 
ing tax rates in order to prevent the unemployment and excess capacity 
which would gradually develop in the absence of tax reductions. if 
we accept this assumption, what taxes should we reduce? 

(5) The spendable-income-raising effect of tax reductions 

One reason why tax reductions increase the demand for goods, and 
why they lead to fuller use of labor and of equipment, is that they leave 
consumers and business firms with more spendable income. This is 
true both of a reduction of individual income taxes and of a reduction 
of business taxes. Consumers spend more out of a higher disposable 
income (i. e., out of a higher income after taxes, and it is likely that 
the increased availability of reinvestable profits would in itself induce 
firms to spend more on investment goods out of their higher net profits 
after taxes. The second of these two statements implies that the 
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standards which an investment project must meet to be acceptable to 
a business firm are somewhat milder if the project can be internally 
financed than if it requires new security issues or new borrowing. 

The spendable-income-raising effect of taxation, with which we shall 
be concerned in the present section, should be distinguished from the 
favorable incentive effect of certain tax reductions. This incentive 
effect, to which I shall turn later, operates not through leaving the 
public with more spendable income but through raising the profit pros- 
pects for future ventures. Staying, for the time being, with the spend- 
able-income-raising effect of tax reductions (rather than with the 
incentive effect), we should recognize that a reduction of the tax 
burden of low-income consumers has a large and quantitatively fairly 
well predictable expenditure-increasing effect per dollar of tax reduc- 
tion. In income-tax exemptions were ute ae if by some other 
method mainly the lowest taxable brackets were allowed to benefit 
from the tax reductions, most of the tax savings of these individuals 
would go into consumption expenditures. The high income groups 
would spend a much smaller proportion of their tax savings on con- 
sumption. The expenditure-raising effect of a reduction of the cor- 
porate income tax via an increase of reinvestable net profits would 
presumably be of intermediate magnitude per dollar of tax reduction. 
This is because not all dividend recipients belong in the very high in- 
come groups, and also because it is likely that the corporations them- 
selves anid spend part of their tax savings on investment (quite aside 
from the incentive effect, that is, merely Tecate more internal funds 
would be available. ) 

However, it is questionable whether we should pay much attention 
to the height and quantitative predictability of the expenditure-raising 
effect per dollar of tax reduction. This we should do only if we are 
aiming in a mechanical fashion at the highest possible budgetary sur- 
plus (or lowest possible deficit) compatible with calling forth the 
consumption and investment required for full use of our resources. 
Such an objective would call for reducing those taxes whose spendable- 
income-raising effect creates a quantitatively predictable addition to 
the expenditures of the public, and the same objective would call for 
favoring those tax reductions which go only in small part into addi- 
tional personal savings. If we should be led by this objective, the 
tax reductions would not be those which are most conducive to rapid 
growth. 

We have just seen that by raising individual income-tax exemptions, 
and generally by reducing the tax burden 6n low incomes, a very high 
expenditure-raising effect can be achieved per dollar of tax saving, 
and that the magniture of the effect is relatively predictable. We 
have seen also that in the event of a reduction of the corporate income 
tax, and especially in the event of a reduction of the individual income 
tax on high incomes, the magnitude of the expenditure-raising effect, 
per dollar of tax saving, is in all probability less great if we limit 
ourselves to that part of the effect which derives from an increase in 
spendable and reinvestable net incomes. It is true that a reduction 
of the corporate income tax also has a further expenditure-raising 
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effect because it improves the profit prospects for future ventures, and 
thus it increases the willingness to accept risks, but this incentive 
effect is quantitatively less predictable than the effect which derives 
from an increase in spendable net profits. Hence, if we are aiming 
at a high and relatively predictable expenditure-raising effect per 
dollar of tax saving, we should presumably favor a reduction of the 
individual tax burden on the low-income groups. This will give us 
the consumption plus investment expenditures required for full use 
of our resources by the method winding the highest budgetary sur- 
plus (or lowest deficit) compatible with the objective of full utiliza- 
tion. But a sufficient reduction of the corporate income tax will also 
give us the consumption plus investment expenditures required for 
full utilization, although the magnitude of the required tax reduc- 
tion is quantitatively less predictable. If the objective of raising 
consumption plus investment expenditures to the required size is 
achieved by a sufficient reduction of the corporate income tax, then 
the total expenditure and output will consist of investment (net capital 
formation) to a larger extent, and of consumption to a smaller extent, 
than if the individual tax burden of the low-income groups is reduced. 
Hence, growth rates would presumably be higher in the event of a 
sufficient reduction of the corporate income tax than in the event of 
individual income-tax reductions. 


(c) The incentwe effect of tax reductions 

While the problem of tax shifting is exceedingly complicated, it 
is reasonable to assume here that the corporate income tax is not 
fully shifted back and forth or fully passed on, in the sense that a 
reduction of the tax would not express itself fully in price reduc- 
tions. A reduction of the corporate income tax would express itself 
in good part in a higher rate of net profit for any given investment 
proj ect, and thus it would lead to additional investment. There would 

a tendency toward greater capital intensity, in other words, toward 
using more capital per unit of labor and also per unit of output. This 
is because of the incentive effect: Risky projects which previously 
were insufficiently profitable would now become sufficiently so. To 
lower corporate income taxes there corresponds, other things equal, 
a higher rate of investment relative to consumption and thus presuma- 
bly a higher growth rate. 

This same reasoning applies to some extent also to a reduction of 
the individual income tax burden on high incomes. But the incentive 
effect is likely to be weaker here than for the corporate income tax. 
In the present circumstances, it seems reasonable to assume that man- 
agement’s appraisal of costs, future demand, and business risk limits 
investment more effectively than does the willingness of individual 
income recipients to supply firms with capital for risky ventures. 

Returning now to the corporate income tax, we may conclude that 
if gradually growing tax revenues relative to fiscal expenditures should 
threaten to produce underutilization, a sufficient reduction of the cor- 
porate tax would create the additional demand required for the full 
use of all resources; and that the growth rate in such circumstances 
would presumably be greater than if full utilization were restored 
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by a primary stimulus to consumption. In the event of corporate 
tax reductions, even the spendable income-raising effect is to a rela- 
tively great extent an investment-raising effect, and merely to a 
smaller extent a consumption-raising effect; and the incentive effect 
is, of course, inherently an investment-raising effect. However, re- 
liance on reduction of the corporate income tax involves more un- 
certainty concerning the amount of additional demand produced per 
dollar of tax reduction. 


II. CONCLUSIONS BASED ON INITIAL ASSUMPTION 


The following conclusion emerges: The growth rate would presum- 
ably be highest if the corpcrate income tax were reduced. But if this 
policy were adopted to prevent the accumulation of large and defla- 
tionary tax revenues, then it would be necessary to “play safe” in the 
sense of reducing tax revenues sufficiently to create the required addi- 
tional demand even in the event that the demand-raising effect of 
the tax reductions should turn out to be smaller per dollar of tax reduc- 
tion than the demand-raising effect of tax reductions on low incomes. 

This is another way of saying that the policy of reducing the cor- 
porate income tax may conflict with attaining the highest budgetary 
surplus or lowest budgetary deficit compatible with full utilization. 
Yet, since the magnitude of the incentive effect achieved by reducing 
the corporate income tax is unpredictable, it might turn out that the 
additional demand per dollar of tax reduction is just as high as, or 
higher than, the additional demand obtained by reducing taxes on 
low incomes. If this should turn out to be the case, a “safe” reduc- 
tion of the corporate income tax would lead to inflationary pressures 
which would have to be held in check by Federal Reserve restraints. 

To this I might add two statements based partly on very rough 
numerical appraisals and partly on individual judgment. One is that 
I would disregard the possibility that a reduction in the corporate 
income tax would give a very much smaller increase in effective de- 
mand per dollar of tax saving than a reduction in the income tax 
burden on the low income groups. I think it is safe enough to assume 
that a cut in the corporate income tax revenue by, say, $1.20 to $1.50 
would yield at least as much additional investment plus consumption 
expenditure as a cut in the low-bracket individual income-tax 
revenue by $1. 3 

The other statement is that, in the range of choice with which we 
will be faced here, I consider it a more important goal to get some- 
what higher growth rates than to get the highest fiscal surplus or 
lowest fiscal deficit compatible with the full use of resources. Also, I 
would take into account the fact that higher growth rates benefit the 
low- as well as the high-income groups. Therefore, a policy lower- 
ing the individual tax burden of the relatively low-income groups at 
the expense of the growth rate which could otherwise be achieved 
would give the low-income groups merely a very temporary benefit. 
_ A policy reducing the individual income-tax burden of the high- 
income groups would serve the same purpose as a policy of corporate 
tax reductions, but at present it would probably serve this purpose less 
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efficiently. As long as corporate taxation is at its present level, high- 
bracket individual tax cuts are unlikely to be the most efficient fiscal 
stimuli to investment ; and they are also, of course, not the most efficient 
stimuli to consumption. 

My conclusion, therefore, is that in the combination of policies 
which for political reasons is likely to become adopted a reduction 
of the corporate income tax should weigh as heavily as is politically 
feasible. The magnitude of the tax reductions will presumably not 
be so great as to make it appear likely that by somewhat underesti- 
mating the demand-raising effect of the tax cuts we would become 
exposed to a serious inflationary pressure. If by somewhat underesti- 
mating the demand-raising effect we should expose ourselves to a 
small inflationary pressure, then Federal Reserve policy should be 
capable of taking care of this. 


Ill, OTHER ASSUMPTIONS 


As was said before, the main section of this paper is based on the 
assumption that the economy would be growing rather smoothly, with 
reasonably full use of its resources, were it not for the fact that at 
given tax rates fiscal revenues are rising in relation to fiscal expendi- 
tures and thus a deflationary pressure threatens to develop. Tax re- 
ductions are undertaken in order to prevent the gradual emergence 
of unemployment and of excess capacity ; that is, to avoid a deficiency 
of demand relative to the requirements of full utilization. 

Merely a few brief comments will be made to indicate how the 
results of the analysis change if we modify the initial assumptions. 
They do change appreciably. 

(a) It is conceivable that the tax reductions are introduced at a 
time when the economy is in a cyclical stage of more or less severe 
contraction. In the event of severe cyclical contraction, it is desir- 
able to reduce all taxes, and a reduction of the individual tax burden 
on the low- and middle-income groups may even be of greater sig- 
nificance than a reduction of the corporate income tax. This is be- 
cause the incentive effect of reduced corporate taxes may not take 
hold at all as long as the contraction of consumer demand is not 
stemmed. 

(b) It is conceivable that at the time when changes in tax policy 
are adopted there will be unemployment of labor but no excess capacity 
in equipment. This situation would call for very unpopular poli- 
cies. Such a situation could be caused only by a shortage of capital 
equipment relative to the labor supply, and therefore the remedy 
would have to consist of lowering the level of consumption and at the 
same time raising thé level of saving and of capital formation. In 
other words, the taxes of the high-consumption groups would have 
to be raised, and the taxes of the high-saving groups and of the in- 
vesting groups would have to be lowered. Excessive “automation” 
might in principle lead to this situation, provided that real wage rates 
continue to rise (or do not decline). But it would be very pessimistic 
to anticipate such a situation, because automation has been going on 
for centuries in some form or another without normally having led to 
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an excess of the labor supply relative to the capital stock. Indeed, 
the process has been compatible with a steeply rising secular trend 
in real wage rates. 

(c) It is conceivable that at the time when our tax policies are re- 
considered we will be faced with an inflationary pressure, or that we 
will be in a situation where strongly restrictive credit policies will 
have to be used to avoid an inflationary pressure. In such circum- 
stances, tax reductions should be postponed. If the Federal Reserve 
should be incapable of holding the line without further tax increases, 
it might even be necessary to raise taxes. 


THE DECLINING ROLE OF BUSINESS INVESTMENT IN 
A GROWING ECONOMY 


STANLEY H. RUTTENBERG, Congress of Industrial Organizations 


The question placed before us by the committee is whether the Fed- 
eral Government’s tax policy should encourage consumption or invest- 
ment. Behind this question, there is, I believe, general agreement 
on the need for continued economic growth. ‘To pose the committee’s 
question in another way, Should tax policy place greater emphasis on 
consumer markets or on business investment in the attempt to sustain 
continued economic expansion and full employment ? 

It is our firm conviction now, as in the past 20 years of CIO state- 
ments on taxes, that the Government’s tax policy should place its 
emphasis on the need for a continuing expansion of consumer markets, 
in the absence of pressing Government commitments, such as in the 
case of all-out war. This viewpoint is based, in part, on considerations 
of equity. But it is also based on our view of the American economic 
system and its requirements in the middle of the 20th century. 

The American economic system, as we have all said many times, is a 
dynamic one. It is and has been a system in which growth and change 
are possible and are taking place. As I see it, the national economy 
today is quite different from what it was some 50 or 90 years ago, and 
those who legislate and administer our tax policy should recognize 
these changes. 

In support of the theory of encouraging consumption, many repre- 
sentatives of labor, including myself, have appeared before congres- 
sional committees to advocate tax policies based upon the well-known 
and tested principle of taxation according to ability to pay. We have 
argued (1) for more equitable distribution of the tax burden; (2) for 
exemptions that would permit the maintenance of a decent American 
standard of living; (8) for the closing of loopholes, both legal and 
illegal, which permit the wealthy individuals and corporations to 
avoid their equitable share of taxation; (4) for a more progressive in- 
dividual income rate structure; (5) for the elimination of excise taxes, 
except those regulatory in character; (6) against sales taxes or manu- 
facturers’ excise taxes or any type of tax on consumption; (7) for a 
corporate tax structure designed to encourage the development and ex- 
pansion of small businesses. 
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T shall not repeat the detailed, sound arguments for these policies, 
because the records of the House Ways and Means Committee and 
the Senate Finance Committee contain ready references to our stand 
on these issues. 

Today, I should like to underscore our past support for encourag- 
ing consumption by developing the following thesis: The role of 
capital investment has been declining in importance in the American 
economy—that is, new plant and equipment have proved to be not 
only labor saving, but also capital saving, so that output has risen 
faster than business investment. This thesis is based on the studies 
of the National Bureau of Economic Research by Goldsmith, Creamer, 
Kendrick, and Borenstein, others by Prof. Wassily Leontief, as well 
as the Harvard Business School study on the effects of taxation by 
Butters, Thompson, and Ballinger. 

With the support of their findings, I shall indicate that mass-pro- 
duction industries have been and are developing rapidly even though 
capital investment’s importance or its share of the total gross national 
product has been declining. With such a development, the relative 
shares of either government or consumer expenditures must increase. 
Since we are all interested in holding the role of Government expendi- 
tures to the minimum, economic policy must be directed toward en- 
couraging, stimulating, and creating incentives to increase consumer 
spending. One way to accomplish this objective is to reduce the 
tax burden on the great mass of taxpayers. 


CHANGING ROLE OF THE AMERICAN ECONOMY 


The American economy has been changing from the private capital- 
formation-centered economy of the post-Civil War decades to one that 
is based to an increasing degree on personal consumption and con- 
sumer markets. In the national economy today, the consumer is a de- 
termining factor. The dollar volume of business investment depends 
increasingly on the state of consumer markets. Actual and antici- 
pated consumer expenditures for goods, services, and housing provide 
much of the spark for economic growth and likewise can provide 
much of the braking force for stagnation and decline. 

In an economy where consumer markets are a major motivating 
force, tax policy—and economic policy, generally—should provide 
for expanding consumer activities. The alternatives to such a set of 
consumer-oriented policies, as I see them, are either a willingness to 
accept a high and growing degree of Government intervention and 
participation in the economy, or an aneetanne of long-run stagnation, 
interspersed with periods of slow growth. 

This is not meant to deprecate the importance of business invest- 
ment in the process of economic expansion. Nor is this meant to sug- 
gest that Government policy be directed toward depressing private 
capital investment. I Ho believe, however, that business investment 


in the American economy is no longer the key motivating factor. 
While business investment may have been the major motivating force 
for economic growth some 50 or 90 years ago—in the era when the 
basic industrial and transportation structure of the Nation was estab- 
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lished—I do not believe that this is the case today. The growth 
factors within the system have been changing—with changes in tech- 
nology and income levels, as well as in the accompanying developments 
of mass production, mass distribution, and consumer services. Busi- 
ness investment, as I see it, has been declining somewhat from its 
previous key role in our national economic development and is, to a 
yrowing extent, dependent on the actual and anticipated state of con- 
sumer markets. 

An economy in which the basic steel industry, for example, will sell 
this year approximately 50 percent of its output for the production of 
automobiles, consumer durables, and housing is quite different from 
an economy in which the railroads were a major steel consumer. An 
economy which is as dependent on the consumer durable goods indus- 
tries and housing as the American economy is today differs consider- 
ably from the economy of earlier days, when the developing railroads 
were a major factor for growth. 

The rise of the consumer durable goods industries in the past 30- 
odd years—and there dependence on mass markets—seems to me to 
be an indication of the growing importance of consumer activities 
in the national economy. Between 1900 and 1948, for example, the 
real value of consumer holdings of durable goods rose more than 
300 percent. In addition to this significant rise in the value of con- 
sumer holdings of durable goods, there has been a changing relation- 
ship between the value of consumer durables and dwellings, on the one 
hand, and the value of the structures and equipment owned by busi- 
ness, on the other. In 1900, according to Raymond W. Goldsmith’s 
study of national wealth for the National Bureau of Economic Re- 
search, the values were about equal; by 1948, the value of consumer 
dwellings and durables was 30 percent greater than the value of 
business plant and equipment. 

Furthermore, despite the extraordinary rise in the dollar volume 
of business plant and equipment expenditures since 1946, they have 
taken a smaller part of private gross national product than in the 
1920’s. Business investment in new plant and equipment has con- 
tinued to be labor-saving, as in the long-run past, but since World 
War I, it has tended to be capital-saving as well. Improvements in 
technology in recent years have resulted in increases in both man- 
hour output and capital productivity. Total output has tended to 
expand at a more rapid pace than business investment in new plant 
and equipment. 

Economic policy, in general, and tax policy, specifically, must take 
these changes into consideration. Tax policy should not be based 
on propositions that are reported to be sound simply because they 
may have been relevant 50 or more years ago. Tax policy today must 
be based on the American economic system of 1955, and not on re- 
ports of the way the system operated in the 1870’s and 1880's. 

The great domestic economic problem before us, as I see it, is how 
to sustain full employment and economic expansion at present and 
in the period ahead. To achieve these goals, I believe that it is es- 
sential to maintain strong and expanding consumer markets, which 
are the major stimulus in our present economy for a high and rising 
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dollar volume of business investment and for economic growth. Tax 
policy, therefore, should be directed toward increasing the incen- 
tives of consumers to buy. This becomes a far more important stim- 
ulating incentive than those designed to increase business investment. 


FACTORS AFFECTING BUSINESS INVESTMENT 


The high dollar volume of business investment in new plant and 
equipment in the years since the end of World War II has contributed, 
in part, to the generally high levels of production and employment 
during most of this period. 

But these highest levels of business investment in the Nation’s 
history have not been in response to business tax rates, but for the 
most part, in response to general market conditions and to consumer 
market conditions, specifically. 

Business expenditures for new plant and equipment were: $5.5 
billion in 1939, when the corporate tax rate was only 34 percent. In 
the 4-year period 1946-49, such business outlays were at an annual 
average of $19.2 billion, or 249 percent greater than in 1939. The 
corporate tax rate in those years immediately following World War 
II, however, was 38 percent. 

In the following 4-year period, 1950-53, business outlays for new 
plant and equipment rose to an annual average of $25.3 billion. The 
corporate tax rate in 1950, however, was 45 percent; in 1951, 47 per- 
cent ; and in 1952-53, it was 52 percent; in addition, from mid-1950 to 
the end of 1953, there was an excess profits tax of an extra 30 percent. 
In 1954, after the termination of the excess profits tax, business ex- 
penditures for new plant and equipment declined below their 1953 
peak, 
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Business investment in new plant and equipment reached record 
heights in years when corporate taxes were at their highest peacetime 
levels. With corporate tax rates rising during the post-World War II 
period, including the excess-profits tax from mid-1950 through 1953, 
and with straight-line depreciation, except for defense-related new 

lant and equipment after mid-1950, business investment reached its 
highest dollar volume. These facts underscore the contention of the 
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Harvard Business School study on the effects of taxation—by J. Keith 
Butters, Lawrence E. Thompson, and Lynn L. Ballinger—that the 
recent tax structure has not materix!ly affected the flow of business 
investment in new plant and equipment nor undermined the normal 
development of the economy. 

I do not mean this to be construed as an argument for ever- 
increasing corporate tax rates, for it is likely that under generally 
normal circumstances, cor porate tax rates could possibly be pushed 
to heights that would depress business investment in new plant and 
equipment. But the high corporate tax structure of the post-World 
War II years apparently did not have a depressing effect. This was 
true, I believe, because business investment tends to be stimulated 
much more by the demand for goods and services than by tax rates 
or tax concessions. 

Business investment in producers’ durable equipment, for example, 
fell 72 percent between 1929 and 1933, but not because of a high and 
rising corporate tax structure. The demand for goods and services 
generally had declined sharply during that period and businessmen 
tended to withhold outlays for new durable equipment until actual 
and anticipated consumer demand would increase. Not until 1940, 
with a rise in both consumer and Government demand, did business 
investment in new producers’ durable equipment reach a level that 
approached the one attained in 1929. 

The decline in business outlays for new plant and equipment from 
$99.1 billion in 1948 to $19.3 billion in 1949 did not occur in response 
to a change in the corporate tax structure, since no such change 
occurred in those years. ‘The decline occurred, as I see it, in a period 
of inventory reduction, following inflationary price rises, because the 
productive ability of the economy by late 1948 and early 1949 had 
outstripped the demand for goods and services. 

I am not saying that the combined demand of Government and 
consumers fell in that period, since it did not drop. In fact, Govern- 
ment expenditures rose $7 billion between 1948 and 1949, and personal 
consumption expenditures increased by $3 billion. But the buildup 
of excessive inventories indicates to me that these increases in Govern- 
ment and consumption expenditures, in combination, were not great 
enough or rapid enough to keep pace with the economy’s ability to turn 
out a rising volume of goods and services. 

The decline in business expenditures for new plant and equipment, 
as well as the inventory reduction of 1949, did not occur because of 
either corporate tax changes or a drop in Government or consumer 
spending, but rather because demand by Government and consumers, 
in combination, did not rise sufficiently in the light of the economy’s 
capacity to produce. 

In 1954, business expenditures for new plant and equipment slumped 
again. In this period there was a change in the corporate tax struc- 
ture; the excess-profits tax was terminated at the end of 1953. But 
this change should have resulted in a rise in business investment, if 
those who believe that business investment responds directly to 
changes in the corporate tax structure are correct. 
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After mid—1953, Federal Government expenditures started to de- 
cline, and although personal consumption expenditures declined in 
only one quarter, effective demand was not great enough to prevent 
either inventory liquidation or a decline in business outlays for new 
plant and equipment. The process of inventory reduction after mid- 
1953 was a reflection, as I see it, of the failure of demand to keep pace 
with the economy’s productive ability. In 1954, as in 1949, business 
investment declined not because of changes in the corporate tax struc- 
ture, but because the combined effective demand of Government and 
consumers failed to rise sufficiently to keep market demands, generally, 
abreast with the capacity of the economy to produce an increasing 
volume of goods and services. 

By the second quarter of 1955, business outlays for new plant and 
equipment started to pull out of the slump. But this turn-around in 
business investment was preceded by a sharp increase in personal 
consumption expenditures. The May 1955 issue of the First National 
City Bank Newsletter states: 


Plans for investment, especially the longer term plans, reflect not only the 
optimism stirred up by the spurt in sales but the belief that conditions over an 
extended period will be favorable for the profitable utilization of the new 
facilities. 


In commenting on the general improvement in economic activity 
since the end of 1954, the bank’s newsletter states: 


Fundamentally it was a recovery based on consumers ability and willingness 
to buy. By the summer of 1954 and the opening months of 1955, consumers 
boosted their rate of spending on goods and services by more than $7 billion. 
They increased their purchases of new homes by $2 billion. As a result of the 
increase in sales and output, businessmen stopped cutting back their inventories, 
thus increasing their rate of spending by nearly $5 billion. These changes 
together were enough to account for the entire upswing. 


The rise in business investment in new plant and equipment 
occurred in the second quarter of 1955, after the general improve- 
ment in economic activity had become apparent. This is another 
indication, as I see it, that business investment tends to rise and fall 
in response to the expected profitable operation of new plant and 
equipment, which means in response to the actual and anticipated 
demand for goods and services. 

I think that the record of these past 2 or 3 decades presents sufficient 
evidence of the marked tendency of business investment in new plant 
and equipment to respond much more directly to market demands 
and market expectations than to the corporate-tax structure. 

The national economy does not revolve around business investment 
in new plant and equipment, as Secretary of the Treasury George 
Humphrey apparently believes. The dollar volume of business invest- 
ment, rather, tends to depend on the state of consumer demand. 

As I see it, the record of the past several decades clearly indicates 
the need for continuing expansion of consumer markets along with 
the economy’s improving productive ability, if high levels of pro- 
duction and employment are to be sustained without advances of 
Government spending. 
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EFFECT OF TECHNOLOGICAL CHANGE UPON DECLINING ROLE OF 
BUSINESS INVESTMENT 


Technological developments have been changing the character of 
our economy and society. From the relatively underdeveloped agricul- 
tural economy of a hundred and more years ago, we had become a 
highly industrialized nation by 1900. From the handicraft and small 
factory industries of pre-Civil War years, we had progressed, by the 
1920’s, to the mass production of consumer durables. 

The substitution of mechanical power for human and animal power, 
accompanied by the substitution of machine production for the handi- 
crafts, has meant a fairly constant and rapid increase in man-hour 
output during the past hundred years and more. Further changes 
in technology since World War I have brought forth mass production 
and the rapid growth of consumer durable goods industries that have 
necessitated expanding mass markets and the mass distribution of 
goods and services. 

The major goal of business investment today is no longer the estab- 
lishment of an industrial base and the production of an increasing 
amount of machinery, but through automation an expansion of output 
of existing and new products through continuing innovations and cost- 
reducing improvements in production, work flow, materials handling, 
and distribution. Rapid improvements in consumer purchasing 
power, along with the economy’s sharp increases in productive efli- 
ciency, have become a prime requisite for the continued and orderly 
growth of an increasingly efficient productive system. 

The threat to the continued progress of the economy has become not 
so much a drop in business investment, as the possible failure of con- 
sumer markets—the economy’s mass consumption base—to expand 
with sufficient rapidity to warrant a rising dollar volume of business 
investment in new and improved plant and equipment. Technological 
developments have been compelling a mass distribution and continu- 
ing expansion of consumer purchasing power as the means for main- 
taining the national economy on an even keel. 

Technological developments have also been changing the role of 
business plant and equipment expenditures within the national 
economy. 


BUSINESS INVESTMENT—CAPITAL SAVING FACTOR ADDED TO LABOR SAVING 


Business investment in new plant and equipment, in the past 30 to 
40 years, has tended to be capital saving, as well as labor saving. The 
productivity of capital, as well as of labor, has been rising. 

A dollar spent on new plant and equipment now generally tends to 
return a greater real output than a similar dollar’s worth of capital 
investment (at constant prices) 30 or more years ago. As a result, 
total output has been rising at a more rapid rate than business invest- 
ment in new plant and equipment. Despite all-time record sums spent 
on new plant and equipment since 1946, the business capital investment 
share of total output available for private use has been somewhat 
lower than in the 1920's, 

Relatively smaller increases in business investment in new plant 
and equipment now produce a larger volume of output than was true 
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four or more decades ago. The successful drive toward cost-reducin 

lant and equipment has been reducing the relative importance o 
salen investment in the national economy. 

Unfortunately, the increasing productivity of business investment 
in new plant and equipment has somehow evaded public attention. 
Colin Clark, in an article entitled “The Declining Importance of 
Capital” in the Listener (March 10, 1955, issue of the BBC publica- 
tion), recently said— 

The idea of capital investment as a vehicle of technical change, of an endless 
substitution of capital for labor— 
has grasped the minds of economists very firmly. However— 


they have found it difficult to believe (some prominent economists find it diffi- 
cult to this day) that there could be such a thing as capital-saving inventions. 

Such an idea, however, is commonplace in the engineering world. Ask any 
designing engineer, and he will tell you that it is always his purpose to design 
each piece of new equipment to give more output than the old, for the same 
capital cost; and he generally succeeds in doing so. * * * 

Capital-saving inventions are one of the most striking features in the modern 
world, and probably account for a good deal of the observed decline in the 
ratio of capital requirements to output. 

The trend toward the rising productivity of business investment 
in new plant and equipment has been going on for several decades, 
although little, if any, attention has been paid to it by Government 
officials responsible for economic policy. In his article, Machines and 
Men, in the September 1952 issue of Scientific American, Wassily 
Leontief points out that the rise of man-hour output in the early period 
of industrialization— 
seems to have been accompanied by a corresponding increase in capital invest- 
ment. Between 1880 and 1912 the amount of machinery and of other so-called 
fixed investment per unit of output rose by 35 percent while the man-hour input 
(employed labor force times the number of hours worked) fell 40 percent. Then 
the ratio of investment to output began to drop. We introduced more efficient 


machinery rather than just a greater quantity of it. 
The amount of capital needed for each unit of output has actually been reduced 
in recent years— 


Leontief states— 
and the installation of automatic machinery will further reduce it. 


Several detailed studies, now completed or in progress, point to 
the same conclusion—that the productivity of capital has been rising 
and that the share of business capital investment in the economy’s gross 
national product has been declining. 

In the 35th Annual Report of the National Bureau of Economic 
Research, issued in May 1955, there is a report on work in progress 
on productivity by John W. Kendrick. A graph, accompanying Ken- 
drick’s report, indicates that the productivity of capital in the national 
economy (output per unit of capital) in 1953 was considerably greater 
than in 1899; the graph further indicates that the productivity of 
capital in the national economy rose substantially from 1914 to 1948, 
and slipped slightly between 1948 and 1953, in the years of extraor- 
dinarily high levels of new plant and equipment expenditures. 

In his report, Kendrick indicates his finding of the rising produc- 
tivity of both capital and labor in recent decades. 


Between the years 1919 and 1953— 
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Kendrick states— 

output grew significantly in relationship both to capital and to labor. 
Kendrick’s findings, as indicated in the National Bureau’s 1955 re- 

port, tend to substantiate other recent studies by that same organiza- 


tion’s economists. 

In his introduction to Daniel Creamer’s “Capital and Output 
Trends in Manufacturing Industries, 1880-1948” (National Bureau 
of Economic Research, 1954), Simon Kuznets states: 


Dr. Creamer’s major finding concerning trends in the capital output ratio in 
manufacturing is that a significant rise in this ratio from 1880 to about 1909-19 
was followed by a definite and sukstantial decline to the most recent date studied 
py him, 1948. Of course, the absolute volume of capital in manufacturing, meas- 
ured at constant prices, rose throughout the period. But during the first part 
the relative increase in the volume of capital was greater than in output, so that 
the capital output ratio rose ; after 1909-19, the rise in the volume of capital was 
significantly lower than that in the volume of output, so that the capital output 
ratio dropped * * * 

* * * this upward movement of the capital-output ratios to the World War I 
decade and their decline since then are found not only for manufacturing as a 
whole, but for practically all major industrial subdivisions that can be traced 
continuously in the available data. The finding is also confirmed whether we 
deal with total capital or with working capital and fixed capital separately, and 
for the recent period the decline in the ratio is observed whether we take fixed 
capital net or gross of accumulated depreciation. The finding is further con- 
firmed with all the possible variations in the denominator: When we take the ratio 
of capita! to gross value of output or to value added in manufacturing. 

Creamer writes : 

The amount of capital invested per dollar of output rose steadily from 1880 to 
1914, according to the record of reported values * * *. The amount of capital 
invested per output dollar began to fall in 1914 and continued until 1948 * * *, 

* * * In the earlier decades an increasing fraction of a dollar of capital was 
used to produce a dollar of output; in more recent decades a decreasing frac- 
tion of a dollar of capital has been sufficient to produce a dollar of output. This 
is consistent with the interpretation that in the earlier decades capital innova- 
tion on balance probably served more to replace other factor inputs than to 
increase output. More recently the balance has been in the other direction— 
capital innovation serve more to increase the efficiency of capital, hence to 
increase output, than to replace other factor inputs. 


In discusing the ratio of output to fixed capial alone (plant and 
equipment, excluding working capital), Creamer was able to extend 
his study beyond the 1948 cut-off point to 1951. Of his findings for 
1948-51, when new plant and equipment expenditures soared to ex- 
traordinary heights, Creamer states: 

The use of the fixed capital-output ratio enables us to extend the series beyond 
1948 in order to see the effect on the ratio of the 20 percent expansion in the 
stock of fixed capital in 1929 prices that occurred between 1948 and 1951. 
Despite this rapid rise in the stock of fixed capital, the ratio of fixed capial to 
output has remained at about the 1948 level. Presumably this would also be true 
for the total capital output ratio. 

The rising productivity of capital in the mining industries—parallel 
to the rising productivity of capital in manufacturing—is indicated 
in Israel Borenstein’s study Capital and Output Trends in Mining In- 
dustries, 1870-1948 (National Bureau of Economic Researcl:, 1954). 
Of his findings for the 78-year period, Borenstein writes: 

_ We find that in each mining industry, up to a certain point in time, an ever- 
Increasing stock of capital—the latter defined as the net value of fixed and work- 
ing assets—was employed in order to extract a dollar’s worth of mineral. There- 
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after the reverse has been true. The pattern is clear when capital is measured in 
book values and product at man-hour price values, but is particularly marked 
when the values of capital and product are adjusted for changes in price level. 
On this basis, the turning points in the ratio of capital to product for the different 
industries occur between 1909 anid 1929—in the majority of case around 1919. 

In his introduction to Borenstein’s study, Simon Kuznets states 
that— 


the major trends in the several aspects of the growth of mining parallel those 
found by Dr. Creamer for manufacturing. In manufacturing, also, the trend 
in the capital output ratios was generally upward until about 1919 and distinctly 
downward thereafter. 

The rising productivity of capital—indicated by Creamer, Boren- 
stein, Kendrick, Leontief, and others—means that output has been 
rising faster than business investment since about the time of World 
War I. It means further, as Colin Clark puts it, that the economic role 
of capital investment has been declining in importance. 

As a result of its increasing productivity, the business investment in 
new plant and equipment share of the Nation’s total output has been 
declining. In 1952, the Department of Commerce indicated in its 
publication, “Markets after Defense Expansion,” that despite the high 
dollar volume of business fixed capital investment after World War 
II, such investment accounted for a smaller share of the Nation’s 
— output available for private use (gross private product) than in 
the 1920's. 


Business plant and equipment expenditures as a percent of gross private product 
in constant (1989) dollars’ 
Years ° Percent 
I hi cisictecn rei tlctete Cndinee le hiSSil ah Sie Cent tecetanct shah din ctheteilh aaa ae 
A cg a ia i lee i 
aR i 


1 Markets After Defense Expansion, Department of Commerce, 1952. 


This decline in the share of the gross private product accounted for 
by business expenditures for new plant and equipment is also clearly 
shown in a graph in the February 1954 issue of the Capital Goods Re- 
view, published by the Machinery and Allied Products Institute. 
The Senne ataLon 1910 to 1953—shows that despite an extraordinarily 
high dollar volume in the post-World War II years, the share of new 
plant and equipment investment in the gross private product from 
1946 to 1953 was below predepression levels. This capital-goods- 
industry publication states with great timidity : 

When we put plant and equipment expenditures together, we find the postwar 
percentages of gross private product about the same at constant prices * * * 
(as) the predepression level * * *. So far as these figures can be relied on, 
we may conclude that the postwar percentages for plant and equipment combined 
have been close to, if not indeed a little below, those suggested by predepression 
experience. 

In other words, even the extraordinarily high dollar outlays for new 
plant and equipment in the post-World War II period have not been 
capable of raising above predepression levels the percentage share 
of total output going to such outlays. As a result of the rising pro- 
ductivity tea total output has been increasing faster than busi- 
ness investment, even in the years since 1946. 

With the productivity of capital having risen during the past 4 
decades, with the likelihood that it will continue to rise with the spread 
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of automatic machinery, and with a declining percentage of gross 
private product accounted for by business outlays for new plant and 
equipment—where will we find the necessary markets for the grow- 
ing volume of goods and services produced by an increasingly efficient 
economy in which both labor and capital productivity are rising ¢ 


WHAT ARE THE ALTERNATIVES? 


In the light of these changes in the character of the national econ- 
omy, I think that the alternative policies are clear. With a declining 
percentage of output going to business outlays for new plant and 
equipment, even in years of very high dollar volumes of business 
investment, an increasing share of the economy’s growing output must 
be sold in areas outside of the business sector. If we are agreed on the 
necessity for maintaining continuing economic growth and high levels 
of employment, additional and increasing stress must be placed on the 
need for growing consumer or Government markets or both. 

Should we wish to avoid reliance on high and rising levels of Gov- 
ernment expenditures in the period ahead, then we must face up to 
the necessity of placing increasing emphasis on consumer expenditures 
for goods, services, and housing. If Government is not to fill the gap 
left = the declining share of business new plant and equipment invest- 
ment in the economy, consumer spending must do so. 

We in the CIO have called attention to this problem previously. 
For example, in June 1953, with the prospect of reduced defense ex- 
penditures before us, we declared in our CLO publication, Maintaining 
Prosperity : 

Business investment cannot be expected to offset declining defense spending 
in this period. Expenditures for new plant and equipment—which are now at 
record peaks and have been at high levels since 1946—may fall somewhat in the 
years ahead. And even small increases in dollar outlays would not raise the 
business investment share of rising national production. 

The national economy is now more dependent on consumer spending than in 
the past. The capital investment share of total private output has been less 
in the post-World War II period than in the 1920’s, despite record business 
outlays since 1946. This trend indicates that as a percentage of total output 
available for private use, business investment may never return to the levels of 
the 1920’s or earlier prosperous periods. Fixed capital is becoming increasingly 
efficient. A dollar spent now on new plant and equipment generally returns a 
greater real output than a similar dollar’s investment in the past. The produc- 
tivity of fixed capital, as well as labor, is increasing. Markets for the rising 
output must rest on a widening mass-consumption base. 

The changes in the national economy, discussed in this paper, make 
it clear, in my opinion, that our economic system has been develop- 
ing from a business investment-centered economy to a consumer- 
oriented economy. Tax policy must encourage personal consumption 
expenditures to an increasing extent in the years ahead, if we are to 
avoid rising levels of Government expenditures. 

After four decades of the rising productivity of capital and the 
declining economic importance of business investment, it is high time 
that Government economists and economic policy legislators and 
administrators face up to the simple reality that the American ecor omy 
of 1955 is considerably different from what it was in 1880 or 1900. 

Business investment in new plant and equipment plays an import- 
ant role in the process of economic growth. But that role is declining 
in relative importance. The growth of mass production, of the con- 
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sumer durables industries, and of consumers services makes busi- 
ness investment—and the continued growth of the national economy— 
increasingly dependent on the state of consumer markets. The de- 
clining share of business plant and equipment outlays in the national 
output available for private use—as a result of the rising productivity 
of capital—makes it necessary for the consumer sector to fill the 
gap, if increasing Government expenditures are to be avoided. 

Should consumer markets fail to expand sufficiently, I think that 
the commitment of the Government to maintain high levels of em- 
ployment, under the Employment Act of 1946, will necessitate in- 
creases in Government expenditures in the period ahead. As I see it, 
the policy alternatives are to encourage the growth of consumer mar- 
kets or to accept rising levels of Government spending, since the al- 
ternative—economic stagnation and large-scale unemployment—is 
unthinkable. 


STIMULATION OF CONSUMPTION BY DIRECT TAX CUTS 


Tax policies designed to grant an increasing degree of special 
privilege to business investment will not and cannot produce long- 
run economic growth and stability. What is required is not addi- 
tional tax privileges for business and wealthy investors, but direct 
tax cuts for the great mass of taxpayers through exempting from 
taxes a larger share of their income. This would result in expanding 
consumer markets that will make it profitable for business to invest in 
new and more efficient plant structures and machines. Such tax cuts 
would insure consumer markets that will grow fast enough to absorb 
the increasing available output. 

Furthermore, the high liquidity of business generally and the fact 
that it does not rely to any significant degree on equity financing for 
new investment, is a clear indication that corporate business does not 
require the further extension of tax loopholes and tax privileges. 
Corporate enterprise, generally, has the available funds needed to 
sustain the overwhelming proportion of plant and equipment expendi- 
tures. Additional funds are available from the banks, insurance 
companies, and other investment sources, including the personal 
savings of wealthy investors. 

Corporate investment, in the post-World War II years, has been 
financed overwhelmingly from internal sources—rising levels of undis- 
tributed profits plus depreciation allowances. In the years since 1946, 
some 65 to 80 percent of corporate new plant and equipment out- 
lays have been financed from internal funds. The issuance of net 
new common and preferred stock has accounted for merely about 
5 or 10 percent of corporate plant and equipment outlays since the 
end of World War II; borrowed funds have accounted for an addi- 
tional 15 to 25 percent of such investment. 

It has been said many times in the past that a mass-production 
economy requires mass consumption. Recognition of the changes in 
the character of the economy in the past four decades underscores the 
need for a continuing expansion of consumer markets, to provide a 
widening mass-consumption base for economic growth. The Nation’s 
tax policy must make as one of its major goals the continuing growth 
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of consumer markets. This can best be attained by increasing the 
personal individual income-tax exemptions, thus permitting Ameri- 
can families to have, exempt from taxation, an amount equivalent to 
what is needed to maintain a decent American standard of living. 
To this end I would recommend an increase during the coming session 
of Congress in individual income-tax exemptions ‘of at least $200 per 

pe rson, 


THE NEW LOOK IN TAX AND FISCAL POLICY 
Paut A. SAMUELSON, Massachusetts Institute of Technology 


I 


There is much talk about taxes. When I flick on the dial of my 
radio in the morning, I hear a Congressman quoted on how our high 
level of taxes is ruining the Nation or a Senator’s tape-recorded alarm 
over the unfair burden the poor man has to carry because the admin- 
reptg oe has been favoring big business. My morning paper at break- 

fast brings me the view of its editor that the United States has been 
pursuing unsound fiscal policy for the last 25 years. Scratch the 
barber who cuts my hair and you find a philosopher ready to prescribe 
for the Nation’s monetary ills. 

This is as it should be. We expect sweeping statements in a de- 
mocracy. We hope that out of the conflict of extreme views there 
will somehow emerge a desirable compromise. Yet such sweeping 
statements have almost no v alidity from a scientific, or even from a 
leisurely commonsense point of view: spend as little as a year going 
over the factual experience of American history and of other econo- 
mies, devote as little as a month to calm analysis of probable cause 
and effect, or even spend a weekend in a good economics library— 
and what will you find? Will you find that there breathes anywhere 
in the world an expert so wise that he can tell you which of a dozen 
major directions of policy is unquestionably the best? You will not. 
Campaign oratory aside, the more assuredly a man asserts the direc- 
tion along which salvation is alone to be found, the more patently he 
advertises himself as an Incompetent or a charlatan. 

The plain truth is this, and it is known to anyone who has looked 
into the matter: The science of economics does not provide simple 
answers to complex social problems. It does not validate the view 
of the man who thinks the world is going to hell, nor the view of his 
fellow idiot that ours is the best of all possible tax systems. 

I do not wish to be misunderstood. When I assert that economic 
: ience cannot give unequivocal answers to the big questions of policy, 

I do not for a moment imply that economists are useless citizens. 
Quite the contrary. They would indeed be useless if any sensible 
man could quickly infer for himself simple answers to the big policy 
questions of fiscal policy. No need then to feed economists while 
they make learned studies of the obvious. It is precisely because 
public policy in the tax and expenditure area is so complex that we 
find it absolutely indispensable to invest thousands of man-years of 
scholarly time in scholarly economic research in these areas. 

Make no mistake about it. The arguments that we all hear every 
day of our lives on the burning partisan issues have in every case been 
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shaped by economists—by economists in universities, in business, in 
Government, and by that rarest of all birds, the shrewd self-made 
economist. What economists do not know about fiscal policy turns 
out, on simple examination, not to be known by anyone. 


II 


With this necessary preamble out of the way, let me record the 
general views that studies have led me to, about the current state 
of our fiscal system. This will clear the way for a more detailed 
analysis of taxes and growth, taxes and stable full employment, taxes 
and equity, taxes and the level of public expenditure programs, 

Here then are the major facts about our system as I see them. 

(1) The postwar American economy is in good shape. There is 
nothing artificial or unsound about its underpinnings. For more 
than a decade we have had generally high employment opportuni- 
ties. Our production efficiency has been growing at a steady rate 
that compares well with anything in our history or in the history of 
countries abroad. For all this we must, in our present-day mixed 
economy, be grateful to both public and private institutions. 

(2) The existing structure of Federal, State, and local taxes is in 
its broad features highly satisfactory. Repeatedly at the polls and 
through all the legitimate processes of government, the citizens of 
this Republic have indicated that they want our present type of fiscal 
structure—its substantial dependence at the Federal level on personal 
and corporate income taxes, its eclectic dependence on selective ex- 
cises, on payroll levies for social security, on property and sales taxes 
at the local levels. If the consensus of citizens in our democracy 
were to be other than it is—toward less or more equalitarianism, 
toward less or more local autonomy—there is no reason that the careful 
analytic economist can see why our fiscal system is not capable of 
being altered in the desired direction. In other words, there is 
nothing in the mechanics of a modern economy which makes it im- 
possible or difficult for the citizenry to get the kind of a tax system 
that they want; our tax system has plenty of give, plenty of room 
for adaptation and change. 

All the above does not imply that we are living in a new era of 
perfection. The American economy now faces, and will continue to 
face, many tough problems, many hard decisions. And, to be sure, 
there are numerous imperfections, inconsistencies, and loopholes in 
the present tax structure; these do need improving. 

What the optimistic diagnosis of the modern-day economist does 
contradict is the following: 

(1) The view that America has long since departed from an ortho- 
dox fiscal policy and that it is only a matter of time until a grim 
Mother Nature exacts retribution from us for our folly in departing 
from the narrow line of fiscal rectitude. (This is a philosophical 
position that any dissenter from current trends is free to assume; 
but it is not a factually verifiable view about reality that dispassionate 
study of statistics and facts can substantiate. ) 

(2) The view, shared in by the extremes of both left and right 
wings, that our economy generally is moving in unsound directions 
so that we must ultimately end up in some unnamed disaster or con- 
vulsion. (In terms of business-cycle stability and efficient growth, the 
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United States has in the last dozen years dramatically refuted the 
sour expectations both of those who look back on a fictitious past golden 
age and of collectivists who look forward to a golden age that only a 
revolution can usher in.) 


Itt 


Turning now to the goals of any tax system, we can ask: What 
tax structure will give us the most rapid rate of growth! What tax 
system will give us the highest current standard of living? What 
tax structure will make our system most immune to the ups and downs 
in employment and prices that make American families insecure! 
What tax structure will realize most closely the community’s sense of 
fairness and equity? What tax structure will have the least distort- 
ing effects on our use of economic resources, instead of maximizing the 
eficiency with which we produce what our citizens most want ? 

Upon careful thought it will be obvious that there cannot exist 
a tax system which will simultaneously maximize these five quite 
different goals of social life. 

It is easy to see that high current living standards and rapid growth 
of our ability to produce are conflicting ends: you have only to look 
at a collectivized society like the Soviet Union, which decides to sacri- 
fice consumption levels of the current generation in favor of a crash 
program of industrialization ; you have only to reflect that historically 
in the slums of Manchester working families might have lived longer 
in the 19th century if England and the other nations had during the 
industrial revolution slowed down their rates of material progress; 
you have only to consider the problem of conserving scarce exhaustible 
natural resources to realize that every society must all the time be 
giving up higher future resource potentials in favor of keeping cur- 
rent generation consumption as high as it is. 

You can imagine a society that decides to devote its income in excess 
of the bare physiological existence level 100 percent to capital forma- 
tion. You can imagine it—but there never has been such a society. 
Nor would any of us want to live in such a one. It should be obvious, 
therefore, that no sane person would ever seek a tax program which 
literally maximized our rate of economic growth. (Yet how many 
times over the chicken a la king have we all heard speakers reiterate 
this nonsensical goal.) It is just as obvious that no sane person would 
want to maximize present living levels if this meant eating up all our 
capital on a consumption bender that would leave us an impoverished 
Nation. 

There is no need to go through all the other pairs of the five listed 
goals to show their partial incompatibility. If we are willing to 
frame a tax system that strongly favors thrifty men of wealth, we may 
thereby be able to add to our rate of current growth; if we encourage 
a gentle rate of inflation, we may be able to increase the profits in the 
hands of the quick-reacting businessman, perhaps thereby stepping 
up our rate of growth. So it goes, and one could easily work through 
the other permutations and combinations. 

But not all of our five goals are necessarily competing. Some when 
you realize them, help you to realize the others. If we succeed in 
doing away with the great depressions that have dogged the economic 
record, we may thereby add to our rate of growth. If we shape a 
graduated-tax system that enables lower income groups to maintain 
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minimum standards of life, we may ease the task of stabilizing busi- 
ness activity. If we replace distorting taxes by less distorting alter- 
natives, the fruits of the resulting more efficient production can add 
to our current consumption and to our rate of progress in capital 
formation. 

I shall not prolong the discussion of the degree to which the diverse 
goals of tax policy are competing or complementary. For it will turn 
out that we can formulate proper policies without having to measure 
these important, but complicated, relationships. 


IV 


Upon being told by the economist that it is absurd for Congress 
to aim at the most rapid rate of growth possible and that it is equally 
absurd for Congress to aim at the highest possible current level of 
consumption, the policymaker may be tempted to say: “I understand 
that. Won’t you therefore as an economist advise us as to just what 
is the best possible compromise between these extremes?” 

A good question but, unfortunately, not one that the expert econ- 
omist can pretend to give a unique answer to. If he is ecg he 
must reply: “The American people must look into their own hearts 
and decide on what they consider to be the best compromise rate of 
growth.” 

Just because I have advanced degrees in economics and have written 
numerous esoteric works in the field, I am not thereby empowered to 
let my personal feelings, as to how much the present generation ought 
to sacrifice in favor of generations to come, become a prescription 
for society. It would be as presumptuous for me to offer such specific 
advice as to let my family’s notions about dental care determine how 
much the typical American family ought to spend on toothpaste. 
But it is legitimate for me as an economist to say this: “Whatever 
rate of capital formation the American people want to have, the 
American system can, by proper choice of fiscal and monetary pro- 
grams, contrive to do.” This can be shown by an example. 

Suppose the vast majority of the American people look into the 
future or across the Iron Curtain at the rate of progress of others. 
Suppose they decide that we ought to have a more rapid rate of capital 
formation and technological development than we have been having 
recently. Then the economist knows this can be brought into being 
(a) by means of an expansionary monetary policy that makes invest- 
ment funds cheaper and easier to get. Admittedly, such an expanded 
investment program will tend, if it impinges on an employment situ- 
ation that is already full and on a price level that is already stationary, 
to create inflationary price pressures and overfull employment—unless 
something is done about it. What would have to be done about this 
inflationary pressure? Clearly (4) a tight fiscal policy would be 
needed to offset the expansionary monetary policy: By raising taxes 
relative to expenditure, we would reduce the share of consumption 
out of our full employment income, releasing in this way the real 
resources needed for investment. (It should be unnecessary to go 
through the reverse programs which would be called for if the national 
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decision were to slow down the rate of capital formation as compared 
to that of recent years.*) 

From these remarks it will be clear that economic science is not only 
neutral as to the question of the desired rate of capital accumulation— 
it is also neutral as to the abilty of the economy to realize any decided- 
on rate of capital formation. 

I repeat: With proper fiscal and monetary policies, our economy can 
have full employment and whatever rate of capital formation and 
growth it wants.” 


V 


The optimistic doctrine that our economy can have stability and 
the rate of growth it wants may seem rather novel. Perhaps even a 
little shocking. But there are worse surprises yet to come. 

The reader may think that my argument rests on something like 
the following reer ane 


Suppose that political party R is more concerned with progress 


than political party D, which shows a greater concern for the 
little man, with security, and with current consumption. Then 
if the Nation gives its approval to the general policy goals of R, 
the Government will have to change its emphasis away from 
reducing taxes on individuals—particularly rapid-spending 
lower-income people; and it will have to change its emphasis 
toward reducing taxes on business, in an attempt to bolster the 
incentives toward investment. In short, it is by changing the 
qualitative pattern of taxation, by sacrificing equity to incentive, 
that the community succeeds in getting higher levels of capital 


formation when it desires such higher levels. 
I predict that much of the testimony before this subcommittee will 


proceed along these lines. Certainly much of the political discussion 
of the last 3 years, when it has had the courage to be frank, has been 


along these lines. 


1The fact that variations in the overall deficit or surplus of the Government can, if 
properly reinforced by monetary policy, determine the rate of society’s capital formation 
puts a sobering responsibility on democratic governments. Ordinarily, we assume that each 
individual is to be the best judge of whether he will spend the income society leaves him 
after taxes on more butter or on more margarine. We do not ordinarily assume that I, as 
an individual, am free to determine the amount of smoke my chimney can eject into the 
public air; I am willing to enter into a compact with my neighbors whereby we all decide 
democratically how our liberty or license is to be curbed in order to further the good of 
each one of us. A nation’s saving seems to be treated by most 20th century nations as 
something in between these 2 polar cases: to some degree we all act as if we consider our- 
selves trustees for future generations, and we desist from using up all the irreplaceable 
resources of nature. In both the advanced and the underdeveloped parts of the globe, 
citizens act at the polls as if they do not completely approve of the saving-investment 
decisions that they would make in private life; they reinforce and alter these decisions by 
voting public fiscal and monetary policies which increase (or decrease) the capital forma- 
tion which private thrift would by itself dictate. in do they do this? Often they do 
so implicitly. But often explicitiy because, technically speaking, they attach qualified 
weight to their own changeable ex ante indifference curves between present and future. 
If full ethical primacy were to be given to these indifference curves and if short-run irregu- 
larities were ignored, the proper goal of social policy might be a constantly balanced budget 
accompanied by an active monetary policy that maintains full employment. 

2 Space does not permit me to give the needed qualifications to this simplified exposition. 
I have elsewhere explained at some length what might be called the important neoclassical 
synthesis, which combines the essentials of traditional economics pricing theory with the 
essentials of the modern theory of income determination and which underlies the asserted 
proposition. See my chapter entitled “Full Employment Versus Progress and Other Eco- 
nomic Goals,” appearing in (Max F. Millikan, editor) Income Stabilization for a Developing 
Democracy, Yale University Press, 1953, RP: 547-580. Also see my related discussion 
entitled “Principles and Rules in Modern scal Policy: A Neo-Classical Reformulation,”’ 
in Essays in Honor of John Williams, the Macmillan Co., New York, 1951, pp. 157-176. 
The third edition of my Economics, McGraw-Hill, 1955, ch. 29 (Interest and Capital), 
contains an elementary exposition to show how fiscal and monetary policy interact in the 
determination of alternative mixes of consumption and investment at full employment. 
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But this is not at all the train of thought that I wish to emphasize in 
my testimony. I want to cap the daring doctrine that an economy can 
have the rate of capital information it wants with a doctrine that may 
seem even more shocking. Naturally, I cannot here develop all of the 
underlying reasoning, nor give all the needed qualifications. But 
I do in advance want to stress the earnestness with which I put it 
forward, and to underline that it does spring from careful use of the 
best modern analyses of economics that scholars here and abroad have 
over the years been able to attain. The doctrine goes as follows: 

A community can have full employment, can at the same time have 
the rate of capital formation it wants, and can accomplish all this 
compatibly with the degree of income-redistributing taxation it 
ethically desires. 

This is not the place to give a detailed proof of the correctness of this 
general proposition. It will suffice to illustrate it with two extreme 
examples.® 

In the first, suppose that we desire a much higher rate of capital 
formation but stipulate that it is to be achieved by a tax structure that 
favors low-income families rather than high-income. How can this 
be accomplished? It requires us to have an active expansionary policy 
(open-market operations, lowering of reserve reeeiteaniste,Sabewel 
rediscount rates, governmental credit agencies of the FHA and RFC 
type if desired) which will stimulate investment spending. However, 
with our taxes bearing relatively lightly on the ready-spending poor, 
consumption will tend to be high at the same time that investment is 
high. To obviate the resulting inflationary pressure, an increase in 
the overall tax take with an overly balanced budget would be needed. 

Alternatively, suppose the community wants a higher level of cur- 
rent consumption and has no wish to make significant redistributions 
away from the relatively well-to-do and toward the lower income 
groups. Then a tighter money policy that holds down investment 
would have to be combined with a fiscal policy of light taxation rela- 
tive toexpenditure. But note that in this case, as in the one just above, 
any qualitative mix of the tax structure can be offset in its effects 
by appropriate changes in the overall budget level and in the accom- 
panying monetary policy. 


VI 


My discussion has covered a great deal of ground and has necessarily 
been brief. But I shall be glad to enlarge on the subject if that should 
be desired. 


8I do not recall ever seeing mathematical economics in congressional committee hearings. 
This drought can be ended by the following brief proof of the reasoning underlying my basic 
proposition. To the initiated the symbols will be almost self-explanatory ; to the uninitiated 
no harm is meant. 

Let Y=real national product, y—disposable income in real terms—=Y—taxes. Let J and 
C stand for investment and consumption, G for Government expenditure on goods and 
services. Let @ stand for the cost (and the availability) of borrowing for investment 

urposes. Let m be a parameter indicating the degree to which the tax structure is 
ncome distributing toward the poor and, possibly harmful to investment incentives: the 
tax structure can be summarized by T7=7(Y,m). Our whole system can be defined by the 


conditions : 
Y=C(y,m,....) +1(Y,i,m,....) +G, where y= Y—T(Y,m) 

For prescribed levels of G and m, there will always be a level of i and a level of the tax 
function 7 that simultaneously leads to full employment and to any desired ratio I/Y. 
(The dots in the functions will permit one to add stocks of wealth or money as further 
variables and also to make various wage and price level assumptions. ) 
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TAX POLICY FOR GROWTH AND STABILITY 
EMERSON P. ScuHMipt, Chamber of Commerce of the United States 


Luouits or Stupy 


In his opening statement on May 24 before the invited partici- 
pants, Chairman Wilbur D. Mills stated that there are “three dis- 
tinct facets of taxation—political, economic, and technical.” He 
stated that this inquiry was to be concerned with neither the political 
nor the technical aspects. 

Rather, the aim was to be economic analysis of the tax structure 
as it relates to short-run stabilization ana long-run economic growth. 
He indicated this may include effects on (a) the distribution of real 
income and levels of consumption, () on investment, (c) on manage- 
rial and labor effort, and (d) incentives. A third section was to deal 
with certain special phases such as: capital gains, depreciation, taxa- 
tion of small business, and several other items. 

The basic question for concern, however, is to be: What should be 
the relative emphasis upon direct stimulation of consumption and 
investment ? 

This limits the study, therefore, to analysis of the effects of taxa- 
tion upon consumption and investment. Since taxation can only have 
deterring effects, it will be an analysis of the relative importance of 
these deterrents. 


Final incidence of any taa is unknown 


Little is known with finality about the incidence of a tax system 
or tax structure. The careful student is likely to avoid dogmatic con- 


clusions as to the impact of any specific tax or group of taxes, or even 
the tax structure as a whole. A short-run tax impact may differ en- 
tirely from the longer run impact. Although the incidence of any 
tax measure may not be easily ascertained, the functions of taxation 
are relatively clear. 


Primary functions of tawation 

There are two schools of thought concerning the primary function 
of taxation. One group holds to the idea that taxes ought to be used 
primarily for the purpose of raising revenues sufficient for the opera- 
tions of essential Government services. A second group believes that 
the tax structure ought to be used primarily to effect changes in the 
social structure of the Nation and only secondarily to raise funds 
necessary for governmental operations. Those in the first group will 
be identified by their concern over setting taxes at levels where a 
maximum of revenue will be derived over the long run. Those of 
the second persuasion will be identified by their concern over other 
considerations—protecting domestic industries against foreign com- 
petition, eliminating the problems of large inheritances and cutting 
down on “family fortunes,” reconstructing the income pattern of the 
people of the United States, changing the investment pattern of the 
Nation’s corporations, and many similar matters of social rather than 
fiscal concern. The case of attempted revision of the business struc- 
ture through favorable treatment of cooperatives is a prime example. 

Successive administrations in Washington and congressional com- 
mittees have wrestled with the problem of the taxation of cooperative 
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enterprises. It’s generally agreed that the cooperative is a legitimate 
form of doing business. But it escapes certain taxes which are levied 
on the corporate form of doing business. If the disparity between 
the tax burden on cooperatives and corporations is not corrected, we 
will drive more and more businesses into the cooperative form. Cor- 
porations are paying about one-third of the National Government tax 
take. It has been argued that the only real, final solution to this 
problem is the abolition of the corporate income tax. This committee 
ought to give consideration to this problem. While we do not recom- 
mend such a step at this time, the situation nevertheless suggests that 
a reduction in the corporate tax is one way to try to help to put the 
corporation and the cooperative on a more equitable basis of fair play 
and equality. To discriminate against one convenient and useful 
form of doing business and providing jobs is contrary to the Ameri- 
ean spirit of equal opportunity and fair play. 

Whether taxes are viewed primarily for the purpose of raising 
revenues or for social purposes, it is generally agreed that the effect 
of the tax structure on the private economy should be watched. This 
brings us to the basic question: Should the relative emphasis be on 
direct stimulation of consumption or investment? 

In a growing economy, rising consumption and investment are 
equally necessary. Without rising consumption, there will be no new 
investment to meet demand for goods consumed. Without investment, 
there will be no new income to generate consumer demand. 

Throughout the 1953-54 recession, the almost uninterrupted advance 
in personal income, manufacturing wages, and other aggregates pri- 
marily associated with consumption expenditures would suggest that 
consumer demand is in a healthy position now. But the many damp- 
ening influences on investment to meet that demand need to be 
examined. 

The development and growth of industry which we all anticipate 
will place great pressures upon the capital market. Spectacular inno- 
vations in automation and the harnessing of atomic and solar energy 
will create tremendous demands for investment capital. Therefore, 
a tax system which thwarts or hinders saving, investment and risk- 
taking is likely to be viewed with increasing criticism, as the need 
for financing these developments is more clearly comprehended. 


Apmitry-To-Pay PrINncreLe 


It took the 16th amendment to override the principles of the Found- 
ing Fathers with respect to taxation. Apparently, they believed that 
no one should pay any bigger portion of his property or income than 
others do. 

Today our progressive income tax takes as high as 91 percent from 
the upper income-tax bracket. The greatest evil of the ability-to-pay 
principle is that with some people it has become a fetish. They have 
eome to test every tax by that principle. However, even if one is com- 
mitted to the progressive tax idea, it is not necessary that every tax 
be progressive. Many would be willing to settle for a tax system 
which is mildly progressive as a whole with perhaps an upper limit 
of 50 percent. But as it presently exists the progressive income tax, 
with high marginal rates, does discourage work, effort, and, particu- 
larly, risk taking. Innovators and the risk takers are tremendously 
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important individuals in our society. We ought not to penalize effort, 
ingenuity, diligence, and success. The ability-to-pay prine iple is, in 
many respects, foreign to our traditions. Even the Christian ethic 
put the emphasis on the tithe, each paying a similar portion of his 
income and everyone being responsible for paying something; even 
the widow’s mite was welcome. Under a proportional tax system, 
a man earning $5,000 might pay 10 percent, while one earning $10, 000 
would similarly pay 10 percent. He would pay twice as much but not 
5 to 10 times as much. 

A tax on income, particularly when the marginal rates are high, 
tends to discourage effort. A sales or excise tax probably stimulates 
effort because if things we want cost a bit more we may have to work 
a little harder or a little more ingeniously in order to earn enough 
income to buy the things we want. 

Of the $87 billion of taxable income after taxes in 1953, $62 billion 
were in the lowest income bracket of $0 to $2,000, or over 70 percent. 
Confiscation of all income in brackets above $10, 000 would have yielded 
only about $4.7 billion as shown by the accompanying table. 


Estimated distribution of taxable income, tar liability, and income after tagv* 


[Calendar year 1953 income level] 


Additional 
revenue deriv- 
able from 
confiscation 
of all taxable 
income over 
| levels indi 
cated by 
| lower limit 
of brackets ? 


Rate 
schedule, 
1954 rates 


Taxable 
income 
after tax ? 


Surtax and | 
normal | 
tax 


Taxable 


Taxable income brackets income 


(4) 


Thousands 


(2) 


Millions 
$77, 664 
15, 013 


| 


(3) 


Percent 


(4) 


Millions 
$15, 533 
3, 303 


(5) 


Millions 
$62, 


131 | 
11,710 | 


(0) 


Millions 
$86, 958 
24, 827 


5, 907 | 
3, 481 
2, 403 
1, 755 
1, 410 
963 
822 | 
675 | 
532 
852 
862 | 
563 
401 | 
295 | 
316 | 
215 


1, 536 4, 371 13, 117 
1, 044 | 2, 437 | 8, 746 
817 1, 586 }, 309 
667 | 1, O88 | , 723 
606 804 | 3, 635 
453 | 510 2, 831 
411 411 | 2, 321 
358 | 317 | , 910 
298 | 235 | , 593 
503 | 349 , 358 
534 | 328 , 009 
366 197 681 
277 124 484 
212 83 360 
237 | 79 7 

168 47 

139 33 

118 22 

84 | 13 | 
238 | 29 | 
138 | 5 


$4 to $6 
$6 to $8 
$8 to $10 cane 
Rimes oes 3 es 5 eh htt oe .| 
$12 to $14 
$14 to $16 
$16 to $18 
$18 to $20 
$20 to $22 
22 to $26 
26 to $32 





$38 to $44 
$44 to $50 
$50 to $60 
$60 to $70 
$70 to $80 172 
$80 to $90 140 
MR ooo dh ene ac ecus al 97 | 
$100 to $150 = 

: 1B: 
431 | 


115, 391 





198 
151 
118 
9 
83 











! Details will not necessarily add to totals because of rounding. 
2 By subtraction. 
® Derived from cumulating column (5) from highest income bracket to the indicated level. 


Notr.—If the maximum rate in the above schedule were 50 percent for incomes in all brackets above 
$18,000, the revenue loss would be $1,076 million. 


Source: Tax Foundation. 





938 FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 


Income Tax May Siow Procress 


The steeply graduated personal income tax, applying also to the 
proprietors of more than 3 million unincorporated businesses and mil- 
lions of farmers, constitutes a heavy drain upon what might have 
become additional venture capital. The estate and gift taxes drain 
additional portions of potential venture capital. 


Venture capital versus debt financing 

The present tax structure has often been criticized on the grounds 
that it tends to dry up venture capital. There seems to have been 
a tendency on the part of Government tax theorists to stress the im- 
portance of debt financing to the exclusion of equity financing. Since 
there is an important principle involved here, it may be well to look 
into the various aspects of that notion. 

For any given business enterprise, the investor in capital stock (or 
other form of ownership) is in a less safe position than the investor 
in bonds (or other form of creditorship). Talk about the present- 
day problem of equity financing (as against debt financing) has to 
do with getting investors to take the more venturesome position— 
to provide the venture capital which takes on the risks only thus 
avoidable to the bondholders (or other creditors). 

If debt financing is predominant over equity financing, our economy 
is thereby made increasingly vulnerable to a down-spiraling recession. 

Historical facts show clearly no cumulative recession movement has 
ever developed because of a preponderance of equity capital over debt 
financing. The opposite conclusion is amply supported by our past 
experience as well as by common sense. 

Only with debt financing—and never with equity financing—can 
we associate the contagion of difficulties called to mind by such terms 
as “insolvency” or “bankruptcy,” each failure to pay debts making 
it more likely that the creditor, in turn, will find it impossible to meet 
his obligations and maintain his economic activity. 

Emphatically stated, ample provision of risk-taking venture capital 
is an essential requisite of a vigorously dynamic, expanding economy. 
An increasing proportion of equity investment as compared to debt 
financing lessens our vulnerability to down-spiraling recession. Con- 
versely, an increasing proportion of debt or creditor investment 
increases our vulnerability. 

Any reduction in the volume of risk-taking investment should, 
therefore, be cause for serious concern. 


The fate of equity capital under present tax structure 

Suppliers of equity capital have lost ground relative to other groups. 
In 1939 dividends represented 5.2 percent of national income; in 1953 
they were only 3 percent of national income. This is a drop of more 
than 40 percent. 

And yet this was at a time of high prosperity and high savings. 
The high savings of the postwar years have been channeled into out- 
lets other than corporate securities—primarily into cash, bank de- 
posits, Government bonds, and private insurance and pension reserves. 
To be sure, much of the savings thus allocated are reinvested by banks, 
insurance companies, and other institutions, but this provides pri- 
marily loan capital rather than risk or venture capital. 
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Interest paid on loan capital is deductible from the tax base. Except 
for corporations earning $25,000 or less, corporate earnings are su 
ject to a tax rate of 52 percent. The cost of raising equity capital 
may be almost three times as heavy as raising the same amount by a 
bond issue. 

The following table brings out the difference in cost to two com- 
panies raising S million additional capital. Each company is as- 
sumed to have started with a capital of $5 million. Company A raised 
another $5 million by the sale of stock and Company B by the sale of 
3-percent bonds. It is assumed that each company after the flotations 
earns $1 million before taxes. Each corporation pays 7 percent on 
its stock outstanding. 


Capital costs: Equity versus debt 


Company A | Company B 
equity debt 
financing financing 


Capital structure (after flotation): 
Bonds—3 percent coupon 
Common stock 


Earnings for current year: 
Before taxes and fixed charges 
Less: Bond interest 


Before Federal income taxes 
Less income taxes (52 percent) 


After Federal income taxes 
Less dividends on common stock at 7 percent 


Balance transferred to surplus 


Charges applicable to new capital: 
Interest on d 


Because the bond interest is deductible before the corporate tax 
is applicable to the remaining income, the new $5 million of capital of 
Company B cost it only $150,000 or 3 percent, while the cost of the 
equity capital to Company A is $428,000 or 8.56 percent. 

From this point of view corporations might prefer debt financing 
to stock financing. Yet corporate management, with some exceptions 
as in utilities and railroads, generally shies away from debt because 
of the resulting rigidity in the cost structure and the danger of insol- 
vency in case of reduced production and soft markets for the output 
of the concern. Furthermore, only well-established promising enter- 
prises can raise loan capital in substantial amount. Others usually 
must rely on venture capital. 

The lack of venturesomeness and the lack of venture capital mili- 
tates heavily against smaller and new enterprises. It may encourage 
mergers. Yet it is on the smaller and new enterprises that we must 
rely heavily for expansion of job-making facilities. 

Most corporations try to avoid long-term financing and many of 
them could borrow very little on a long-term basis. Thus their chief 
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source of funds is plowed-back earnings. This means that the eco- 
nomic growth of our country is heavily dependent upon profits after 
taxes and upon the willingness of stockholders to forego dividends, 
With all the untapped savings within our economy, our economic 
growth should not be thus severely restricted. 


A faulty tax structure or excessive tax burdens are not the only factor 
in growth 

A faulty tax structure may be only one of many reasons for inade- 
quate saving, investment, or growth. Sound political foundations, 
an economic system based on free choice of the ultimate consumers, 
and favorable environmental factors are all equally important to the 
Nation’s development and growth. Such things as constitutional sta- 
bility, the sanctity of private property and of contracts, the right to 
work without fear—protection against labor violence and class strug- 
gle ideology, sound monetary and fiscal policies—all of these and 
many more govern our Nation’s pattern of evolution. 

But the tax structure is important. With the tax burden running 
close to one-third of our national income ($95.7 billion tax load on a 
national income of $300.2 billion in fiseal 1954) it seems obvious that 
both the total tax take and the structure of the tax system have in- 
numerable and significant effects on the allocation of human and 
other resources, on risk taking, on innovation, on enterprise and ef- 
fort, on the price structure and the general level of prices. 

Is the tax structure overbalanced ? 

Is undue weight being placed upon corporate and personal income 
taxes as a source of revenue? This is a question that is becoming 
increasingly important. Today the Government in Washington col- 
lects 80 percent of its revenue through income taxation. 

Britain places relatively twice as much emphasis on excise and sim- 
ilar taxation as does the United States. The same is true in Canada. 
Serious consideration ought to be given to reducing the maximum 
taxes on income both at the individual and corporate level. When the 
rate goes up to 91 percent in the higher brackets, it is perfectly ob- 
vious that the incentive to take on additional work or additional risks 
must decrease. 

All these matters are mentioned also to suggest the importance of 
reducing taxes generally and, particularly, the taxes on income. 
Avoidance a problem with excessive or unfair taxes 

Onerous taxes generally start immediate reactions among individ- 
uals to avoid their burdens. In France organized resistance has 
brought tax collections to a virtual stop in entire communities and 
districts. Resistance to tax payments has spread throughout many 
countries, sometimes overt and sometimes by indirection. It is in- 
creasing in the United States. The Governor of Alaska has requested 
a 20-year holiday from our national tax levies. The governor of one 
of our States has urged refusal to pay taxes because of alleged un- 
constitutional appropriations and expenditures. 

Because of the very high personal-tax rates, increasing attempts 
are being made to develop nontax income. The tremendous growth 
in fringe benefits, the growth in executive compensation in the form 
of pension programs, stock options, etc., are in part explained by the 
high tax rates. An employer can give an employee “free” hospital 
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or medical care coverage at a premium cost of, say, $100 a year. But 
this may very well be the equivalent of a salary increase of 2 or 3 
times that. 

The higher the tax rate goes, the more we will find attempts made to 
circumvent them. For this reason, if for no other, all efforts of 
reducing the size of Government expenditure need all the support we 
ean give them. 


The current flight of capital an aspect of tax avoidance 


The degree to which business has moved into Puerto Rico because 
of the tax haven provided there is an old story and well known. 
Throughout the entire world there are many such havens. More and 
more countries, particularly small ones, are attempting to provide 
such. Bankers, consultants, and lawyers, report an increasing num- 
ber of inquiries on the possibilities. The tax havens overseas are them- 
selves competing for corporate citizens from the United States. 

A corporation organized under the laws of a foreign country does 
not have to pay United States taxes on earnings from sources outside 
the United States. Some countries have extremely low taxes, or none 
at all, on income earned outside their borders. When these two are 
put together there may be a substantial tax advantage. Many thou- 
sands of United States corporations and individuals and thousands 
more European companies are set up in tax havens.’ Lichtenstein has 
for many years been such a tax haven. Nearer the United States are 
Nassau and Bermuda, Honduras and Curacao. Panama is said to 
domicile some 10,000 United States, European, Latin American, and 
even Japanese companies. Shipping soiea have long been that nation’s 
best-known tenants, registering their tonnage under the Panamanian 


flag. But manufacturers, traders, contractors, and, in fact, anyone 
concerned with international business may be able to make use of 
Panama. Numerous other such havens might be mentioned. 


A novel approach to the Government revenue problem 


It has occurred to some students of “liberalism,” that in a truly free 
associative society, taxes might be placed on a voluntary basis—that is, 
the Government would get its revenue on the same basis as the commu- 
nity chest or the Red Cross. Each individual would pay the Govern- 
ment what he felt the Government services were worth. They ask the 
rather penetrating question: What’s government worth to you? 

This is a very provocative question. Tosome it may open new chan- 
nels for thought. But there’s a principle here that may be worth in- 
vestigating. To the analyst of economic affairs it seems clear that 
every time the Government reduces the scope of its operations and 
turns an activity forward to private enterprise, it is, in effect, putting 
taxes on a voluntary basis. That is to say, from then on the free-choice 
consumer is in a position to determine whether or not he wants to spend 
his money for that particular service. In other words, the idea of mov- 
ing toward “voluntary taxes” is not quite as fantastic as it might 
appear on the surface. 

Reducing the tax load by eliminating subsidies 


Actually, the biggest problem with taxation is not just the structure, 
but the “take” itself. Any time the National Government takes one- 
third of the national income, it is obvious that the extraction of this 


1 Business Week, October 1, 1955, p. 122. 
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from the citizens is bound to be a noticeably painful process. No way 
can ever be found to make such a large bite “painless.” The question 
arises as to whether or not the pressure for some of the Government 
spending programs may not actually be derived from the weight of 
individual and business taxes. Unquestionably, there is a connection. 
Therefore, the tax student may find it worthwhile to look at the follow- 
ing long list of Government lending and loan-guaranteeing agencies 
and programs and, while so doing, ask himeelf the question: Is the 


pressure for these caused by excessive business and personal taxes? 


I, Commercial, industrial, and financial loans 
Small Business Administration 
Bank participation loans 
Direct loans 
Disaster loans 
Treasury 
The Federal Reserve System 
Loans to established commercial and industrial businesses 
V-loans 
Federal home-loan banks 
Defense Minerals Exploration Administration 
Maritime;Administration 
II. Agricultural loans 
Farm Credit Administration 
Federal intermediate credit banks 
Federal land banks 
Banks fer cooperatives 
Production Credit Corporation and associations 
Rural Electrification Administration 
Farmers’ Home Administration 
Production and subsistence loans 
Farm ownership and insured mortgage loans 
Soil and water conservation loans 
Emergency loans 
Special livestock loans 
Commodity Credit Corporation 
Price support 
Farm storage facility loans 
III. Housing plans 
Slum clearance and urban renewal projects 
College and university loans 
Planning loans to State and local bodies 
Public Housing Administration 
Federal Housing Administration 
Property improvement loans and nonresidential structures 
Home mortgage insurance 
Cooperative housing 
Rental housing 
Housing for servicemen 
IV. Veterans’ loans 
Real-estate loans 
Non-real-estate loans 
Direct loans 
V. Loans to Indians, Eskimos, and Aleuts 
VI. International loans 


In its studies the subcommittee might be well advised to endeavor 


to trace the relations between this growth and the high levels of taxes 
on business and individuals. 


CoNCLUSIONS AND RECOMMENDATIONS 


Our labor force will soon be growing at the rate of about 1 million 
per year. In addition, the rise of efficiency and the release of workers 
from declining industries adds many other hundreds of thousands of 
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workers for whom new jobs must be found. It takes some $13,300 on 
the average to create each new job in industry. 

The necessary investment in job-making facilities will take place 
only if: 

(a) The investment funds are available, and 

(b) The incentive to make the investment is strong enough. 

Any threat to the safety of the investment, or to its earning power, 
impedes such investment. 

Investors should be willing to assume the ordinary risks of business 
such as vigorous competition, shifts in consumer taste and demand, 
and the possibility that the venture—in the light of hindsight—may 
have been unwise. 

But if, in addition, a militant aggressive labor union backed by Gov- 
ernment subjects the enterprise to strikes, to uneconomic labor costs, 
and to inefficient methods of operation and disturbed morale, the in- 
centive to investment is impaired. If the Government subjects the 
businessman to a plethora of rules, regulations, and directives and 
burdens him with a mountain of paperwork, again the incentive to 
invest is impaired. If the Government subsidizes competitors, or 
enters into business operation itself, or even threatens to do so, invest- 
ment is still further impaired. Finally, if the Government absorbs 
an unduly large slice of the business or individual income dollar, the 
capacity and incentive to invest may be all but eliminated. 

The general level of business and economic activity is governed by 
a great many factors and forces. The businessman and the investor 
are key figures. But they do not deserve the exclusive credit for pros- 
perity nor the blame for underemployment. They do their work 
within a complex political and economic climate. To get the most 
out of them, it is incumbent upon all citizens to: 

(a) Discover the essential prerequisite conditions for the attain- 
ment of the businessman’s and the investor’s maximum potential con- 
tribution to economic well-being ; 

(6) Help clear away the roadblocks standing in the way of their 
performance. 

i This may require positive and definite action along the following 
ines: 

1. More workable labor laws to promote industrial peace and 
industrial efficiency. 

2. Less onerous regulation and control of business. 

3. Development of a political and opinion climate more favor- 
able to investment. 

4. Elimination of subsidies and Government commercial- and 
industrial-type enterprises leading to unfair competition. 

5. Reexamination of the practices and investment policies of 
trustees, trust funds, and insurance companies with a view to de- 
termining whether these are unduly restrictive. 

6. Substantial expansion of investment trusts. 

7. Widespread multiplication of risk capital institutions such 
as the American Research & Development Corp. in which Senator 
Ralph Flanders and others have taken such an effective interest. 

TT 


2See: Task Force Report on Revolving Funds and Business Enterprises of the Govern- 
ment, Hoover Commission, January 1949; and Government Competition: Problem and 
Perspective, Chamber of Commerce of the United States (Washington: 1954). 
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8. Setting up more community -type -apital organizations 
which would s — ialize on a local basis in providing venture capi- 
tal to new and growing businesses, especially small businesses. 

9. Teachers in our schools encour aging more students to become 
job-makers and imparting to them more knowledge and under- 
standing of managerial know-how. 

Most of these ideas are not new. They need thorough analysis and 
study, with such followup action as seems appropriate in each case. 
The ‘shortage of venture capital is not due to any single cause, and 
the problem must be attacked on many fronts. We must be resource- 
ful and innovative in our effort to raise more innovative capital. 
Imagination is, after all, the greatest “nation” in the world. 

In this short report I « -amot discuss all these suggestions. But 
there is no doubt that the current tax burden on business and on the 
sources of venture capital is such a serious impediment to new invest- 
ment that, in addition to the above, action along the following lines 
is imperative: 

Reduce Government expenditures. 
Move toward lowering of the progressive personal income 
tax rates in order to stimulate equity financing. 

3. Tax persons with highly fluctuating income on income aver- 

aged over a number of years. 

4. Begin promptly to reduce the corporation income-tax rate. 

Reduce the capital gains tax and make more adequate provi- 
sion for the offsetting of ‘losses, in order that the present penalties 
against the economic shifting of ownership of assets may be 
removed. 


EpinoG 


Projections of growth widely accepted by students of the problem 
suggest during the 1 2 years between 1953 and 1965 the possibilities 
of these targets: 

An increase in population of 20 percent or one-fifth; 

A reduction of the average annual hours of work by nearly 
10 percent ; 

An increase in output per man-hour of 40 percent in agriculture 
and 35 percent in private industry ; 

An increase in total national output of nearly 50 percent in 
constant prices; and 

A rise in real disposable income per capita of nearly 30 percent.‘ 

In recent times, both here and abroad, tax and other governmental 
policies have concentrated unduly on redistributing and socializing 
wealth and income. Most students of the problem of poverty and 
want are now recognizing that this is not in the best interests of a 
strong economy, our national sec urity and the reduction of poverty. 
Grover W. Ensley, staff director of the Joint Committee on the 
Economic Report, wisely stated : 


There is no solution in redistributing the same size pie. That pie must be 
made bigger. 


2 See report on Community Industrial Financing Plans, Chamber of Commerce of the 
United States, Washington 6, D. C. 

4See, for example, Potential Economic Growth of the United States During the Next 
Dec ade, | committee staff, Joint Committee on the Economie Report, Washington, 1954, 
pp. 91- 
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Slichter, Boulding, and many other economists have been driven 
to this same conclusion.® 

The National Bureau of Economic Research tells us that with the 
average family income of about $5,000 at present, if we maintain 
the last 80 years’ rate of progress, in the next 80 years, our grand- 
children or great-grandchildren will have average family incomes of 
about $25,000 of 1953 purchasing power. This is a level now attained 
only by about 1 percent of the Nation’s families. Obviously, this 
would require fabulous quantities of new investment. If its benefits 
trickle, flow and spread all around to gain these heights, there should 
be no complaint. 

That we can maintain prosperity and progress without new invest- 
ment is doubtful. Prof. David M. Wright in his book Capitalism 
states : 

But investment is the basic problem. Measures to stabilize consumption 
(public works, unbalanced budgets, etc.) may indeed keep the slump from 
getting worse. But they are after all mere first aid; that is, if we are not just 
trying to smuggle socialism in by the back door. Until growth once more gets 
underway and with it new investment, there cannot be a spontaneous recovery 
of the private economy. 

But, to repeat, progress and growth are not inevitable. They must 
be earned. High and uncertain taxes on investment and achievement 
can be among the chief factors which will hold us to lower scales of 
living than those we could achieve. 


STIMULATION OF CONSUMPTION OR INVESTMENT 
THROUGH TAX POLICY 


HERBERT STEIN,’ Committee for Economic Development 


This memorandum discusses question III—D of the outline of ques- 
tions prepared by the Subcommittee on Tax Policy. It deals, there- 
fore, with only 1 of 19 questions listed by the subcommittee, and there 
are, of course, many other questions relating to tax policy that are 
not included in the subcommittee’s list. It should be clear, therefore, 
that this memorandum is confined to a limited aspect of the tax prob- 
lem and must abstract from many considerations of principle and 
practice that would be important in rendering a balanced judgment 
on issues of tax policy. 

As I interpret it, the question submitted to the panel has the fol- 
lowing meaning: 

1. A high rate of investment is a favorable condition, probably ¢ 
necessary condition, for rapid economic growth. 

2. The rate of investment is influenced by two factors: 

(a) The demand for consumption goods, 
(6) The return (after taxes) that would be earned on new 
investment at any given level of total demand. 


5 See: The Welfare State and the State of Human Welfare, Chamber of Commerce of 
the United States, Washington 6, D. C. 

‘This memorandum expresses the views of the author only, and no inference as to the 
views of the Committee for Economic Development should be drawn from it. The com- 
mittee has expressed its own views in a number of published statements. See, for ex- 
ample, Taxes, National Security and Economic Growth, January 1954, Committee for 
Economic Development, New York. 


68595—55 17 
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3. The structure and weight of the Federal tax system affect these 
two factors. 

4. The more the Federal tax system cultivates one of these factors 
the less it can cultivate the other, i. e., the more the tax system en- 
hances the demand for consumption goods the more it must repress the 
return on new investment at any given level of total demand, and vice 
versa. 

Therefore it is necessary to ask whether, from the standpoint of 
economic growth, primary emphasis in the tax system should be given 
to expansion of consumer demand or to cultivation of the investment 
return factors. 

In my opinion the problem raised is not a real one It is not true 
that modifying the tax system in such a way as to increase the return 
on new investment at any given level of total demand requires that 
the tax system repress demand for consumption goods below the level 

at which it makes its maximum contribution to total investment. Con- 
versely, taxation that restricts the return on new investment is not 
required in order to reduce or eliminate tax restraints on consumption 
that tend to limit investment. Therefore, if the objective is to pro- 
mote investment and growth it is not necessary to choose between tax 
revision to expand consumer demand and tax revision to increase 
investment return. We can have both taxes affecting investment re- 
turn so low that no reduction would stimulate more investment and 
taxes affecting consumption so low that no reduction would stimulate 
investment by increasing consumer demand. If promoting investment 
and growth were our only objective this would be the kind of tax sys- 
tem we ought to have.? 

The following illustration will indicate the reasoning behind this 
position : 

Suppose we start with the present tax system and a condition of 
“maximum” employment. It is our goal to promote an increase in the 

rate of investment. We are considering a reduction in some tax with 
a heavy impact on investment return—such as the corporate profits 
tax *—in order to achieve this goal. If we reduce the corporate profits 
tax, will we have to raise some other tax—say the first bracket of the 
individual income tax *—to a degree that, by reducing consumption, 
may offset or more than offset the investment- stimulating effect of 
the corporate tax cut? 

If the only objective of policy is to promote investment and growth 
the answer is no. (Of course, this is not the only objective of ‘polic y, 
and the introduction of other objectives raises real problems, which 
will be discussed below. However, the question posed to the panel 
does not specify other objectives and it is desirable to clarify the ques- 
tion first on the assumption that growth is the only objective.) The 
reduction in the corporate tax will reduce the total Government reve- 
nues. But, there is nothing about the goal of promoting investment 
and growth that requires maintenance “of the total revenues at any 


?I am accepting here the assumption implicit in the question posed to us that the only 
means to economic growth with which we are concerned is investment. Of course this 
assumption is incorrect but this probably does not seriously affect the answer to the 
specific question asked of us. 

* The corporate profits tax and the first bracket rate of the individual income tax both 
have some initial effect on both investment and consumption. They are used here only 
to illustrate important differences in the degree to which the various taxes affect either 
investment or consumption. 
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given level. What does this goal require with respect to the total level 
of taxation? In my opinion the requirement is that taxes be high 
enough to prevent a rate of inflation that would interfere with growth. 
Just how much inflation can be tolerated without interference with 
crowth is a difficult question. For present purposes it is probably 
sufficient to assume that the tolerable amount of inflation is zero, since 
there are good reasons for trying to avoid inflation anyway. 

This leads to the conclusion that if we cut investment-repressive 
taxes, like the corporate profits tax, we have to raise other taxes only 
to the extent necessary to restrict consumption enough to avoid infla- 
tion. Now if we start with maximum employment, and the cut in cor- 
porate tax succeeds in bringing about an increase in investment 
expenditures, some increase in consumption taxes will be needed. 
Otherwise there will be an increase in total demand when the economy 
is already operating at full employment—which would be inflationary. 
But the consumption tax increase will not be one that restricts invest- 
ment by restricting consumer demand; it will be one that restricts 
consumer demand under conditions where it would be inflationary and 
would not stimulate investment. 

We do not have to choose between direct encouragement of invest- 
ment and expansion of consumer demand where that expansion would 
be favorable to investment. No matter how far we reduce direct tax 
burdens on investment we can still have the maximum consumer de- 
mand that will contribute to the encouragement of investment—at least 
so far as consumer demand is affected by taxes. 

My position may be summarized as follows: 


1. The effects of the tax system upon investment depend upon: 


(a) its effects upon total demand (not just consumer demand) ; 
(6) its effects upon investment return. 


2. Given its effects upon total demand, the tax system will be more 
favorable to investment the less it restricts investment return. 

3. The effects of the tax system upon investment return and the 
effects upon total demand are independent. That is, any desired effect 
upon investment return can be combined with any desired effect upon 
total demand. 

4. Therefore, we can have both the optimum or maximum effect 
upon investment return and the optimum or maximum effect upon 
total demand and do not have to choose between or balance these 
effects. Specifically, we can have a tax system that has no repressive 
effects upon investment return and that does not restrain total demand 
below any desired point. 

It may be incumbent upon me to explain why I see no problem here 
when many people who have thought about the matter do see a 
problem. In my opinion, people who see a problem here are assuming 
three things: 

1. That the budget is to be balanced, so that there is a given total 
amount of taxes to be raised, regardless of the character of the tax 
system (assuming total expenditures are given). 

2. That different kinds of taxes have different effects upon total 
demand per dollar of revenue. 

3. That the Government has no effective means outside the tax 
system for influencing total demand. 
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If these three propositions were true, then selection of the kinds 
of taxes we impose would be the only way in which the Government 
could influence total demand. The effect. on total demand would be 
an important objective in the selection of the kinds of taxes to impose, 
and this objective might turn out to be in conflict with other objec- 
tives of the tax structure. The question posed to the panel revolves 
around one such conflict. The tax system that is best in terms of its 
direct effect on investment may not be best in terms of its effect on 
total demand. And we are asked how to resolve this conflict. 

In my opinion the second proposition is correct, but the third is 
not. The first is a matter of policy—a policy which I believe is 
sound, in part because the third proposition is incorrect. There is 
an instrument outside the tax field that the Government can use to 
influence the level of total demand. That instrument is monetary 
policy. By permitting a faster or slower growth of the money supply 
the Government can expand or restrict total demand. 

The availability of this third instrument allows us to determine 
both the structure of taxes and the total amount of taxes by con- 
siderations other than the desired level of total demand. Particu- 
larly, it allows us to choose the tax structure that imposes the least 
direct interference to investment without fear that such a tax structure 
may restrict investment indirectly by causing a deficiency of total 
demand. 

Thus, there are 3 instruments and 3 guides to their use: 

A. The total level of taxation should be high enough to balance the 
(cash) budget at high employment. Adherence to this rule is impor- 
tant as a means of achieving fiscal discipline—of assuring that Gov- 
ernment counts the costs when it decides to make expenditures. 

B. The kinds of taxes imposed should be determined by considera- 
tion of direct effects on investment, effects on efficiency, and fairness 
in distributing the burden of. Government expenditure. There may 
be conflicts among these objectives, but no conflict with the objective 
of the “right” level of total demand, which is to be provided by mone- 
tary policy. 

C. Monetary policy should be directed to the achievement of the 
level and rate of growth of total demand consistent with high em- 
ployment, growth, and avoidance of inflation. 

The interaction of these instruments may be illustrated in the fol- 
lowing way: 

Suppose we start with a balanced budget and high employment. 
We decide to reduce the corporate-profits tax $2 billion in order to 
stimulate investment and accelerate growth. The budget-balancing 
rule requires that we raise some other taxes by $2 billion. The cut in 
the corporate tax increases total demand by some amount, X. The 
increase in other taxes reduces total demand by some amount, Y. If 
X exceeds Y there is an increase in total demand which must be offset 
by monetary restriction. If Y exceeds X there is a reduction in total 
demand which must be offset by monetary expansion. The combina- 
tion of policies will prevent any change in total demand, so that there 
will be no change in total demand to offset the initial investment- 
stimulating effect of the reduction in corporate taxes. 

The panel is asked to consider the general question under three as- 
sumptions, which may be described as persistent adequacy, deficiency, 
or excess of total demand. I hope it is clear from what has been said 
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above that I believe tax policy should be the same under all three of 
these conditions and that it should be the responsibility of monetary 
policy to prevent or correct a persistent deficiency or excess of de- 
mands.* 

We are also asked “In broad terms, what modification in the Fed- 
eral tax system should be employed to promote the desired objective 
with respect to economic growth?” If maximum economic growth 
were the only objective of tax policy one might suggest that all present 
Federal taxes be abolished and that instead there be imposed a flat 

rate consumption expenditure tax at a rate high enough to balance 

the budget. But.maximum economic growth is not the only objec- 
tive of tax policy, and any such suggestion would obviously be un- 
suitable. In devising a tax system it is necessary to consider other 
objectives, such as fairness in the distribution of the tax burden and 
incentives to effort and enterprise. At some points these goals con- 
flict, and it is necessary to strike some kind of balance. This cannot 
be done in any precise or “scientific” way, since our knowledge of 
the economic effects of taxes is rather uncertain and fairness in taxa- 
tion is a highly subjective matter. 

To recommend tax revisions that would best reconcile these dif- 
ferent objectives would go beyond the specific scope of the question 
assigned to this panel. But since suggestions are invited I will in- 
dicate briefly what seem to me the ‘most important directions for 
tax revision. 

There are two main things we need: 

(a) To reduce discriminations among different sources of income 
and different uses of income. Our objective should be to tax all income 
once in the hands of its recipient no matter where it comes from or 
what it is used for. The corporation profits tax, tax exemption for 
State and local securities, selective excise taxes, and many other parts 
of the tax system are in conflict with this principle. 

(b) To reduce the restrictive effect of the present tax system upon 
investment. The removal of existing discriminations, suggested under 
(a) as a matter of equity, will also improve the system from the 
standpoint of investment. But, I believe that it would be desirable to 
go beyond this and reduce somewhat the income tax rates in the upper 
brackets. These rates are a danger to the supply and use of funds for 
taking the investment risks that must be taken if the economy is to 
grow rapidly. The desirability of avoiding this danger must be 
balanced against the fact that the community’s notion of fairness in- 
cludes the idea that the tax system should be progressive—an idea 
which I share. However, I do not believe that the community’s idea 
of fairness requires as steep a schedule of income-tax rates as we now 
have, particularly if those rates are to be applied to all income from 
whatever source derived. 


“Under certain cyclical conditions variations in the tax policy may be called for, but I 
understand the question not to relate to cyclical variations. 





VI. ECONOMIC IMPACT OF EXPANSION AND CON- 
TRACTION OF THE TAX BASE 


THE EFFECTS OF SPECIAL PROVISIONS IN THE INCOME 
TAX ON TAXPAYER MORALE 
WALTER J. Bum, University of Chicago 


I have been asked to comment upon how special provisions in the 
income tax—those granting preferential treatment to some persons— 
might affect the morale of taxpayers and their advisers. 


I. DEFINITION OF PREFERENTIAL TAx TREATMENT 


To discuss preferential or special provisions under our income tax, 
it is first necessary to define them. This is difficult in part, because 
taxpayers who benefit from special provisions cuban 
these do not give them an advantage over the rest of the taxpaying 
public, but merely put them on a par with everyone else by recognizing 
that their situations are in fact somewhat different. Thus it can be 
made to appear that no provision in the law prefers any taxpayer and 


Vv insist that 


. 


that all special legislation merely adjusts for special circumstances. 
To avoid this dead end the problem of determining what provisions 
result in preferential treatment must be separated from the problem 
of deciding whether such preferences are justified. 

While theorists may argue about what constitutes preferential treat- 
ment, sophisticated taxpayers have not experienced a similar diffi- 
culty. Instead they have been guided by this single principle: It is 
more advantageous to accumulate wealth or enjoy personal consump- 
tion in ways calling for the payment of less total income tax than if 
the savings and consumption were financed only by money received 
in the form of ordinary income and if that money were spent on con- 
sumption or saved only in ways which did not give rise to deductions 
for tax purposes. There is no reason why we should depart from this 
realistic principle. Legislation is preferential to the extent it allows 
any taxpayer to accumulate wealth or enjoy personal consumption 
without paying the full tax. And the full tax is that which would be 
due if all of the taxpayer’s economic enhancement were financed by 
cash received as ordinary income and if he did not qualify for any non- 
business deductions or extraordinary exemptions or credits in the 
course of saving or spending his income. 

The wholly nonpreferred taxpayer thus is the man who receives 
everything in fully taxable forms, who satisfies his personal consump- 
tion and accomplishes his savings in nondeductible ways, and who 
does not otherwise qualify for special exemptions or credits. To the 
extent that any taxpayer fares better than this yardstick he is being 

201 
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preferred. In this sense many if not most taxpayers today enjoy 
some degree of preferential treatment under the law. But this does 
not impair the utility of the yardstick, for it nevertheless puts us in a 
position to know precisely how much and in what respects various tax- 
ayers are being preferred. Such information is just what is needed 
beture starting to discuss the consequences of special legislation. 


II. Perspective 


In my opinion the primary case for or against any preferential 
provision should turn on its impact on the fairness of the distribu- 
tion of the income-tax burden. This aspect of special legislation is 
the subject of other papers. I mention it only to put my own presenta- 
tion in proper perspective and to record my view that there should 
be a strong presumption that it is fairer to treat any receipt which 
is capable of financing a dollar of savings or consumption lke every 
other dollar received, to treat every dollar spent on personal con- 
sumption like every other dollar so spent, and to treat every dollar 
saved like every other dollar saved. The dollar is a common de- 
nominator for measuring the relative incomes of taxpayers. When 
we differentiate taxwise between dollars on the basis of how they 
were received, or how they were spent on personal consumption, or 
how they were saved, we undermine the common unit of measure. As 
this happens it becomes increasingly difficult to form reasoned judg- 
ments as to whether the income-tax burden is being distributed fairly. 
We have yet to discover a substitute for the dollar as a common 
denominator in measuring ability to pay income taxes. 

The case for many preferential provisions often is rested heavily 
on grounds of some asserted public policy, usually economic policy. 
The economic implications of various special provisions, as well as 
the economic consequences of all such provisions taken as a whole, 
are also matters which are explored in other papers. Here I again 
only seek perspective by noting my view that there should be a strong 
presumption against subsidizing a particular economic activity 
through the income-tax system. When one focuses attention on a 
particular economic activity it is only too easy to conclude that it 
should be encouraged. Of course there is a great deal to be said 
for encouraging the production of, say, oil; and of course a com- 
fortable supply of oil is important for national defense. But in our 
society there is also a lot to be said for encouraging virtually every 
kind of legitimate investment and enterprise; and the production of 
many different commodities is important for national defense. The 
preferred treatment of one economic activity necessarily translates 
itself into a penalty on those not favored. For this reason, in legis- 
lating taxes it is especially important not to confine attention to any 
particular activity but to consider the whole of our economic system. 
And even if it be decided to subsidize a certain activity, we should 
be hesitant about administering the subsidy by way of a tax pref- 
erence. Subsidies in this form vary directly in amount with the tax 
brackets of the recipients; they are invariably hidden in technicalities 
of the tax law; they do not show up in the budget; their cost fre- 
quently is difficult to calculate; and their accomplishments are even 
more difficult to assess. Partly for these very reasons they are likely 
to become fixtures which are not easily removed. 
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But while the most significant aspects of preferential tax provi- 
sions are thus outside the scope of my presentation, the consequences 
with which I shall deal are not unimportant, Anything which has 
a bearing on the morale of taxpayers and their advisers deserves at- 
tention because it may have an impact on the health and strength 
of our income-tax system. 


III. Sprcran Provisions Comp.icare THE INCoME Tax 


Probably the most nearly universal quality of preferential provi- 
sions is that they complicate the job of determining the proper amount 
of tax to be paid. To create a preference the law must draw a dis- 
tinction between that which is and that which is not to be accorded the 
special benefit. Thereafter this distinction becomes relevant in com- 
puting the tax liability of anyone who possibly might qualify for the 
preference. If a taxpayer wants to take advantage of every prefer- 
ence to which he is entitled—and it is right that he should do so, 
regardless of how many dollars are involved—-attention will have to 
be paid to the applicability of each special provision for which he 
conceivably might qualify. 

Thus, preferential provisions place a burden on the community as 
a whole. Those taxpayers who attempt to make out their own returns 
will obviously have to devote more time and effort to this task. Each 
added distinction, moreover, will afford additional occasions for error, 
and it therefore is to be expected that the total volume of mistakes wil] 
increase. At the same time the increased complexity of the tax is 
likely to cause larger numbers of taxpayers to seek expert assistance, 
either from Government officials or from private practitioners. It 
has been argued that wider use of private tax experts is desirable 
because errors would thereby be avoided and the workload of the 
Revenue Service would correspondingly be reduced. No doubt nu- 
merous errors would be eliminated, but it would not be surprising to 
find that many who now hold themselves out as tax experts actually 
add to the burden of the Revenue Service in the course of trying to 
show their patrons how useful they are in minimizing tax assessments. 
In some circles a tax expert is little more than one who thinks he knows 
how to cut the corners. But even if all tax experts were more mindful 
of the revenues, it seems clear that on balance the net effect of addi- 
tional complexity in the law can only be to increase the total cost of 
administration to the individual taxpayers or the Government, or 
both. 

Preferential provisions may also cause some taxpayers to become 
hostile—a potentially dangerous attitude in a system which depends 
toa high degree on voluntary cooperation by the public. Such resent- 
ment can develop in a number of ways. <A taxpayer simply might 
react against having to turn to a professional in making out a return, 
or he might rebel when he discovers that at some past time he did not 
obtain the benefit of a special provision because its complexities re- 
sulted in his failure to understand its application, or he might become 
upset in finding that a preferential rule just barely misses fitting his 
case, even though his situation seems to him to be indistinguishable 
from others covered by it. This occurrence is made more likely when, 
as is often the case, the theory behind the preferential provision is not 
obvious or where the line which it draws is largely arbitrary, or the 
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resentment may come about in a more indirect fashion. Special pro- 
visions which are widely publicized and usually associated with 
wealthier taxpayers (such as those concerning percentage depletion 
and capital gains) might lead people to underestimate greatly the 
amount of taxes generally paid by those with high incomes. Discon- 
tent flowing from this kind of misunderstanding can be particularly 
serious. Since it goes to the fairness or unfairness of the distribution 
of the whole income-tax burden, it might take hold deeply and be 
contagious. 

The complexities of the law, aided perhaps at times by accompany- 
ing feelings of hostility, may encourage some taxpayers to relax their 
consciences in assessing themselves. Probably in most instances such 
a result is due merely to the usual give-yourself-the-benefit-of-the- 
doubt attitude. But in some cases it seems to have more disturbing 
roots. We have heard about taxpayers who knowingly winked at the 
law because they thought that a special relief provision should in all 
justice have been written more broadly to cover their circumstances. 
We have known of taxpayers who deliberately erred and excused 
themselves on the ground that their friends were in a position lawfully 
to take advantage ‘of some special provision which did not quite reach 
their case. And there has been talk of t: ixpayers who willfully erred 
because they figured that a preferential provision would be too com- 
plicated for the Government to police effectively. 

This is not to say that the preferential features now in the law have 
engendered wholesale resentment or cheating by taxpayers. It is like- 
ly that many of those who are now disconte nted or are inclined to cheat 
would be that way in the absence of special provisions. It is possible, 
moreover, that taxpayers as a whole would be more hostile and more 
Jax in conscience if we were to adhere tenaciously to a tax law without 
preferences of any kind. It is even conceivable that taxpayers on the 
average would be more cooperative in a system which intentionally 
went out of its w ay to accord at least some kind of preferential treat- 
ment to everybody, so that each person could feel that the legislators 
were not unmindful of his particular circumstances. The plausibility 
of this is increased where, as in the case of our income tax, the whole 
set of rules is so complex that very few persons are aware of or under- 
stand the benefits bestowed upon others. In the face of these untested 
possibilities, one cannot be certain how the average taxpayer will react 
to a maze of preferential provisions in the law. But at the very least, 
a strong caution is in order. Preferences do burden the system. And 
while they might please their beneficiaries, they might well have a se- 
riously adverse effect upon the attitude of ‘other taxpayers. 


LTV. Specrtat Provisions IncreEAse Tax-Morivatrep Conpucr 


Other considerations enter the picture when we center attention 
on the sophisticated taxpayer who is personally knowledgable taxwise 
or who regularly receives professional counsel in tax matters. The 
most glaring is that prefe — provisions usually result in time and 

talent being devoted by th« principals and their advisers to planning 
designed to maximize the tax benefits. There probably is no way o 

reasonably estimating the quantity of energy which has been spent 
this year in m: inufacturing capital gains, splitting i income, deferring 
income, and so forth, but “surely the total must be tremendous. To 
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the effort given over to such planning must be added that devoted to 
learning the ropes and to transmitting the know-how to others in the 
tield. In these days there might be more than well-meant humor in 
the warning that the golden opportunity of this decade could be 
lost to us because our top talent was consecrating itself to the inven- 
tion of new and better capital gains. 

Tax planning, which eventually rests on preferential provisions, 
not only consumes time and skill but it can also have the effect of 
channeling transactions into molds which are wasteful or otherwise 
undesirable. This might be true from two distinct points of view. 
The individual taxpayer himself might not have set up the trans- 
action as he did in the absence of the tax benefit. Often a tax- 
conscious person is willing to arrange business transactions, or 
investments, or family estate plans in a relatively ineflicient manner 
because the tax advantages thereby gained seem to make the inferior 
plans worthwhile. In etfect the preferential rules subsidize particu- 
lar forms or practices. From the view of society as a whole, the re- 
sulting arrangements might be less desirable than alternatives which 
would have prevailed if the tax inducements had not been present. 
And the very fact that tax considerations tend to freeze transactions 
into rigid patterns may be a loss to a society which develops and 
moves forward through experimentation. Unfortunately it is only 
future generations who will be in a position to gage the extent of 
such a loss. 

In inviting tax planning, preferential provisions also multiply the 
volume of litigation and of controversy at the administrative level, 
and thus are a further drain on the talent resources of our society. 
Virtually all statutes of course require interpretation and application, 
and the doubtful points must be resolved by administrators or courts 
or subsequent legislatures. But a tax statute is especially likely to 
be fruitful in this respect since dollars turn on every substantive dis- 
tinction it draws. ‘There will always be some persons (and no criti- 
cism of them is intended) who will seek to probe for the limits of 
a tax rule in their favor; to a large degree, tax planning for these 
taxpayers consists in arranging their affairs so as to come as close 
as possible to these limits without crossing over them. Such efforts 
continually put the statutory language into issue and thus call for 
administrative or judicial determinations. When a preferential rule 
is added to the statute, it usually provides another area within which 
this process can goon anew. While the capacity of a special provision 
to produce controversy varies with its nature, those now in the law 
certainly have left, and are still leaving, a monumental trail of con- 
troversy in their wake. 

The evolution of our present income-tax statute is powerful testi- 
mony that there is no inherent limitation on the development of pref- 
erential provisions. On the contrary, it seems patent that one special 
enactment breeds pressures for others, especially among sophisticated 
taxpayers and their counselors. At any time in recent years it would 
have been easy to locate hundreds of preferential proposals which 
were with varying degrees of intensity being readied for presentation 
to Congress. In most instances the proposal in some respect copied 
a preferential provision already in the law; and usually the chief 
argument advanced in its behalf was that some other taxpayers already 
were enjoying a comparable benefit. This is a contention which any 
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legislator will find hard to ignore or resist since our generally accepted 
major premise of tax justice is that equals should be treated equally. 
But the very fact that the argument frequently is persuasive serves 
to underscore why preferential provisions have a propensity to mul- 
tiply. No matter how compelling the case for special relief may be 
in one situation, there will almost always be other taxpayers who can 
demonstrate that their situation is comparable if not identical. Con- 
gress then has two avenues for treating equals equally: it can revoke 
the preference which it has already granted or it can give a comparable 
preference to those in comparable situations. No great research is 
needed to show which of these ways is likely to be chosen. We all 
know that there is a reluctance to withdraw a preference once granted, 
that a sudden revocation might disturb plans made in reliance upon 
it, and that the unraveling process might itself cause new complica- 
tions and discriminations. A legislator’s freedom of action is thus 
hedged about by the largess or sympathy or mistakes of his predeces- 
sors in office. But nevertheless there can only be one of two results 
if the original preferential treatment is retained in the law. Either 
the pleas of taxpayers with comparable cases will have to be turned 
down, or comparable preferences will have to be written into the 
statute. 

It is generally agreed that simplification of the income tax is a 
goal to which we should aim. Simplification may weil mean different 
things to different persons. It should be obvious, however, that a 
compounding of preferential provisions must in the long run serve 
to increase the complexity of the tax. Conversely, real simplification 
can be achieved only through the elimination of preferences now in 
the law. 


Y. Errects or SpreciAL Provisions on TAX ADVISERS 


Some mention has already been made of the impact of preferential 
provisions upon professional tax advisers—that is, lawyers and ac- 
countants. It is clear that as the law grows in complexity, more tax- 
payers consult them and they work under heightened pressure to 
arrange for their clients the maximum tax advantages available. 
Moreover, as special legislation expands in volume, the professional 
adviser tends increasingly to become a lobbyist on behalf of his clients. 
These happenings have not been without consequences for the pro- 
fessions involved. 

It has repeatedly been observed in recent years that the general 
lawyer or accountant is often no longer in a position to supply ade- 
quate advise on tax matters. Gradually a more or less well defined 
group of tax men has been emerging to cope with the complexities 
of our tax system. It may be questioned whether this development is 
of itself desirable or whether it is inevitable in a society which is 
almost everywhere putting a premium on specialization. Whatever 
be one’s opinions on these issues, the fact is that the creation of the 
tax specialist itself represents another major cost of the tax system 
for our society. Furthermore, this development has affected tax- 
payers as a whole because for many years the usual lag in the pro- 
duction of competent specialists existed. There is abundant evidence 
that many taxpayers received inadequate tax advice at a time when 
general practitioners were not in a position to master the complexities 
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accompanying the special provisions, and when specialists were either 
not available or their role was not recognized. In effect a whole 
range of new discriminations could be said to have come into existence 
between taxpayers who did and those who did not or could not obtain 
competent advice. 

The development of a group of tax specialists has paralleled and 
perhaps has affected the role of the professions in tax legislation. To 
what seems to be an increasing extent, members of the tax bar have 
become special pleaders for preferential legislation on behalf of their 
clients. In and of itself such activity calls for no reproach. Through 
the years in many situations lawyers have traditionally served their 
clients in presenting views to the legislature, and this is entirely proper 
in the tax field even though in the end it may turn out that tax lawyers 
are incidentally the prime beneficiaries of an increase in preferential 
tax rules. Lately, however, leaders of the tax bar themselves have 
begun to express uneasiness that many of their fellow specialists have 
moved so far in the direction of sendial altadiion that they are in danger 
of losing all capacity to judge proposed legislation objectively from 
the point of view of our tax system as a whole. Such an occurrence 
would indeed be a significant loss. A high degree of skill is required 
to write our tax laws and regulations in a sound manner, and the avail- 
able supply of talent is definitely limited. If any large share of it 
were indifferent or actively hostile to the public interest, or if, 
as some have cynically predicted, the organized tax bar became an 
organized taxpayers’ lobby, it is certain that our tax system would 
suffer. 

While there is no way of demonstrating decisively that the attitude 
of taxmen toward legislation has been atfected by the high incidence 
of preferential enactments, it appears most likely that the two things 
are related. Surely the successes of special pleading in the past have 
encouraged further efforts along the same line. Certainly the ease 
or strategems with which various preferences were secured has caused 
not a few taxmen to become cynical about notions of justice in taxa- 
tion. The very fact that Congress has frequently been willing to 
overturn Supreme Court interpretations of the statute favorable to 
the Government has itself augmented this attitude. It is indeed a 
sad commentary on our system to have leading taxmen confidently 
boast that, “If we can’t win in court, we can always win in Congress.” 

In brief, the pyramiding of preferential provisions in our tax law 
is Slowly but surely likely to make inroads on the public morality of 
professional taxmen. Of course, it will not directly influence them to 
countenance loose practices or wink at frauds on the revenues. It is 
very likely, however, to weaken their will to serve the public interest 
and to undermine their convictions about the justice of our system. 
What this might eventually lead to is anyone’s guess. But it is safe 
to predict that the cynicism of tax advisers is almost certain to be 
communicated to their clients and to infect them as well. 


VI. Spectra, Provisions AND THE ADMINISTRATION OF THE TAx Law 


Preferential provisions might also have an effect on taxpayer morale 
through their impact on the administration of the tax law. It has 
frends been noted that the complexities introduced by the accumula- 
tion a dpecial provisions in the law greatly burdens the administra- 
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tion of the income tax. Taxpayers on the average are more likely to 
request assistance from revenue officials; controversy and litigation 
are almost certain to expand; and there is virtually bound to be an 
increase in errors committed by taxpayers. Moreover, the revenue 
officials will be in need of more extensive training so as to be able to 
advise taxpayers and properly administer the provisions. As profes- 
sional tax counselors become more specialized, their counterparts in 
Government service are likely to feel pressure for comparable speciali- 
zation. And, as the number of distinctions drawn by the law increases, 
the lag in learning is apt to be experienced inside of Government 
service as well as by taxmen on the outside. 

All of these items have one thing in common: They tend to divert 
the drive of revenue officials away from the central task of checking 
up on the accuracy of returns and taxpayer compliance with the law. 
Unless the size and quality of the administrative staff is kept abreast 
of the additional workload generated by special provisions, a vicious 
cycle can be set into operation. As enforcement proficiency declines, 
more and more taxpayers get by with improprieties in their returns. 
This in turn encourages them to repeat or enlarge their questionable 
practices and, as word gets around, tempts other to follow suit. The 
result is likely to be an even heavier handicap for the administrators, 
coupled with a shrinking chance that the improprieties of taxpayers 
will be detected. And so the administrative process is in danger of 
running downhill steadily, and increasing great efforts will be required 
to convince the taxpaying public that the Revenue Service had stepped 
up its enforcement activities to close the breach. 

That this unpleasant picture of taxpayer response to ineffective ad- 
ministration is not more fancy is shown by some reactions to new 
preferential provisions introduced by the 1954 code. To many taxmen, 
for example, it is a familiar story that not a few taxpayers last year 
helped themselves to an undeserved retirement-income credit because 
they reasoned that it would be years before the Revenue Service would 
be in a position effectively to police the provision. Others for the 
same reason knowingly enlarged the dividend credit to which they 
were entitled by showing a relatively larger portion of their dividends 
as having been received in the months that counted for the credit. 
Whether the total of such indiscretions is large or small is beyond the 
immediate point. The fact is that in the thoughts of some taxpayers 
the efficiency of administration was downgraded because of the new 
complications in the law, and these views have been and are being 
spread to others. 


VII. Broap Versus Narrow Srecrau PROVISIONS 


So far all preferential provisions have been lumped together in com- 
menting upon their consequences. However, it sometimes is argued 
that, wholly apart from their merit on grounds of equity or economic 
effects, special provisions which are fairly general in their application 
are less obnoxious than those whose applicability is restricted to only 
a few taxpayers. The thought here is simply that in our tradition the 
rules of taxation ideally are to be general rules, and a more general 
preference seems to be closer to the ideal than a less general one. 

Certainly a special dispensation for which only one or a handful 
of taxpayers can qualify is most undesirable. Our sense of fairness 
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is apt to be irritated by what virtually amounts to the incorporation 
of a private bill in public law. The more private the bill the more 
likely it is to offend against our ideal of government by rule of law, 
But fairness (and economic considerations) to one side, special legis- 
lation of limited applicability probably has fewer undesirable conse- 
quences than special relief of a broader nature. The private bill 
variety of preference hardly can be said to complicate the tax system 
to any appreciable extent inasmuch as so few taxpayers need be con- 
cerned with it. In all probability, the more limited the scope of the 
preference, the less likely it is that any sizable number of taxpayers 
will know about it at all. Moreover, because of its minuscule reach, 
neither private tax advisers nor Government administrative officials 
need give much thought to the private bill type of preference. Simi- 
larly it is not likely that such legislation will stimulate much tax plan- 
ning or maneuvering to come within its terms. For the same reason 
a narrow preference usually does not have much potential to produce 
controversy or litigation. And by and large it is probable that the 
tightly circumscribed character of the private bill variety of prefer- 
ence does not lend itself readily to spawning new preferential provi- 
sions by suggesting analogous situations which seem to merit com- 
parable treatment. In all these respects it is easier to live with special 
legislation of restricted applicability. 

Thus, for example, take the special provision which suspends the 
usual percentage limitation on the deduction of charitable contribu- 
tions where the donor’s contributions and income taxes in 9 out of 11 
vears have exceeded 90 percent of his taxable income in each of those 
years. Everyone would agree that this special rule is relatively tame 
and not burdensome. Apart from the inescapable conclusion that 
it is hard if not impossible to justify on grounds of equity or policy, 
and passing over the fact that it clutters up the statute, this preference 
is not particularly disturbing and we can be sure that few taxpayers 
will seek the distinction of qualifying under it. The undesirable 
aspects of special legislation which have been noted make themselves 
felt as we move away from such private bills to provisions of more 
general application. It perhaps may not be too much of an overstate- 
ment to suggest that these undesirable qualities tend to vary propor- 
tionately with the potential application of the preferential rules. 
Private bills may be most unjust on principle but it is the preferences 
with the widest application, such as the rules for capital gains, which 
have most dramatically exhibited those weaknesses of special rules 
with which we have here been concerned. 


VIII. Conciusion 


These, then, are some of the secondary consequences affecting the 
morale of taxpayers which might stem from the adoption of preferen- 
tial provisions. That they could have a bearing on the health and 
strength of our income tax is patently clear. It is also plain that, 
despite the large number of special provisions which have found their 
way into the law, these consequences have not yet appeared in alarm- 
ing proportions. This is high testimony to the ability of our income- 
tax system to absorb considerable punishment before it reaches the 
danger point. If we could be sure that we have seen the end of the 
growth of special legislation, the secondary consequences perhaps 
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could be regarded as unimportant and attention could then be con- 
fined to the merits of the special provisions now in the law. But one 
of the secondary consequences, as we have seen, is the propensity of 
oreferential provisions to produce progenies. Should preferential 
Saiadation continue to mushroom in the future as it has in the past, 
the secondary consequences could seriously impair the workings of our 
income-tax system. From our vantage point of today, it would be 
highly imprudent to overlook them. 


PRESSURE GROUPS AND THE INCREASING EROSION OF 
THE REVENUE LAWS 


WiiuiaAM L, Cary, Columbia University 
I. Inrropucrion 


The democratic process—almost by definition—assumes that legis- 
lation is arrived at through compromise between pressures and counter- 
pressures. Tax laws are no exception. But one need not repudiate 
the democratic process to deplore certain abuses which have been 
creeping into it. Pressure groups appear to be active and effective 
in the constant erosion of our tax system. The law is being riddled 
with special provisions while we preserve the fiction of uniformity and 
equity. I bcliers there is a basis for alarm over this trend. 

To those who may think my concern naive—that is, trying to take 
political questions out of politics—I would point out that theirs is the 
philosophy of the French Chamber of Deputies. It is not merely 
realistic, but cynical. Most. of us, I think, bemoan the fiscal plight 
of France. There in March of 1955 a tradesmen’s lobby demonstrated 
its power by threatening to overthrow the Government unless it re- 
voked penalties for tax delinquencies and for resisting inspection of 
their books. Yet if we can be critical of France, may we sit idly by 
and watch the erosion proceed in more subtle ways ? 

It is highly appropriate that pressure groups on all sides—whether 
business or labor—be represented on such questions as rates, exemp- 
tions, and the choice between higher excise, individual income, or cor- 
porate income taxes. As Dr. T.S. Adams‘ said 30 years ago, modern 
taxation or tax-making is a group contest in which powerful interests 
vigorously endeavor to rid themselves of present or proposed tax bur- 
dens. The concern here is not with the basic structure of the act, 
but with the patchwork which obscures it. The efforts of pressure 
groups may take the form of a subsection, or euphemistically called 
technical changes—each of them difficult to detect and becoming appar- 
ent only after careful study. However innocuous they may be indi- 
vidually, collectively they point out an accelerating tendency away 
from uniformity and toward preferential treatment. The Internal 
Revenue Code of 1954 has not altered this trend. 

One economist * has argued that when tax revenue exceeds 25 per- 
cent of national income, the danger point has been reached. Many 


1 Adams, Ideals and Idealism in Taxation, 18 American Economic Review, p. i (1928). 
2Clark, The Danger Point in Taxes, Harper’s, December 1950, p. 67. 
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disagree. But regardless of our stand on that question, there is another 

limit on taxable capacity which is basically psychological and has been 
too long taken for granted despite its importance. ‘Our fiscal system 
cannot survive unless the majority of the citizenry retain confidence 
in the equity and uniformity of our tax system. ‘Preferential treat- 
ment breeds disrespect for the revenue laws, and without respect there 
will be no effort made to abide by them. 

My task here is to take two revenue acts, of 1951 and 1954, and 
through them demonstrate the current trend toward special legislation. 
Much of this material has alre: ady appeared in the Harvard Law and 
Harvard Business Reviews, and has been reprinted in the Congres- 
sional Record.® 


II. Revier ror INDIVIDUALS AND SPECIAL GROUPS 


Special relief provisions for individuals and private groups con- 
tained in the old law have been reenacted and are firmly embedded in 
the 1954 Code. Probably the finest demonstration of legislative tenac- 
ity, and of human inca pacity to weed out laws once on the books, is 
the section (1240) hore ter, known as the Mayer provision, in honor 
of the alleged principal beneficiary under it The provision bears 
the dece eptiv ely general title of “Taxability to E mployee of Termina- 
tion Pay ments.” Asa general rule of taxation, except in the case of 
qualified pension plans, | any lump-sum distribution upon retirement 
is taxable to the employee and bunched in 1 year as ordinary income.® 
Yet to resoive this predicament in the case of one movie executive, 
the bill provided for capital-gains treatment, but only where the tax- 
payer (1) had been employed for more than 20 years, (2) had held 
his rights to future profits for 12 years, and (3) had the right to 
receive a percentage of profits for life or for a period of at least 
5 years after the termination of his employment. How many per- 
sons could such a restricted provision cover? Perhaps some kind 
of relief such as an averaging system is needed for bunched income 
generally, or for retiring employees, but is there any sound basis for 
the relief of one executive through capital-gains treatment? It is 
especially noteworthy that counsel did not even trouble to present this 
amendment, and another involving personal holding companies, to 
the House Ways and Means Committee, but took all the matters which 
he sponsored directly to the Senate Finance Committee. Apparently 
pressure upon Members of one House sufficed to insure enactment of 
both measures.® 

In 1954 the question arose as to how this provision should be treated 
in the new code. Presumably because of its narrow scope, it was 
omitted in the House bill. However, in the hearings before the Sen- 


868 Harvard Law Review 745 (March 1955); 33 Harvard Business Review, p. 103 
(September-October 1935) ; 101 Congressional Record, p. 86 (May 24, 1955, pp. A3612- 
A3620). 

‘Internal Revenue Code of 1989, sec. 117 (p), added by 65 Stat. 504 (1951). See 
Miller, Capital Gains Taxation of the Fruits of Personal Effort: Before and Under 
the 1954 Code, 64 Yale Law Journal, pp. 1, 13 (1954). Sections of the 1954 Code are 
hereinafter referred to simply by section number; sections of the 1939 Code, 53 Stat. 1, 
as they read immediately before repeal, are referred to by ‘“‘old’’ section number. 

‘ER. T. Sproull, 12 T. C. 244 (1951), aff'd per curiam, 194 F. 2d 541 (6th Cir. 1952) : cf. 
Elliott C. Morse, 17 T. C. 1244 (1952), aff'd 202 F. 2d 69 (2d Cir. 1953). But cf. Com- 
missioner v. Oates, 207 F. 2d 711 (7th Cir. 1953), 67 Harvard Law Review 1268 (1954) : 
see Eisenstein, A Case of Deferred Compensation, 4 Tax Law Review, p. 391 (1949). 

®See Hearings Before the Senate Committee on Finance on H. R. 4473, 82d Cong., 2d 
sess., pt. 3, at p. 1478 (1951). 
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ate committee the proponent pointed out that “no explanation of the 
omission is contained in the Ways and Means Committee report, and 
it is believed that the omission was inadvertent.” He urged not only 
that the bill should incorporate the existing provision but also that 
the provision should be extended to cover a few other borderline cases. 
The plea was effective to achieve the reacceptance of the original pro- 
vision by the Senate,’ though it did not go any further. 

A new case of congressional generosity in the 1954 Code seems 
tailored to the needs of certain commission merchants in the South. 
Whether by custom or rules of the trade, a few of them are required 
to do business as partnerships, although for tax purposes their pref- 
erence would be in favor of operating in the corporate form. Their 
problem was considered by the Treasury and received serious atten- 
tion in connection with the administration’s stated policy of favoring 
small business. In his budget message of 1954, the President said 
that small firms should be able to operate under whatever form of 
organization is desirable without being influenced by tax considera- 
tions and then reconimended “that corporations with a small number 
of active stockholders be given the option to be taxed as partnerships 
and that certain partnerships be given the option to be taxed as cor- 
porations.” 

Provisions implementing this recommendation did not appear in 
the 1954 House bill (H. R. 8300), but were incorporated in the later 
Senate version. Section 1351 of the latter provided that corpora- 
tions could elect to have the tax status of partnerships under speci- 
fied conditions, and section 1361 gave an option to partnerships where 
capital was a material income-producing factor to be taxed as corpo- 
rations. The latter was described in the Senate report as “comple- 
mentary to the similar option granted certain corporations.” ® 

The first and more important section, section 1351, was eliminated 
in conference, but—though few were affected—the momentum behind 
section 1361 was enough to effect its retention, thus putting the cart 
before the horse. In other words, two provisions linked together by 
the President and Senate were separated, and only the minor one— 
benefiting a handful—was ultimately enacted. This is not a sensible 
solution. At this point it may be asked why these partners should 
not be permitted to be taxed as if incorporated when they are not 
allowed to operate in the corporate form. But if this is the case, should 
they be singled out or should the same relief be available to all the 
professions as well? They, too, are required to practice as partners. 
The facts are that the statute is carefully drafted to exclude lawyers, 
doctors, and all types of partnerships in which capital is not a material 
income-producing factor. 

The 1954 code has not only incorporated the special relief provisions 
contained in preceding acts, but has also added new ones. A major 
example of largess in 1954 was in favor of inventors and persons 
financing them. Under the preceding law the controversy whether 
the sale of a patent should receive capital-gains treatment involved 
two questions: Was the originator an amateur or a professional, and 


7S. Rept. 1622, 83d Cong., 2d sess., pp. 115, 444 (1954) (hereinafter cited as S. Rept. 
1622). “Your committee agrees with the objective of removing this provision prospectively 
but took that action in such a way as not to affect individuals who prior to 1954 entered 
into employment contracts relying on the application of this provision.” Id. at 115. 
8S. Rept. 1622, at p. 119. 
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did he receive for his patent installment payments or royalties taxable 
as ordinary income? The new code has not only omitted these con- 
ditions, but extended preferred treatment to anyone not a close relative 
or employee of the inventor who purchased an interest in the inven- 
tion before it was reduced to actual practice. It should be noted, 
however, that the wishes of the patent lobby have not been fully 
satisfied. In the 1953 hearings the president of the National Patent 
Council urged that patents receive percentage depletion on the ground 
that— 

The depletion allowance is based on the fact that the supply of oil or minerals 
in a given area will eventually be exhausted. However, not one penny is given 
to an inventor for depletion, although a patent can last only 17 years.” 

The benefits conferred upon inventors and their financial angels 
should be contrasted with the treatment of artists, authors, and com- 
posers under the current tax law. While many groups within our 
society (including a single movie executive) have become beneficiaries 
of amendments converting income into capital gains, the Revenue Act 
of 1950 administered the coup de grace to literary, musical, or artistic 
compositions by expressly excluding them from favorable treatment.”° 
Why should the disposition of books and symphonies not enjoy capital 
gains, while the sale of patents, livestock, and coal and timber royalties 
do? Is it because America tends to favor material success at the 
expense of developing the arts? Surely it cannot be that our critics 
abroad speak the truth. Most of us believe that this is not a conscious 
policy of discrimination against nonmaterial values. In general, the 
reason why professional men and artists are not receiving favorable 
treatment is probably a pragmatic one. They are individualists, too 
scattered to represent an effective political force, and without a lobby 
dedicated solely to the cause of obtaining special tax advantages. 
For example, while 3 representatives of 2 separate patent organiza- 
tions appeared before the Senate committee on the 1954 act," only 1 
representative of the Mystery Writers of America, Inc., was present.” 
Upon the conclusion of her testimony, the chairman asked, “Why 
shouldn’t we give these people some relief?” and received the reply 
that “We looked into this, and it is just a question of how far we want 
to go in extending capital-gains treatment.” ™ 

Although the foregoing illustrate, without exhausting, the special 
relief provisions enacted in 1954, brief reference should be made to 
the amendment of old estate-tax provisions. The 1954 code excludes 
life-insurance proceeds from the estate, whether decedent paid some 
or all of the premiums, so long as he retained no elements of owner- 
ship. Even before the new section was 6 months old, it was said 
that the administration might seek its modification. Some officials 
have discovered that the life-insurance industry has been strenuously 
selling the new provision, telling clients that only through insurance 
policies can they completely escape tax liability." 


® Hearings before the House Committee on Ways and Means on H. R. 8300, 83d Cong., 
lst sess., pt. 2, at p. 1191 (1954). 

See. 210 (a) (1), 64 Stat. 933 (1950). 

1 See hearings before the Senate Committee on Finance on H. R. 8300, 83d Cong., 2d 
sess., pt. 3, at pp. 1662, 1666, 1684 (1954). 

81d. at p. 1610. 

Td. at p. 1612. 

4 Wall Street Journal, November 17, 1954, p. 1, col. 5. 
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Full comprehension of the pressure for preferential treatment can- 
not be conveyed without consideration of 1955 and forthcoming legis- 
lation. Even before the President had signed the 1954 act, another 
tax bill had been referred to the Senate Committee on Finance, and 
was reported favorably. Congress adjourned before it passed,’ The 
amendments included by the Senate committee provided relief to one 
railroad (retroactive to 1941), certain trusts for military personnel 
who died in action from 1948 through 1950, farmers selling livestock 
on account of drought, and other random beneficiaries.‘° Some of 
these were reintroduced and one has already become law. Public Law 
310, approved August 9, 1955, involves a refund of taxes on trust 
income accumulated for servicemen and is so narrow that it must be 
pinpointing one situation. Other new special relief measures are 
pending for the second session of this Congress in 1956. See, for 
example, H. R. 7064, extending the period for stock option exercise 
for 6 months, rather than the present 3 } months, after the termination 
of employment. 

Before analyzing further instances of congressional response to out- 
side pressures, we ‘should arrive at some preliminary generalizations 
from the preceding examples of relief to individual taxpayers and pri- 

vate groups. In each instance the character of the relief afforded is so 
technical as to make a simple explanation impossible. Being obscure 
or incomprehensible to the layman, it is not recognized as an outright 
favor to one individual or highly selective group. Moreover, the relief 
is not palpably unwarranted. The case involving the retiring movie 
magnate demonstrates one of the basic weaknesses in the tax system, 
namely, the taxing of bunched income where no averaging method is 
available. But this inequity affects a multitude of taxpayers: artists, 
writers, athletes, and all persons retiring under similar circumstances. 
The movie executive here is probably not injured as much as the actors 
who work for the same company. By the same token, the inventor has 
received favored treatment without any congressional notice of others 
engaged in creative work. Perhaps all these cases warranted relief, 
but is it not true that the tax laws work hardship in an infinite number 
of transactions? Can relief be scattered sporadically among a few 
individuals—whose only common characteristic is access to Congress— 
without making a mockery of the revenue laws? For every person 
who successfully argues that he is discriminated against there are 
thousands of others, inarticulate or ineffective, who are suffering the 
same fate in silence. 


III. Revier ror SpectAL INDUSTRIES 


The code has not only scattered largess among specific individuals 
and private groups who requested relief but has also shown some evi- 
dence of responding to pressures from several industry groups. Of 
these, the oil industry has been the most frequently commented upon, 
principally by reason of the 271% percent deduction allowed against 


% H. R. 6440, 83d Cong., 2d sess., passed the House on July 29, 1954, and was reported 
with substantial amendments by Senator Millikin, chairman of the Senate Finance Com- 
mittee, on August 2, 1954, -S: Rept. No. 2038, 838d Cong.;.2d sess. (1954). 

16H. R. 6440, 83d Cong., 2d-sess., sec. 3 (1954). 

17 See also, among others, H. R. 6595, authorizing refunds of estate taxes upon certain 
transfers conditioned on survivorship made by persons who died after November 11, 1935, 
and before January 30, 1940. 
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gross income for depletion. No attempt will be made here to repe: 
the criticisms leveled at the favored status which the oil group en- 
joys.’s Only a handful of Senators venture to oppose it. In fact, one 
Senator urged his colleague to withdraw a controversial amendment 
by saying, “I am simply trying to keep [him] * * * from committing 
suicide.” * The industry now regards percentage depletion as a sacro- 
sanet, almost constitutional, prerogative, but still not enough. 

Several other extractive industries appear to have profited recently 
from effective lobbying: Coal in 1951 *° and in the same year, sand, 
gravel, and stone. With respect to coal, the percentage depletion 
deduction was increased from 5 to 10 percent on the ground, stated 
in the committee report of 1951, that the coal-mining industry was 
peculiarly in need of more favorable tax treatment because of the 
inroads which alternative sources of energy, particularly oil and gas, 
had made on the potential markets for coal. It is interesting to note 
the inconsistent theories upon which the percentage depletion deduc- 
tion is granted. On the one hand, the intention is to stimulate devel- 
opment and wildcatting by awarding such a tax advantage to the oil 
industry. On the other, it is to furnish relief to an industry which 
has suffered by reason of the increasing use of oil and gas. If per- 
centage depletion has any function in our tax structure, should it be 
used to encourage development of one group and “bail out” another 
at the same time? 

Another group which has been satisfied, after years of clamor over 
“discrimination,” may be referred to loosely as the “sand and gravel 
lobby.” In 1951 almost every known building material received a 
5-percent allowance for depletion. When Senator Douglas moved 
unsuccessfully to strike out clam and oyster shells on the ground that 
he did not regard them as necessary to the national defense, Senator 
Connally said in debate, “The Senator from [ilinois is greatly con- 
cerned about clam shells. He does not have many in his district.” ” 
In 1954, allowances for granite, marble, slate, and other stone, when 
used as dimension or ornamental stone, were raised from 5 to 15 per- 
cent.22. In order to draw some line, however remote, Congress in 
the new code expressly stated that percentage depletion does not apply 
to soil and water, or minerals from sea water, air, or similar inex- 
haustible sources. 

One of the most troublesome issues in 1954 arose over limestone. 
The general policy of the statute appears to be that minerals used 
for road material, concrete, or similar purposes shall receive only a 
5-percent allowance. However, two Senators on the Senate floor 
pointed out that this would give higher grade limestone unfair treat- 
ment when used or sold competitively with items such as rock asphalt, 
which receives 15 percent even though used on roads.”* The statute 
therefore was amended specially to provide 15-percent depletion where 
a mineral is sold “on bid in direct competition with a bona fide bid 
to sell a mineral” bearing the higher rate.** Thus the gates have 


18 F. c., Baker and Girswold, Percentage Denletion—A Correspondence, 64 Harvard Law 
Review, 361 ade Blum, How To Get All (But All) the Tax Advantages of Dabbling 
in Oil, at ‘Taxes, p. 3483 (1958). 

2100 Denmeentlena’ Record, p. 8864 (daily edition June 30, 1954) (Senator Neely). 

” Revenue Act of 1951, sec. 319 (a). 65 Stat. 497. 

2197 Congressional Record, pp. 12335-12336 et 

22 Sec. 613 (b) (6). See S. Rept. No. 1622, at pp. 78-79, 331-332. 

3100  aladaacaa Record, p. 9043 (daily edition, July 1, 1954) (both Senators were 
from Texas) 

* Sec. 613 (b) (6). 
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been opened to permit even roadbuilding materials to receive further 
tax relief. 

The next step can be best visualized through the testimony of the 
chairman of the taxation committee of the National Sand and Gravel 
Association before the Senate Finance Committee in 1954. He pointed 
out that the House bill at the time proposed a 15-percent allowance 
for limestone for whatever purpose used, and expressed the hope that 

“the wisdom and justification of the proposal will be recognized by 
your committee.” *° He further testified that the same considerations 
which led to this decision by the House apply with equal force and 
logic to the sand and gravel producers, who are in competition with 
producers of crushed limestone all over the United States. 

The foregoing illustrations of congressional responses to pressure 
from industry groups point toward the basis upon which tax relief 
has been granted. As already noted, the extractive industries have 
been the principal beneficiaries. How have they succeeded so admir- 
ably, when in fact the coal industry’s plea rests upon its depressed 
condition, while the oil industry bases its claim upon the importance 
of stimulating exploration and developing reserves? The formula 
in most cases appears to be the discrimination argument, the demand 
for tax equity. As one author has indicated, tax equity is achieved 
when the same load is placed on different persons who are in similar 
economic positions.** With respect to percentage depletion the coal 
industry sought to be placed in the same favorable position as the oil 
group, and the sand and gravel spokesmen felt they were being dis- 
criminated against if they did not receive treatment similar to that 
already avail: able to the oil, coal, sulfur, and mining industries. And 


now that timber and coal royalties are afforded capital gains treat- 

ment, the lever of discrimination can again be used most effectively 
by the iron-ore and oil men to claim similar advantages for royalties 
and “in-oil payments.” 


LV. Revtrer Amone Economic Groups 
Investor 


Moving from the privileged tax treatment accorded to specific indi- 
viduals and industries, let us now attempt a brief survey of some of 
the important economic groups in our society and how they are faring 
in the race for special benefits. Today the large investor probably 
constitutes the most important beneficiary of preferenti: al treatment. 
A Harvard Business School study has reached the opinion that much 
of the income received by upper-bracket individuals appears to avoid 
the full impact of the income tax.** One chart indicates that in 1946 
there was little or no progression in effective tax rates beyond the 
$50,000 income level, and the maximum average tax rate was less than 
50 percent, despite the fact that theoretical effective rates ranged as 
high as 85.5 percent. 

The difference in effective tax rates on individuals with large in- 
comes can be attributed in major part to capital gains. There is 
undoubtedly a segment among the investor group whose whole atten- 


* Hearings before the Senate Committee on Finance on H. R. 8300, 88d Cong., 2d sess., 
pt. 3. at p. 1267 (1954). 

2 Blough, The Federal Taxing Process, p. 48 (1952) 

27 Butters, Thompson, and Bollinger, Effects of Taxation—Investments by Individuals, 
pp. 65, 84 (1953). Much of the material in the subsection is based upon this excellent 
book. 
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tion is directed toward transactions which ultimately might yield 
return of a capital nature. Some of the available media are market- 
able common stocks, new ventures, real estate, oil properties, and 
closely held concerns. Since the war there has been considerable 
activity in the purchase and sale of appreciated property, sometimes 
following the acquisition of the stock and the liquidation of a family 
or close corporation. Another opportunity available to those in con- 
trol of operating companies is to insure the retention of corporate 
earnings and continuous expansion until the owner can realize upon 
the correspondingly enhanced value of stock or assets at capital gains 
rates. Furthermore, the area of capital gains has been growing to 
include timber royalties and, most recently, coal royalties. 

As already described by Randolph Paul,” another, quite different, 
way of reducing the effective rate of taxation is through the purchase 
of tax-exempt securities and of insurance. A further grant avail- 
able to the large investor, namely, percentage depletion, has already 
been discussed. Investment in oi] royalties from proven fields offers 
one means of utilizing this advantage. Ojil-drilling syndicates 
financed by persons of wealth have now become commonplace. They 
frequently invest a portion of their funds with the expectation of 
writing off intangible drilling costs immediately as an expense against 
high income and taking the additional 2714-percent deduction in the 
event that drilling is successful. 

Perhaps the most obvious benefit to the investor group is the new 
dividend credit provision of the 1954 act.°° Besides the argument of 
alleged double taxation, probably the major reason given for the 
relief is that the tax burden on distributed corporate earnings “has 
contributed to the impairment of investment incentives.” ‘The Sen- 
ate committee report pointed out that capital which would other- 
wise be invested in stocks is driven into channels involving less risk, 
restricting the ability of companies to raise equity capital and forcing 
them to rely too heavily on borrowed money. ‘Thus in part the credit 
for dividends can be described as an inducement to counteract the 
existing tax exemption of insurance and municipal bonds. 
Corporate executives 

Another group which has been substantially favored by the income- 
tax laws is the executives of established corporations. For some time 
this group has shared the advantages of pension and _ profit-sharing 
plans available to employees of such companies generally." In order 
to qualify, such plans must be drawn in such a way as not to discrimi- 
nate in favor of employees who are officers, shareholders, or super- 
visors. At the same time the group covered can be severely limited, 
and there is no objection to providing ultimately for substantial re- 
muneration to top employees after retirement. The basic difference 
between executives and other employees is that the former benefit in a 
larger dollar amount. The new code has taken an additional step fa- 
vorable to employees having sizable estates by excluding from the 


* Butters, Lintner, and Cary, Effects of Taxation—Corporate Mergers, p. 94 (1951). 

*° See section of his paper entitled ‘“Leakages in the Rate Structure.” 

® Secs. 34, 116. 

“Tn general, the advantage to executives, i. e., employees, is that sums contributed by 
the corporation, while immediately deductible by the corporation, are not taxable to the 
recipient until their ultimate receipt. 
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estate tax any annuity or other payment receivable by a widow or other 
beneficiary under a qualified plan. 

One benefit available to corporate executives does not arise from a 
special provision in the code, but rather from a judicial definition of 
when income becomes taxable. Deferred compensation plans are com- 
mon today, pursuant to which executives receive some of their in- 
creased compensation in the form of payments after retirement in re- 
turn for acting as consultants.** The trend in the direction of favor- 
ing corporate executives is perhaps demonstrated most clearly by the 
stock option provisions, broadened in several respects under the 1954 
code.** Having the alleged objective of providing an incentive for 
executives to obtain a stake in the enterprise, this provision neverthe- 
less favors officers who are recipients of options, if they sell the shares 
after a limited time. Under these circumstances they are permitted to 
realize the profit upon their “stake” at capital-gains rates. The corpo- 
ration law cases “* demonstrate that such options are basically for 
services rendered and therefore compensation, which in the case of 
other classes in our society is treated as ordinary income, not as capital 
gain.** An interesting facet of the stock-option law is that it rarely 
provides relief for employees of small businesses because of the 10- 
percent stock-ownership limitation and the difficulty of ascertaining 
the value of the stock at the option date. This result is directly in con- 
flict with the incentive rationale underlying the stock-option law, for 
the efforts of the management of a small concern seem more likely to be 
reflected in its success and the value of its shares than the efforts of 
employees of public corporations, where the price rise may represent 
stock-market trends or extrinsic conditions such as the Korean war. 

Though not related to special legislation, a further avenue for priv- 
ileged treatment of company executives and owners is through per- 
quisites of office, which are becoming increasingly accepted among 
corporations today. The allocation of automobiles to executives for 
personal use, an executive lunchroom with meals at cost, club member- 
ships, entertainment and expense accounts are probably the least objec- 
tionable of many benefits which today are available to many company 
officers.**7 Most of them are actually income to the person, but are 
difficult for the Internal Revenue Service to detect. In fact, any strict 
application of the principle of taxing all of them would undoubtedly 
be regarded as an attack on a customary method of doing business in 
this country. 

Owners of family businesses 

The owners of family businesses today are probably in a position 

even more favorable taxwise than that of corporate executives. Here 


the owners are in a favorable position to build up the company by 
accumulating profits which may be realized at capital-gains rates 


32 Sec. 2039 (ce). 

83 Deferred-compensation plans are discussed in Washington & Rothschild, Compensat- 
ing the Corporate Executive, pp. 168-185 (1951). 

3 Revenue Act of 1950, secs. 218 (a), (b), 64 Stat. 942, added sec. 130A to the 1939 
code : retained as sec. 421 of the new code. 

% Kerbs v. California Eastern Airways, Inc. 90 A. 2d. pp. 652, 656-657 (Del., 1952) ; 
Gottlieb v. Heyden Chemical Corp. 90 A. 2d., pp. 660, 664 (Del., 1952). 

% For a demonstration of the potential profits ($21 million for the corporate officers 
articipating in 26 stock-option plans), see Stryker, Do Stock Options Pay?, Fortune, 
Jecember 1954, p. 118; see also Miller, Capital Gains Taxation of the Fruits of Personal 
Effort: Before and Under the 1954 Code, 64 Yale Law Journal, p. 1 (1954). 

87 For lurid expositions of the growing use of expense accounts, see Havemann, Expense 
Account Aristocracy, Life, March 9, 1953, p. 140; F. Allen, The Big Change, pp. 215-218 
(1952). 
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through ultimate sale or liquidation. The cost involved is payment 
of the corporate tax and an ultimate capital-gains tax upon earnings 
which, if distributed as dividends, would have been taxable to the 
owners as income. Moreover, one of the most important tax advan- 
tages to the owners of family businesses today, whether in the cor- 
porate or partnership form, is the facility to ‘charge off substantial 
amounts of personal expenditures as business expenses. And it should 
be noted that the proprietors of closely held concerns have an extraor- 
dinary opportunity to benefit through a profit-sharing and pension 
plan in their capacity as employees of their own companies. In these 
respects they can have many of the advantages available to the execu- 
tives of public corporations, and yet do not lose any possible oppor- 
tunities to realize on their profits through ultimate sale or liquidation 
at favorable rates. 

The owner of a family business, like the large investor, can spread 
the total earned income of the business over the 4 family group to obtain 
tax advantages. This may be done in the corporate field by the distri- 
bution of shares to members of the family or to trusts for their benefit. 
Largely because such a benefit was available to persons operating in 
the corporate form, the same kind of relief was made available to 
family partnerships. Thus in the case of both corporate and partner- 
ship firms where capital plays some part, owners are able to spread 
among their family groups income derived in large measure from 
their own efforts. 


Organized labor 


The tax benefits derived by organized labor under the Internal 
Revenue Code are not yet on a par with those of the investor, corpor- 
ate executives, or business owners. The capital-gains provision, for 
example, is of less advantage to the average worker, Also, no oppor- 
tunity is afforded for taking generous deductions, by reason of the 
withholding process. As a consequence, it is not surprising to find 
that organized labor has opposed as loopholes many of the provisions 
which C ongress has enacted favoring other economic groups : percent- 
age depletion, capital gains, bas the like.* 

At the same time labor can sc ‘arcely be described as unrealistic. 
Tax considerations have pl: sred a part in the current shifting of bar- 
gaining from wages alone to payments in the event of retirement, 
layoff, accident, or sickness. Perhaps ultimately labor will resort to 
the same arguments that have been relied upon by business owners 
and executives. Alre ady the tax position of organized employees in 
established firms is much more favorable than that of workers as a 
whole. The former may be said to receive preferential tax treatment 
through pension and profit-sharing plans, under which contributions 
are exempted from tax in the hands of the trust and until actu: illy 
received by the employee. The 1954 code further provides that 
total distributions paid to the employee within 1 year on account of 
his death or other separation from service shall be considered capital 
gain. The code has carried over, and in some cases broadened, previ- 
ously enacted exclusions from income in the case of contributions by 
employers to health plans, compensation for injury and sickness, 





8 See, e. g., the testimony of the director of the department of education and research 
of the CIO, in the hearings on the Revenue Act of 1951 before the Senate Finance Com- 
mittee, 82d Cong., 1st sess., pt. 2, at p. 9382 (1951). 
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wages continued in such event, and $5,000 of insurance paid by reason 
of the employee’s death. 

A movement seems to be growing to bargain for broader fringe 
benefits, which might be treated as falling under. a comprehensive defi- 
nition of income. These benefits take innumerable forms, such as 
free meals, medical service, summer vacations, purchase discounts, and 
insurance. They have grown from $8.8 billion 1 in 1952 to $9.6 billion 
in 1953. Yet there is some doubt whether it is administratively fea- 
sible to tax them. Perhaps by reason of taxes our society is movin 
back to the status of a barter economy. As Professor Ratchford has 
said, “we are going through a development which is just the opposite 
of that which marked the end of the feudal period when wage pay- 
ments were being commuted into money. Now many wages are being 
commuted into tax-free services. Perhaps the time will come when 
the individual unfortunate enough to receive all of his wages in money 
will have an impossible tax burden.” * 


Farmers 

It is perhaps never fully appreciated that one class of persons 
profiting extensively from the present tax laws is the farmer. In 
general the benefits he receives do not flow from special legislation. 
Part of the farmer’s tax advantage seems to stem from three facts: 
Farmer’s lodging (like that of all homeowners) is not treated as in- 
come; none of the fuel or food, if the farm is self-supporting, is in- 
cluded in income; and there is much careless reporting, perhaps even 
deliberate omission.** As a practical matter, is there any real way of 
enabling the Government to realize upon any one of these sources of 
income? Much of the benefit farmers receive can be attributed to the 
impossibility of administering a tax law which could include, or even 
discover, all items that might in theory be treated as income in the 
farmer’s hands. At the same time it cannot be said that farmers as 
a class are resting on their existing favorable tax status. The Reve- 
nue Code now provides that income derived from disposition of live- 
stock should have the benefits of capital-gains treatment.“ At one 
point in the history of the bill turkeys, but not chickens, were in- 
cluded.* Both were finally elimin: ited. But now that favorable 
treatment has been accorded to quadrupeds, the question may arise 
whether similar advantages should not be accorded to poultry, and 
ultimately to crops. 


Professional people 
One element in our society which may be regarded as orphaned 
under the Internal Revenue Code is the professional class. Although 


39 New York Times, October 17, 1954, see. 3, p. 1, col. 5 

* Ratchford, Practical Limitations to the Net Income Tax—General, 7 Journal of 
Finance, pp. 203, 211 (1952). “During 1949 these [fringe benefit] programs became the 
primary issue on the collective bargaining agenda of many unions * * *, This intensified 
drive * * * resulted in the extension of these plans to more than 714 million workers by 
mid-1950.” Id., at pp. 210-211. 

“For 1945 * * * the startling result is that ‘only 36 percent of farm income w as 
reported on tax returns * * * as against 87 percent of nonfarm entrepreneurial income’. 
Heller, Practical Limitations on the Federal Net Income Tax: Limitations of the Fede ral 
Individual Income Tax, 7 Journal of Finance, pp. 185, 198 (1952). 

42 Sec. 324, 65 Stat. 501. 

 H. R. 4423, 82d Cong., 1st sess., sec. 1175 (1951). In the course of the Senate debate 
Senator George said, “I certainly cannot take the chicken amendment to conference. 
Turkeys were included somehow, I do not know how.” 97 Congressional Record, pp. 12336- 
12338 (1951). 
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lawyers and doctors are said to enjoy their peak earnings during the 
20-year span from the age of 40 to 60,“ there is no opportunity to 
average that income throughout their working lives. It is true that 
lawyers, writers, and other professional men have the opportunity to 
spread an extraordinary amount received in any one year over a 
longer period if the services rendered cover more than 3 years, but 
the ‘privilege i is a limited one.*® There is little tax relief and no pen- 
sion plan available to professional people, though bills are now pend- 
ing which may afford them the opportunity to deduct a portion of 
their income provided it is irrevocably set aside until their retire- 
ment.*® The status of actors, athletes, and artists is even worse. ‘The 
span of their earning power frequently is a period of less than 10 
years. They are probably the worst victims of the principle that 
income must be computed upon an annual basis and taxed in the year 
of receipt. Although authors, artists, and musicians share the privi- 
lege of spreading the income received from work involving prolonged 
effort, they too may fairly claim to be victims of discrimination. Why 
should not the disposition of books and symphonies enjoy the capital- 
gains treatment that the sale of patents, livestock, and interests in 
coal and timber now receives ? 


V. Rewvier To THE BLIND AND THE AGED 


Quite apart from the provisions favoring economic groups, special 
relief is expanding to benefit the blind and the aged, two relatively 
new and separate classes of recipients. The Biblical objects of pity 
were “the maimed and the halt, and the blind,” *’ but thus far, and 
for reasons which appear to be wholly divorced from logic, only blind 
persons have been accorded special ‘treatment.*® An additional ex- 
emption of $600 is available to them. It seems perilous to raise the 
issue, for this hole in the revenue dike has remained small. Yet, over 
the last decade, with developments in medical statistics it has become 
apparent that many more people are totally disabled—indeed bed- 
ridden—from causes other than blindness. Mental illness is one ex- 
ample.*® Still the pressure in favor of the blind appears to have 
been the only politically effective one. The issue before Congress, 
then, is whether to widen the breach or close it; as things stand, the 
situation seems incongruous at best. 

Professor Paul Strayer °° has already discussed relief for the aged 
before the American Economic Association, and pointed out that ‘the 
provision of extra exemptions for taxpayers over 65 is continued, and 
that an additional tax allowance for retirement income has been 
added by the 1954 act.** Thus, generally, older people will not pay 


** Postponement of Income Tax on Income Set Aside for Retirement, hearings before the 
House Committee on Ways and Means on H. R. 4371, 4373, 3456, 82d Cong., 2d sess., pp. 
18, 14, 18 (1952); Silverson, Earned Income and Ability To Pay, 3 Tax Law Review, 
p. 299 (1948). 

# See sec. 1301. 

© See, e. g., the Jenkins-Keogh bill, H. R. 10, 83d Cong., 1st sess. (1953); see generally 
note, 66 Harvard Law Review, p. 1105 (1953). 

47 Luke 14: 21. 

# Sec. 151 (d). 

* According to the Statistical Abstract of the United States (Department of Commerce, 
1954), p. 89, patients in hospitals for mental disease in 1951 were 584,455. This may be 
compared with 320,000, the total number of blind persons as of 1954, reported by the 
American Federation for the Blind, New York. 

° XLV, the American Economic Review, p. 430 (May 1955). 

51 Sec. 37. 
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any income tax if their retirement income does not exceed $4,000. The 
advantages of age are further extended by complete exemption of 
social-security payments, and other special provisions for certain 
types of retirement income and also for some annuities. Mr. Strayer 
finds it difficult to justify this trend when contrasting the position of 
the older group and those starting out in life. The latter group has 
little stock to draw upon and ¢ annot wisely expand what little capital 
they may have. The desire of those who are forced to retire to live 
more nearly as they had been able before their reduction in earning 
power explains the appeal to the aged. Yet—as he points out—all of 
us wish to live better or have lar ger incomes than we do, and probably 
the young could “out yearn’ ’ the aged any day. In this connection 
perhaps special emphasis should be laid upon the aging of the popu- 
lation—which means that erosion of the revenue will broaden in the 
coming years. 


VI. Conc.iusions 


Perhaps the general conclusion can now be ventured that the tax 
laws represent a patchwork of special legislation awarded on a random 
basis. It may be too late for thoroughgoing reform, but there may yet 
be time for occasional improvements. At this point, therefore, let us 
attempt to restate some of the dangers arising out of these deepening 
inequities in the code. The United States has operated under a sys- 
tem of self-assessment of taxes, which of necessity assumes strict ad- 
herence by the great majority of people. As indicated at the outset, 
if the average taxpayer finds our tax laws more and more checkered 
with special legislation, the danger is that disrespect will spread and 
make enforcement impossible. Whatever may be the economic limit 
upon taxes, there is a practical and psychological limit which is prob- 
ably short of it. 

Part of the problem today is the general acceptance of a philosophy 
of taxation which attempts to justify a system of disuniformity. 
Randolph Paul has already referred to George O. May’s analogy be- 
tween the revenue process and a football game: “You have to let 
someone get through the line and score a touchdown occasionally or 
you won’t have a game.” * This homely argument of a distinguished 
accountant in favor of capital gains is another way of saying that with 
rates as high as they are, holes in the code must be available so that 
someone can make money. But should these holes be drilled for the 
benetit of those who can exert the most pressure? And if many such 
escapes are provided, doesn’t tax collection then become a process of 
“dipping deep with a sieve,” to use a phrase of Henry Simons? It 
may be said in rebuttal that virtually every provision in the code is 
preferential to some more than others—which no doubt is true. -Yet 
within broad classifications there can still be some restraint upon spe- 
cial provisions and some effort to cling to uniformity. Otherwise the 
law, already hopelessly complicated, “will soon approach the ridicu- 
lous.** 

W ithout such restraint, it is difficult to see where the accelerating 
pattern of preferential treatment can stop. The likelihood of con- 
tinuing special legislation is demonstrated by the number of pressure 


‘2 Tax Institute, Capital Gains Taxation, p. 22 (1946). 
53 See Pe & Johnson, 1913-2013, A Hundred Years of Income Taxation, 33 Taxes, 
p. 41 (1955). 
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groups which appear in every hearing on revenue measures before Con- 
gress. The four volumes of testimony preceding the latest general 
revision, from June to August 1953, demonstrate the current zeal of 
hundreds of interested groups and their representatives to be heard. 

Many of the special provisions owe their existence to the discrimina- 
tion argument. Perhaps the principal point made before Congress is 
that, since one group in our society has received a benefit, the com- 
plainant deserves like treatment. The more preferential the legisla- 
tion written into the code, the greater the opportunity for others to 
claim they are being discriminated against. The difficulty hes in find- 
ing, first, some logical basis for drawing a line, and second, some polit- 
ical groups supporting the policy of drawing it. ‘There are very few 
organizations before Congress opposing further extension of capital- 
gains treatment. Perhaps we are gradually approaching the tax- 
payer’s millenium, when all citizens have available the benefits of con- 
verting ordinary income into capital gains.** As one writer has indi- 
cated, the preferred political way of reducing inequities is to extend 
an existing privilege to new groups, instead of withdrawing it from 
the present holders.® 

A final danger, already self-evident, is the increasing complexity of 
the tax laws. The 1954 code has added to the confusion. Only 
counsel spending the majority of his time in minute examination of 
the tax laws is competent to assure his client that he has taken full 
advantage of the existing benefits under it and avoided the pitfalls. 

Every word added to the code for the beneiit of some particular taxpayer may 
well prove a trap and a very costly one for some other unsuspecting taxpayers.” 

It is ironic to recall the statement which appeared in the minority 
report on the Revenue Act of 1943: 

We should develop as soon as possible a long-range, integrated, well-balanced, 
equitable, and simplified scheme of taxation, and we of the Republican minority 
propose to do all in our power to bring about such a plan.” 

The recitation of dangers arising out of preferential legislation 
poses the final question: What correctives are available in a political 
society? Frequently one hears the suggestion that the pressures 
exerted and special favors sought are all due to current tax rates, and 
there would not have to be relief provisions if the rate structure were 
not so high. As a rough generalization this is partially true, though 
there would still be persons seeking percentage depletion and other 
deductions and even lower capital-gains rates. At any rate, it is 
undeniable that the intensity of the efforts to obtain special treatment 
would slacken if rates were lower, and if we could be sure that some 
reduction would satisfy existing pressure groups, it is certainly worth 
serious consideration on the part of Congress. But so long as interna- 
tional tension exists and the budget remains unbalanced, one obviously 
cannot expect revenue receipts to be reduced substantially. Politi- 
cally, as well as economically, high taxes and some progression in 
rates appear to be a part of the facts of life. 


% As described in Blum, The Decline and Fall of Capital Gains: 1921-1957, 28 Taxes, 
Pp. 888 (1950) ; See also Johnson, The Last Taxpayer, 30 Taxes, p. 181 (1952). 

% Heller, Practical Limitations on the Federal Net Income Tax: Limitations of the 
Federal Individual Income Tax, 7 Journal of Finance, pe. 185, 195 (1952). 
sae Ethical Problems in Lobbying for Legislation, 8 Tax Law Review, pp. 19, 22 

57H. Rept. No. 871, 78th Cong., 1st sess., pt. 2, at p. 7 (1943). 
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There is no set formula for arresting this pattern of preferential 
legislation. Obviously, Congress is not going to eliminate all the 
special provisions which have been wedged into the code. But my 
chief alarm focuses not so much upon the existing law but upon the 
accelerating trend. The particularity and complexity of the 1954 code 
offers an even better medium for the intrusion of additional relief 
provisions. If there was a philosophy of taxation in the 1939 code, 
it has been lost in the 1954 revision. With this concern in mind, I 
venture to make several suggestions which can do little more than 
abate the fever and not cure it. 

First of all, I would favor the application of an averaging provi- 
sion to a broader group of transactions. At the outset it might be 
relatively simple, like section 1301 of the 1954 act, which has for some 
years been applicable to persons in law, writing, and other professions. 
There are averaging proposals before Congress now which should also 
he considered. In connection with averaging generally, there are no 
doubt inequities in the law which warrant some remedial treatment. 
Among the foremost is the taxing of bunched income representing 
years of effort or capital accretion. But whenever pressure groups 
urge their case to receive capital-gains treatment, these questions 
should be asked: (1) Is there any logical basis for relief at all; and if 
so, is the need for relief more urgent than the need on the part of other 
taxpayers’ groups; and (2) if relief is to be granted, is the transaction 
such as to warrant averaging rather than conferring capital gains as 
an overgenerous form of relief ? 

Second, although elimination of every existing special provision is 
too much to expect, Congress should commence a rollback and exorcise 
at least a few inexcusable sections as a symbol of its effort to hold the 
line, if nothing more. Section 1240 involving the Mayer provision, 
section 1351 favoring southern commission merchants, and section 1235 
benefiting inventors are but several examples. 

Third, as a general rule, regardless of which party is in power, the 
views of the Treasury should receive more consideration from Con- 
gress on questions of uniformity and fairness in tax bills. Much of 
the special legislation which appears in the revenue acts represents 
congressional action taken against the advice of the Treasury. It is 
in a stronger position than is Congress to represent the public interest 
because each Senator and Representative is subject to pressure from 
constituents and special groups. In this connection, some of us were 
disappointed with the fact that the Treasury seemed to abdicate its 
position last year, and did not offer its separate recommendations with 
respect to the proposed Internal Revenue Code of 1954. 

Fourth, more information should be available to Congress itself, 
in the hope that it might act with greater watchfulness. To reach 
individual Congressmen more effectively there might be separate tech- 
nical staffs for the House Ways and Means and the Senate Finance 
Committees, as well as the Joint Committee staff. For some years 
the latter has been directed by its able chief of staff, who, being the 
agent of both the Senate and the House, cannot always take a position 
strongly opposing provisions personally sponsored by leading Mem- 
bers of either. In view of the fact that Senators and Representatives 
have differing objections to legislation before them, it is possible that 
ach committee’s staff might screen bills proposed in the other House 
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and keep members advised of any evidences of special favor. Thus 
a system might ultimately become established for checkmating un- 
desirable measures introduced by legislators overwhelmed by pres- 
sure from a constituent or an organized group in their districts. 

A fifth suggestion stems from the fact that in congressional hear- 
ings there is practically no one, except perhaps the Treasury, available 
to represent the public. Perhaps the reason is that all of the pressure 
vroup proposals are of such character that no one of them would have 
a large adverse effect on the tax bill of any individual. Hence counter- 
pressure groups seldom develop. A second reason why the public is 
not more frequently represented is the difficulty of forming pressure 
groups around general interests. The concentration of business or- 
canizations on appeals brought to Congress and the emphasis placed 
on specific and often very technical provisions make it difficult even 
for the members of the tax committees to secure a balanced view of 
what is in the general interest, what the public wants or, indeed, what 
the public would want if it were informed as to the facts. In order to 
obtain such a balanced view, therefore, it is suggested that several 
leading tax experts throughout the country be invited and retained 
to make a presentation before the Ways and Means or Finance Com- 
mittee. Because they may be restrained by loyalty to private clients, 
these lawyers could indicate the provisions in the bill on which they 
could not render an unbiased opinion. At the same time some of the 
craftsmen of the tax bar might, as a public service, be willing to call 
Congress’ attention to particular provisions in which special legisla- 
tion is creeping into a pending tax bill. Many of them have served 
willingly as advisers upon the American Law Institute project to 
revise the tax laws. 

Elsewhere I have urged that the blame cannot be left solely upon 
Congress’ shoulders without some twinges of conscience. It is too 
easy to cry “politics” without recognizing the forces determining po- 
litical decisions. I have attempted to stress the responsibility of bar 
associations for the ever-widening circle of preferential legislation. 
Yet neither Congress nor the legal profession is acting on its own 
without pressure in turn from constituents or clients. Businessmen 
and business organizations, likewise, must ask themselves what is 
their role in stemming the tide. 

Since they must seek reelection, it may be too much to expect Rep- 
resentatives to ignore the pressures exerted upon them. But lest our 
system of taxation break down, a presumption should exist in the mind 
of every Congressman against enacting tax legislation for the bene- 
lit of one individual or company or even of special groups. In each 
case the question should be raised whether the proposed bill will gen- 
erate as much inequity as it is supposed to remedy. The decision 
before Congress on revenue bills differs radically from that on sub- 
sidies in general. In many instances the parties involved have first 
attempted to secure relief through the Internal Revenue Service or 
the courts, and failed. Under any circumstances, Congress should 
try to resolve tax issues in almost a judicial manner, determining 
Whether relief is justified in view of the hardships inevitably im- 
posed by a uniform revenue statute. Let me repeat, for every one 
who obtains relief on the ground that he has been the victim of dis- 
crimination, there are thousands of others who are suffering the same 
fate in silence. 
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THE ECONOMIC COST OF ADMINISTERING SPECIAL 
TAX PROVISIONS 


THOMAS C. ATKESON, College of William and Mary in Virginia 


As used in this summary discussion, the term “Economic Cost” 
means the impact of all efforts expended by public and private entities 
in furtherance of taxpayer compliance with the Federal tax laws, but 
does not include the efforts involved in “compliance” as such. The 
term “Administering” means all efforts public and private in the tax 
laws’ interpret ation, communication, and enforcement. The term 
“Special Tax Provisions” means any and all provisions of tax law 
which are designed to afford significant preferential treatment within 
each of the normal basic taxpayer categories. 


Entities BurpENED Wiru “ADMINISTERING” THE FEDERAL Tax Laws 


The initial burden of administering the Federal tax laws is distrib- 
uted among each of the following: (a) The Internal Revenue Serv- 
ice; (b) certain classes of private citizens and organizations, such as 
employers, excise-tax collectors, and information return filers who 
are charged by law with certain administrative duties, and tax ad- 
visers whose services are available professionally; (c) all agencies of 
the executive branch of Government other than the Internal Revenue 
Service; (d) State and local governments; and, (e) the judicial 
branch of the Federal Government. 

(a) The Internal Revenue Service 

The major components of the Internal Revenue Service’s part in 
administering the tax laws are (1) interpretation of the tax laws for 
the public through the preparation and issuance of regulations, special 
rules, and tax return forms and instructions; (2) collection of the 
revenue through the receipt and accounting for all payments and the 
forcible collection of taxes due but not timely paid ; (3) the audit of 
tax returns as required by section 6201 (a) ;? (4) the conduct of 
special investigations involving apparent fraud; (5) regulatory and 
inspection duties in respect to alcohol and tobacco taxes; (6) the hear- 
ing of taxpayers’ appeals involving protested assessments ; (7) legal 
services incident to interpret ation, trials, and enforcement; (8) in- 
ternal inspection duties; (9) statistical services as required by section 
6108 and related analyses of operations; and, (10) executive direction. 
For the fiscal year 1954 there was expended for these functions 
$241,103,000 involving some 50,000 man-years of effort, and $27,866,- 
000 in other than personal services.” 

(b) Certain classes of private citizens and organizations 

The major components of this group’s part in administering the tax 
laws are (1) advising with and assisting their employees and others 
in arriving at an understanding of the tax laws as apphed to them; 
(2) obtaining income tax withholding exemption certificates as re- 
quired by section 3402 (f); (3) collecting on behalf of the Govern- 
ment the employment taxes as required by ‘subtitle C of the 1954 code; 
(4) collecting on behalf of the Government all excise taxes which by 


1 All section references are to the Internal Revenue Code of 1954. 
2 Annual Report of the Commissioner of Internal Revenue for the Fiscal Year Ended 
June 30, 1954, pp. 32-33. 
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law are separately identified as part of the price paid by the consumer 
such as retailers’ excise taxes, and excise taxes on facilities and serv- 
ices, as distinct from those taxes imposed by law upon the seller, such 
as the manufacturers’ excise taxes, irrespective of the “shifting” in- 
volved; * and, (5) the preparation and filing of information returns 
on wages, dividends, rents, etc., to aid in the administration of the 
laws. 

The total initial cost of providing these services as a necessary 
adjunct in administering the laws is not known. It is, however, 
reasonable to assume that it is not less, and probably much greater, 
than the aggregate of the $269 million expended by the Internal 
Revenue Service. This assumption is based on estimates derived 
from the known volume of reports involved.‘ 


(c) Agencies of the executive branch other than the Internal Revenue 
Service 

The major components of this group’s part in administering the 
laws are identical with those for group (6) above, with the omission 
of the excise-tax requirements. The assistance-rendered factor is 
probably more costly to the Defense Department than in the case of 
all the other executive agencies combined because of the tax problems 
peculiar to members of the armed services. In addition to those 
listed under group (6) above, other factors are involved in this cate- 
gory such as (1) legal and enforcement work of the Department of 
Justice, and (2) the entire cost of the Tax Court of the United States 
(which for this purpose is being included with the executive branch 
of the Government). The initial cost of this group is not known but 
the amount cannot exceed a small fraction of that expended by the 
Internal Revenue Service. 


(2d) State and local governments 


The major components of this group’s function are (1) advising 
with and assisting their employees in arriving at an understanding of 
the tax laws as applied to them; (2) obtaining income-tax withholding 
exemption certificates as required by section 3402 (f); and (3) col- 
lecting on behalf of the Government the employment taxes as required 
by subtitle C of the 1954 code. No precise information is available 
as to cost but here, too, the amount is negligible in relation to that 
expended by the Revenue Service. 


(e) The pudicial branch of the Government 


The major cost here is that represented by the proportion of total 
time devoted to tax cases. This is included as a part of the cost of 
“administering” the tax laws as administration includes enforcement 
and there cannot be enforcement without court action in some cases. 
The total cost of the Federal judiciary is in the neighborhood of $30 


* Collection of taxes from someone else in behalf of the Government is here classified 
as “administering” the taxes, while the payment of taxes such as manufacturers’ excise 
tax is “compliance,” with which we are not concerned in this paper. 

* Quarterly listing of approximately 45 million employee names on schedule A of form 
941; annual preparation in triplicate of 125 million forms W-2; annual preparation in 
duplicate of 35 million forms 1099; the payroll accounting work incident to the tax deduc 
tion for each payroll period during the years of some 50 million employees; the current 
maintenance of a file of approximately 65 million exemption certificates on form W-4: 
the rendering of advice to several million employees and others during the tax-filing 
period; and the accounting for, the collection of, and the filing of reports on form 720 
relating to excise taxes separately stated, numbering approximately 3 million. 


68595—55 19 
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million. The proportion applicable to tax cases can hardly exceed 
one-tenth of this amount. 


DISTRIBUTION OF THE Cost IN ADMINISTERING THE FEDERAL Tax Laws 


The initial, as distinguished from the ultimate, cost falls heaviest 
upon certain classes of private citizens and organizations; secondly, 
upon the Internal Revenue Service; thirdly, upon agencies of the 
executive branch of the Government, other than the Internal Revenue 
Service; fourthly, upon State and local governments; and, lastly, 
upon the judiciary. The distribution of the final burden, however, is 
highly diffused as indicated below: 

(a) Certain classes of private citizens and organizations: All pri- 
vate citizens and organizations who are charged by law with a part in 
“administering” the tax laws and who close their tax year with a 
taxable income can shift a portion of their initial expense in an amount 
equal to their tax rate by means of taking such cost as a deduction 
for ordinary and necessary expenses. Those who have a part in 
“administering” the tax laws who have no taxable income cannot shift 
the burden in this manner which, undoubtedly, results in many hard- 
ship cases. The certain classes of private citizens and organizations 
mostly concerned with administration of the laws are the 600,000 
nonexempt corporations, of which about two-thirds show a taxable 
income, and one-third a deficit; exempt organizations, numbering 
126,000, practically all of which show no taxable income; sole pro- 
prietorships numbering about 6.8 million, of which 1 million show 
a loss; and partnerships numbering close to 1 million, of which 
around 10 percent show a loss.° Obviously the major part of the 
task is handled by the taxable entities as they have the larger number 
of employees, and substantial relief is provided through the tax 
deductions for their expenses. Thus this portion of the cost is passed 
on to the general economy through an aggregate reduction in tax 
receipts. In the case of the remainder of the cost for the taxable 
entities, and the total cost for the nontaxable entities, such portion 
of the cost must be borne by the owners, except where some portion of 
such cost is passed on by the owners to the public through added 
prices. 

In the case of the private tax advisers whose services are available 
professionally, the cost of such advice is generally deductible by the 
client as an expense for the preparation of tax returns. Thus, the 
cost of this administrative element is borne partly by the taxpayer 
seeking advice and partly passed on to the general economy through an 
aggregate reduction in tax receipts. 

(6) The last four groups—namely, the Internal Revenue Service; 
agencies of the executive branch, other than the Internal Revenue 
Service; State and local governments; and the judiciary derive the 
funds to cover their expenses from general governmental appropria- 
tions, and, therefore, it must be assumed that the ultimate burden of 
this cost is distributed in the same manner as all other governmental 
expenditures from the general fund, namely, in accordance with the 
distribution provided by the tax system itself. 


*U. S. Treasury Department, Statistics of Income for 1952. 





FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 279 


Thus a summary conclusion might be stated as follows: The dollar 
cost of administering the tax laws is borne partly by the owners of 
business, partly by the consumers of the goods and services of such 
business, partly by taxpayers who require the advice of private coun- 
sel, and the remainder is distributed among the taxpayers in direct 
proportion to the taxes each pays. The probability is strong that 
something more than half of the overall total is being borne by the 
owners oF tunivises and taxpayers seeking private counsel, a relatively 
small proportion by the consumers of the goods and services of the 
owners, With the taxpayers in general (including the two foregoing 
groups) bearing the remainder in proportion to the taxes paid by 
each. 

The economic cost, as distinguished from the dollar cost, if meas- 
ured by productive output of an equivalent number of man-years in 
physical production, as contrasted with service production (of a type 
spent in “administering” the tax laws) would, of course, be distributed 
differently, namely, according to the distribution pattern of physical 
goods which the same number of man-years of effort would produce. 

There are no fixed standards as to the extent and quality of “tax 
administration.” Tax laws on which little effort is expended in 
“administering” them tend to shift a greater effort to the “compliance” 
aspect, and vice versa. As for example, savings in tax administration 
by cutting down on information pamphlets, educational efforts, tax- 
payer assistance programs, and the like reduce the cost. of “admin- 
istering” a tax law, but make the effort of “compliance” greater, as 
well as lessen the quality of compliance. Thus any measure of 
“administrative costs” must take into account the quality and extent 
of administrative effort. 

In general there is a fairly reasonable relationship being main- 
tained between the two efforts of “administering” and “compliance” 
with, of course, “compliance” by its nature being forced to assume the 
larger share of the cost. Notable exceptions to this reasonable rela- 
tionship in which too little effort is expended in “administration,” 
relate to (1) certain of the excise taxes at the retail level: (2) em- 
ployees’ exemption certificates on file with their employers; (3) wages 
not subject to withholding; (4) business and investment income in 
the lower income classes; and (5) more prompt and thorough scrutiny 
of all returns involving ingenious tax minimization schemes. This is 
not a criticism as the administrator’s choice is limited by available 
funds and he must establish the necessary priorities, and certainly 
there are many phases of administration with a higher priority than 
can be claimed for some of the items cited. 


Spectra, Tax Provisions 


Against the above outlined general background the economic cost 
of administering special tax provisions will be examined. As indi- 
cated at the outset, the special tax provisions, for the purpose of this 
paper, means any and all provisions of law which are designed to 
ifford significant preferential treatment within each of the normal 
basic taxpayer categories. Thus, this runs the whole gamut of tax- 
payer differentiation affected by type of entity, size of income, time 
wid nature of receipts and expenses, geographical location, age, state 
of health, and family status. 
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Over the past several years each of thine normally basic categories 
have undergone many refinements by way of differentiation. By way 
of illustration, under type of entity, we find that an “individual” may 
now be distinguished by such characteristics as outside salesmen, self- 
employed for social-security purposes, farmers for declaration and 
other purposes; “partnerships” may be distinguished as between those 
electing to be taxed as partnerships or as ‘corporations; ‘ “corpora- 
tions” as between collapsible and various other types; and “estates 
and trusts” as between simple and complex. The size of income is 
now distinguished between those who can and who cannot “split” 
their income. The time of receipts and expenses now involves many 
new considerations for averaging income; the nature of receipts are 
affected by such things as postponement in the case of sale of per- 
sonal residences, exclusion in the case of sick pay, capital gains versus 
ordinary income and dividend income; the nature of expenses are 
affected by added categories of depreciation. Geographical location 
is used to distinguish between income earned abroad and that earned 
within the United States; and, Western Hemisphere corporations. 
Age of taxpayer now becomes an important factor in personal ex- 
emptions and the retired income credit. State of health accounts for 
many new distinctions in respect to the medical deduction. And fam- 
ily status has developed many fine distinctions such as surviving 
spouse, head of household, care of dependent children, dependents in 
college, and a host of others. 

These special provisions are fairly normal projections of prior laws 
stemming from the natural tendency to provide more and more by 
way of equity as between categories of taxpayers, and will in all 
probability continue by way of further refinements over time. 
Whether or not the direction of the course in which the laws are mov- 
ing is wise is not within the scope of this paper. Consideration here 
will be limited to the economic cost of administering the special pro- 
visions. 


Dependents 


Among the special provisions, the one most common to the largest 
number of individual taxpayers is that providing for dependents. 
The refinements that have been made in this area by the 1954 code 
for purposes of distinguishing between taxpayer categories may be 
summarized as follows: 

The general definition of a dependent has been broadened by the 
1954 code to embrace (a) unrelated persons having as their principal 
place of abode the home of the taxpayer and are members of the tax- 
payer’s household; (4) cousins of the taxpayer who receive institu- 
tional care because of physical or mental disability provided they are 
recognized as a member of the taxpayer’s household; (c) persons who 
normally would not qualify because of failure to receive more than 
one-half of his or her support provided multiple-support agreements 
are entered into by those eligible to claim the dependency relation- 
ship: (d) persons under 19 years of age earning $600 or more pro- 
vided they are a son, stepson, daughter, or stepdaughter of the tax- 
payer; (e) persons in (d) above if 19 or over provided they are stu- 
dents of the type defined by law. 

From the overall categories of eligible dependents, a taxpayer who 
claims the status as head of household must have out of this list as a 
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member of his household either a son, stepson, daughter, stepdaughter, 
or a descendant of one cf these. The same is true for one who claims 
the status of a surviving spouse. 

For one who claims the child care deduction the dependent defini- 
tion places a 12-year-age limitation on the son, stepson, daughter, 

‘stepdaughter group unless physically or mentally incapable of caring 
for himself. But a descendant of any of these is excluded for this 
purpose. For the medical expense deduction the basic exemption 
rules apply as to who is and who is not a dependent. 

In computing the amount contributed toward the support of a 
dependent to determine whether or not more than half was contributed 
by the taxpayer a new exclusion item has been added by the 1954 code, 
namely scholarships. 

Sick pay exclusion 

Perhaps the item next most common to the largest number of peo- 
ple is the new sick pay exclusion and the more liberal rules for medical 
expenses, 

Both of these items have many finely devised distinctions for pur- 
poses of preferential treatment. These are followed in frequency 
of application by the new rules relating to (@) dividend credit; (0) 
annuity exclusion and the retirement income credit; (¢) interest on 
installment contracts; (d) life insurance contracts; and (e) sale of 
personal residences. 

These, of course, are but a few but will serve to indicate the nature 
of the problems involved in administering special provisions. 
Problems of administering the special provisions 

Under date of February 14, 1955, in testimony before the Subcom- 
mittee of the Committee on Appropriations of the House, Commis- 
sioner Andrews stated in part as follows: “We are having a tremen- 
dous demand for taxpayer assistance. In volume, I am told that it 
is 100 percent above what it was last year. Why I know the increased 
demand is tremendous is because I see it in the lines which have con- 
gregated in our buildings, and we are giving them assistance.” 

Every additional provision requires added information on the tax 
return form and instructions, yet this is not enough; for example, the 
oflicial instructions relating to the multiple-support agreements carry 
the statement “Consult your Internal Revenue Service office for in- 
formation regarding the filing of these declarations.” Also, the in- 
structions regarding the exclusion ratios for annuities contain this 
statement, “The multiples are set out in actuarial tables which will be 
furnished by your Internal Revenue Service office upon request.” 

‘The overcrowding of information and instructions on tax returns is 
also indicated by the instructions regarding sick pay exclusions which 
resort to the statement, “Attach a statement showing your computa- 
tion,” rather than providing a formal schedule to guide the taxpayer 
in this computation. The same type of instructions appear under the 
“reimbursed expenses” line, which reads, “Attach a detailed statement 
in explanation.” 

In addition to the taxpayers’ need to consult the Revenue Service, 
the employers get their share of requests for help in connection with 
such items as “cost of annuities,” and the tax status of “fringe benefits.” 
Brokerage houses and dividend-paying corporations also assist in the 
administration through helping their customers and stockholders sort 
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out the information needed for capital-gain purposes and the dividend 
credit. 

The Commissioner has the duty to require reasonable documentation 
of each item on the return, yet how does one go about documenting an 
exemption claim for a child under 19 years of i age with $700 of summer 

earnings, which involves such vague accounting x factors as board, lodg- 
ing, clothing, cost of education, medical and dental care w hich are 
seldom allocated accountingwise among the members of the family 
group? Or, how does one ‘document the “convenience of employer” 

rule? Or the numerous expenses incident to occasional travel away 
from home, medical expenses, the dividend credit, and numerous other 
income and deduction items that are so hedged about with finely drawn 
distinctions as to be wholly impracticable of « ‘complete communication 
to the taxpayer through the regular medium of the tax return forms?’ 

The result, of course, is one of approximation of the correct tax and 
the extent of its deviation from complete accuracy is far from being 
known. 

Yet lines must be drawn somewhere to carve out those segments for 
preferential treatment. Some of those lines are as follows: (1) 
son and a stepson are dependents. A son’s descendants are dependents 
but the descendants of the stepson are on the other side of the line. 
(2) A child 19 or over who attends day school for 5 months is a de- 
pendent, but one who attends for 4 months is not. One who attends 
day school is a dependent while a night school disqualifies him as a 
dependent. (3) A person may qualify as a head of household on the 
basis of his son’s son living w ith him but not on the basis of his step- 
son’s son. (4) The child-care deduction is allowable if paid to the 
taxpayer’s cousin but not to her niece. One by one the rules are fairly 
simple but in aggregate become complex due to sheer numbers. 

Thus, the Commissioner is confronted with the problem of “how 
to tell the story” to the taxpayer in brief and intelligent form without 
burdening him with information not essential to his particular tax 
status. This accounts for the many kinds of tax forms, such as the 
form 1040—A for wage earners, the long and short form 1040, with 
other divisions as between farmers , other businesses and professions, 
and salaried workers. This alw: ays involves the risk of not telling 
every taxpayer all he should know to protect his interest as well as 
the ir.terest of the Government. For example, the taxpayer who is 
content with the short return, form 1040—A, should know something 
more about the things he is giving up taxwise than can be shown on 
the instructions accompanying that type of form. 

And finally, there is the problem of fast-changing relationships in 

respect to the taxpayer’ s family status, nature of his income and de- 

ductions, and in the tax law itself, which pose new problems for the 
administrator and the taxpayer each year from the standpoint of 
keeping up to date with respect to the application of the special 
provisions. 

As may be expected, these problems invariably result in imperfect 
compliance and Seaektnak compliance in turn raises the cost of admin- 
istering the law. For example, note the following exchange of ques- 
tions and answers appearing on pages 477 and 478 of the hearings 
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before the Subcommittee of the Committee on Appropriations of the 
House under date of February 16, 1955: 


Mr. CANFIELD. Mr. Commissioner, you told us yesterday that as a result of 
improved selection methods you have discovered that 68 out of every 100 returns 
calling for refunds that you examined contained errors. What is the usual type 
of error found? 

Mr. De_k. Mainly the errors are excessive claims for deductions in the nature 
of medical expenses or for dependents, claims for exemptions, and such things 
as that. 

Mr. CANFIELD. In other words they go to the substance and not merely to 
mathematical calculation? 

Mr. Deck. No, sir; the mathematics are not questioned in that group * * *. 

Mr. ANDREWS. I would like to say, Mr. Chairman, and Mr. Canfield, that we 
regard this activity as not only of great importance, but of tremendous signifi- 
cance. It is my considered opinion that if we do not do a thorough job in this 
particular area that our whole revenue system would fall into almost disrepute. 

Mr. CANFIELD. You indicate that the average amount of tax error per return 
was up from $95 in 1958 to $115 in 1954. 


The returns of the type under discussion were the so-called pre- 
payment refund cases of which there are some 30 to 33 million annuall 
out of the 56 million returns filed. The errors referred to by Mr. Delk 
go directly to those special provisions which are common to the largest 
number of taxpayers. 


Areas of problem concentration 

In looking over the distribution of individual income-tax returns 
as reflected by the Statistics of Income for 1952, the latest available 
official tabulation, we find that the returns with adjusted gross income 
of under $2,500 account for (1) 38 percent of all returns filed; (2) 


28 percent of all exemptions claimed; (3) 32 percent of all returns 
reporting tax withheld from salaries; (4) 43 percent of all returns 
claiming refunds on account of excessive tax withheld from salaries 
(of those in this class, 75 percent claimed a refund) ; (5) 50 percent 
of all returns reporting annuities; (6) 19 percent of all returns claim- 
ing a medical deduction; (7) 26 percent of all returns reporting 
income or loss from sole proprietorships; (8) 20 percent of all returns 
reporting income or loss from partnerships; and, (9) only 5.2 percent 
of the total tax liability. 

In making this comparison, it should be pointed out that there is 
nothing particularly significant about the $2,500 adjusted gross income 
level as the same general type of relationship as between workload and 
tax would be seen from the $2,000 to $3,000 dividing line. The $2,500 
class was selected solely as a matter of convenience in drawing off 
the approximate lower third of the income scale. 

The points to be observed from this comparison are as follows: (1) 
28 percent of all the problems relating to interpretation, understand- 
ing, and application of the many fine distinctions relating to exemp- 
tions are localized in an area in which the tax liability is proportionate- 
ly too small and the volume is too great to warrant the spending of any 
substantial sum by way of “administration” on the part of the Internal 
Revenue Service; (2) the same is true of the medical deduction, the 
annuity inclusions and exclusions, the numerous income and expense 
items of the sole proprietorships and partnerships, or the verification 
of the credits for tax withheld and the amounts refunded; (3) the 
fact that the Internal Revenue Service has a low “administrative” 
cost in this area is due largely to its efforts being necessarily limited 
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to clerical processing operations of receiving, recording, and filing 
the papers involved and certain types of office checking for internal 
consistency, with only negligible external checking of independent 
sources, such as would be involved in an effective audit program; (4) 
the fact that the Internal Revenue Service can get by with little ex- 
penditure in this area does not mean that the “employers” can do the 
same, as they must spend at least as much and sometimes more in 
connection with exemptions certificates, payroll deductions, tax re- 
porting, etc., for the under $2,500 wage earner than for the higher- 
income employees; (5) the necessary failure over time on the part of 
the Internal Revenue Service to properly police the returns in the 
lower-income group tends to add to the “administrative” burden of 
the employer as such group becomes more indifferent to the record 
keeping requirements and, therefore, will require more assistance and 
guidance from their employers. 

Some points to be borne in mind regarding this area of problem con- 
centration are the following: 

(1) The Revenue Service is able to make an effective audit of only 
about 3 percent of the 56 million individual income tax returns,® 
which audit is necessarily heavily weighted with the returns above the 
$2,500 class, thus limiting its administrative expense below the $2,500 
class to clerical processing actions. 

(2) The employers have to bear the major portion of the cost of 
“administering” the special exemption provisions by assisting their 
employees in the preparation of exemption certificates and tax re- 
turns. 

(3) The cost to the employers in handling the exemption problems 
for the under $2,500 class is equally, or more expensive, than for the 
higher-income classes. 

(4) The special provisions, in addition to exemptions, such as medi- 
cal deductions, sick-pay exclusion, retirement-income credit, the divi- 
dend credit, and the annuity exclusions are relatively more important 
taxwise to the lower income classes than to the higher income classes 
but receive practically no verification by way of effective audit. 

(5) The under-$2,500 class comprises better than a one-third of the 
employers’ administrative cost and more than one-third of the Reve- 
nue Service’s nonaudit costs, but accounts for only 5.2 percent of the 
total individual income tax. 

(6) Of the returns of under $2,500 reporting tax withheld from sal- 
aries and wages, 75 percent result in withholding tax refunds in whole 
or part, with close to one-half of the 23 million being wholly nontax- 
able because the reported exemptions exceed the reported income. 

(7) The total nonaudit cost to the Revenue Service attributable to 
these 23 million returns is in the neighborhood of $40 million, which 
if applied to the effective audit of returns above the $2,500 level would 
result in added taxes under the present revenue law of close to $800 
million.’ This, plus the tax value of the expense deduction by em- 
ployers for their part in “administering” the exemption provisions re- 
lated to these employees would exceed the total tax due under the 
1954 Code on all returns of under $2,500. 


*Computed from data shown on p. 12 of the Annual Report of the Commissioner of 
Internal Revenue, 1954. 
* Treasury-Post Office Appropriation Hearings, House committee, 1955, pp. 552-553. 
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(8) Despite the foregoing, one-third of all taxpayers at the lower 
end of the income scale are subjected by law to precisely the same in- 
tricate rules contained in all the special provisions as are the two- 
thirds in the higher brackets. The reason, of course, is the ever desir- 
able objective of “equity.” 

The problems created by the special provisions for the upper bracket 
two-thirds of the taxpayers are much less from an administrative 
standpoint because of the higher “compliance” average potential of 
this group. In other words, the compliance burden is assumed to a 
higher degree by the taxpayers themselves which in turn lightens the 
load of “administering” the law. (It should be recalled that this paper 
is not concerned with measuring the compliance cost. ) 

While it is true, as previously indicated, that substantial additional 
sums can be obtained through more effective audits in the upper two- 
thirds of the income scale, the “underreporting,” which is synonymous 
with imperfect voluntary compliance, stems more from errors in sub- 
stantive reporting rather than failure to understand the “special pro- 
visions” of the type under discussion. 


Catalog of factors determinative of economic cost 

(1) The need to prescribe a variety of types of individual income 
tax returns to fit particular groups of taxpayers rather than one type 
for all taxpayers results in much inaccurate distribution and wastage 
of blank forms because of taxpayer classification changes from year 
to year. 

(2) The impossibility of providing adequate instructions results in 
much loss of taxpayer’s time from work in seeking assistance either 
of the Revenue Service, his employer, or a tax practitioner. 

(3) The high degree of inaccurate reporting (as indicated by Com- 
missioner Andrews) in certain areas results in added expense in money 
and time to the Revenue Service and the taxpayer. 

(4) The resources of the employer devoted to maintaining the 
necessary records and counseling with his employees in respect te 
tax provisions are diverted from his main productive effort. 

(5) The resources of the Revenue Service devoted to assisting the 
taxpayers to an understanding of the special provisions could more 
profitably be applied to a more substantive enforcement of the laws. 

(6) A long continued policy of “weak” administration, as indicated 
by the audit of only a small fraction of the returns encourages weak 
compliance with increasing tax losses. (Voluntary compliance has 
been described as a valuable national asset subject to depreciation 
unless kept in adequate repair through strong “administration.” ) 

(7) Special provisions tend to cancel each other as they approach 
the lower brackets (such as any one of a group may be all that is neces 
sary to render a return nontaxable without the need of the others) 
but accurate reporting requires the taxpayer to make a complete re- 
port, thus adding to his work and that of the Revenue Service witli 
no difference in tax effect. (For 1952 there were 10.5 million non- 
taxable returns filed, which number will materially increase under the 
added special provisions of the 1954 Code.) 

(8) The technicalities of the special provisions has added greatly 
to the printed matter privately published and sold throughout the 
country, which adds to the Nation’s cost of tax administration. 
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(9) States which attempt to pattern their income-tax laws after the 
Federal law are hard-pressed to keep apace with the special provisions 
and further confusion and cost results either whether they lag or 
whether they keep apace. 


Conclusions 


Quantitative answers as to the economic cost of administering the 
special provisions are not possible to obtain with precision, but the 
evidence appears to justify the following generalizations: 

1. The cost of reasonably complete administration of the special 
provisions for all returns would be prohibitive under our concept of 
good government. 

2. The cost of the highly incomplete administration of today in re. 
spect to returns to which the special provisions apply is proportion- 
ately much higher in relation to the tax on such returns than on returns 
of other types; and in many cases greater than the tax. 

3. Diversion of funds for the administration (although only par- 
tial) of the special provisions costs the Government much by way of 
revenue through failure to make appropriate tax audits; and, the 
employers much by way of added production. 

4. The administrative cost of ieliiesion the special provisions, 
although relatively small in relation to the job to be done, is sufficiently 
large to dilute the administrator’s fire upon the main job and adds an 
element of inefficiency in overall tax collection with a resulting leak- 
age which should be charged against the cost of administering the 
special provisions. 


SPECIAL TAX PROVISIONS AND THE ECONOMY 


Harotp Groves, University of Wisconsin 
Introduction 


My assignment as I understand it is to consider the economic effects 
of the various provisions of the tax system other than rates, credits, 
the selection of one tax as against another, and the overall level of the 
tax burden. 

Before I take up some of the more important of these provisions 
one by one, I shall seek a bit of orientation by listing some of the 
pny. 19 ways in which taxation can affect the economy. In so doing 

can also probably suggest my own general point of view. 

Let me first say a word, however, about the relation of equity con- 
siderations to the economic ones. Leaving aside the controversial 
matter of progression, tax equity is another phrase for impartialit, 
of treatment (or, at any rate, of een) for taxpayers. It 
implies the evenhanded application of the tax laws. Our tradition 
requires that the rules of taxation shall be general rules. It is true 
that there may be exceptions—indeed, it is often said that taxation 
is the classic example of a case where the exceptions are more impor- 
tant than the general rule. But the exceptions themselves must be 
general to a degree and moreover they must carry a positive burden 
of proof. A tax exception is first cousin to a subsidy and even more 
suspect because it is less conspicuous and aboveboard. One of the 
principal grounds on which exceptions may be defended is that they 
serve an economic end—facilitating either the growth of the national 
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income or the stability of its flow. However, exceptions may also 
be the product of pressure politics successfully opposing the public 
interest. Our problem is to distinguish the sheep on the goats in 
some of our special tax institutions. 


List of economic effects 

Now for a brief catalog of the economic effects (actual or possible) 
of taxes: 

1. First, and not our immediate concern, we may note the effect 
of tax increases and cuts which, along with expenditure manipula- 
tion, determine the ebb and flow of money to and from the Govern- 
ment. The level of taxation, of course, is a factor in budgetary policy 
and budgetary policy is a factor in controlling inflation and deflation. 

2. Second, there is the effect of taxes on the availability of capital. 
This is a function of the degree of taxes and of their progressivity 
and to some extent of what the Government does with the money. 
For many years it was generally agreed that the availability of capital 
was the limiting factor in economic progress. This was the prop that 
held the line for years against the upsurge of progressive taxation. 
Stanley Jevons, a British economist of the 19th century, expressed 
the general trepidation when he said: “Let it ever be remembered 
that the vast machine of British industry depends for all its move- 
ments upon a profuse supply of capital * * *.” But now we hear 
divided counsel upon this matter. Our advertisers are praised for 
their service in extending the bounds of consumption. We give away 
huge sums abroad and note with satisfaction that this helps to clear 
the shelves of our enormous output of goods. There are those who 
still hold to the classical view that whatever is saved will be invested 
if taxes do not interfere with incentive. I do not pretend to the 
degree of sophistication that would support an estimate of what would 
constitute optimum saving in our time and place. I say only that I 
doubt that much if any business expansion justifiable on other grounds 
has been held up for want of capital during the last 15 years. How- 
ever, the availability of equity capital for small and growing firms 
is another matter and one that may well cause us some concern. 

3. Third, there is the perennial question about the effect of taxa- 
tion on incentives—the incentive to work, to save, and to risk. It 
seems true beyond doubt that taxes can dry up their source, or as it 
is frequently said, they can kill the goose that lays the golden egg. 
They differ in many respects from fines—yet can be used with much 
the same effect. 

But when this is said it must be added that most of what we hear 
about taxes and incentives is in the Fourth of July speeches of those 
who have a special interest to serve. The general character of most 
taxes is itself a protection because rewards like many other things are 
a relative phenomenon. The virility of the American economy in the 
face of heavy taxation has surprised all of us more or less. We do look 
abroad and shake our heads about the alleged moribund character of 
the British and Scandinavian economies where heavier personal taxes 
have prevailed longer than here; but as far as I can learn even these 
economies seem to have recovered reasonably well from the shock of 
the war—at least compared with the French, where incentive-preserv- 
ing indirect taxes have featured the national tax system. 

What empirical evidence we have—the well-known Harvard 
studies—does not indicate that the effect of our taxes in this country 
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has substantially undermined the work habits or changed the invest- 
ment patterns of our people. John Stuart Mill advised economists 
many years ago that the delicate mechanism of the price system would 
not permit much meddling without unfortunate consequences, but he 
thought the ultimate rewards of the system might be altered very sub- 
stantially without serious repercussions. 

4. Taxes and the expenditures which accompany them can have 
a powerful effect on our most important resource—human beings. 
I find here the principal justification of progression at least at 
the bottom of the scale. On the expenditures side a financial program 
that improves the environment and extends the opportunities of youth 
may be a top-yielding investment; and on the taxation sidc a program 
which encroaches upon the private means also requisite to a suitable 
environment for youth may squander our most important (future) 
factor of production, along with potentialities for national defense 
and citizenship. I put the same emphasis upon youth because of 
the acute emergency in education and because they in some special 
sense are properly regarded as the wards of the state. They cannot 
be said to share the sins (economic or other) of their parents, and 
they represent the greatest capacity to respond to a public investment 
in people. I know well enough that not all the factors in a suitable 
environment for youth are economic; but many of them are, and it be- 
hooves the state in its tax policy not to encroach upon them. Here 
you may recall the advice of a famous economist, A. C. Pgou, who ob- 
served that the marginal net product of resources wisely invested in 
persons is likely to exceed that of resources wisely invested in material 
capital. 

5. Taxes and tax devices may have economic effects because they 
alter the flow of revenue over time. As to Federal taxes, the fea- 
tures that augment the flow in boom times and retard it in bad eco- 
nomic weather are generally applauded. They are said to increase 
the “built-in flexibility” of the system. One of the characteristics of 
the tax system associated with built-in flexibility is its progressive- 
ness, and anything that decreases the latter also reduces the former. 
This is because progression doubles up the influence of a change in the 
tax base; the effective rate goes up and down with the tax base. Of 
course, built-in flexibility is advantageous only if we are willing to 
tolerate deficits during bad times; and it is no more effective (except 
that it is faster, is automatic, and probably more equitable) than a 
change in the rate schedule. In any event, in recent years much atten- 
tion has been bestowed on this matter of timing—loss carryovers and 
deprecation provisions and LIFO accounting have especially been 
subjected to the test of their effect on built-in flexibility. Our confi- 
dence that there will be no recurrence of 1930 nightmares rests con- 
siderably on the flexibility that is built into our tax system. 

6. There is the economic effect of uneven taxes upon the alloca- 
tion of economic resources. The uneven incidence may arise either 
in the selection of taxes or the exceptions that are made to their general 
application. It may also arise from uneven administration from oth- 
erwise neutral laws. The clearest case of the former occurs in excise 
taxation; a tax on liquor, for instance, is supported in part on the 
ground that it would be desirable to discourage the consumption of 
liquor and reduce the size of the liquor business. Examples outside 
of excise taxation are also easy to cite; heavy reliance on property 





FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 289 


taxation for local financing is said to adversely affect our outlays for 
shelter; a prejudicial incidence of various taxes on railroads is said 
to threaten the maintenance of our transportation system. And so on. 
Within the income-tax field special allowances for depletion are said 
to encourage the employment of capital in the discovery and exploi- 

tation of natural resources. Personally, I generally lean to the view 
that unneutralities in the tax system should be minimized and con- 
age to cases that can shoulder a heavy burden of proof. 

No doubt among the most defensible unneutralities in the tax sys 
tem would be those that encouraged small and new business at the 
expense of firms that are large and mature and established. Or one 
might applaud features that discour aged growth by intercorporate 
investment and merger. At least periodically the American people 
manifest some recurrence of concern about these matters. But tax- 
ation has not proved itself too ready or precise an instrument to serve 
these ends. It is true that the graduated feature of our corporate 
income tax and our partial levy on intercorporate dividends may make 
for reduced concentration. Our treatment of undistributed profits, 
in my opinion, has worked in the opposite direction. I shall have 
more to say about some of these matters later. 


Loopholes and high-top income rates 

The term “loophole” is well established in tax parlance but no one 
so far as I know has taken the trouble to define it with precision. 
Some say that it designates any exception in the tax laws which the 
particular critic using the term does not like. Thus, while many 
Americans refer to the favors granted capital gains as a loophole, 
the British seem to accept much Jar ger favors as a part of the natural 


order. Anyway, fair critics must recognize that some exceptions in 
the tax laws are justified and amply qu: alified to carr y their burden of 
proof. 

Nevertheless I am one of those critics who takes a dim view of the 
growing list of so-called loopholes in the tax laws. As to equity I 
agree with Walter Heller who has observed that “growing erosion and 
corrosion of the income-tax base is increasingly raising questions as 
to how far we can extend our reliance on this form of taxation.” As 
to economics I suspect that there are many loopholes that follow their 
natural course of distorting the economic mechanism without bene- 
ficial compensating gains. They were not passed with serious intent 
to achieve an economic objective; they were passed under duress from 
pressure groups or with design to reduce the impact of a severe sched- 
ule of rates tor the higher brackets. I said on an earlier occasion 
before this committee that “the impression is widely shared that the 
Congress deliberately throws a high-rate scale to the public as a dema- 
gogic bone and then as deliberately allows escapes from taxes that 
make these rates specious.” The result is unfortunate both in terms 
of enforcement of what remains of the law and in terms of the public 

respect for the Congress. We can’t afford too much cynicism in atti- 
tudes toward the income tax. 

Now I am not here to enter a plea against the top-income tax rates 
but I much prefer lower rates to a combination of high ones and the 
fine print that makes them partially ineffective. If it be true as alleged 
that the high rates serve principally as an incentive to devise new 
loopholes, secure their enactment and adjust one’s affairs to their avail- 
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ability, then these rates, I submit, should be reduced. There are two 
ways to give relief to any group of taxpayers; one is to reduce rates 
and the other is to provide avoidance devices. The final result wouldn’t 
differ in terms of equity if everyone could put himself in position to 
enjoy the loopholes in nice proportion to his income and the estab- 
lished scale of rates. Such is not the case, however, and this means 
that avoidance devices introduced to temper a tough rate scale end 
by opening the door wide to capricious incidence of the tax system. 

The first and least controversial principle of tax equity is that two 
persons whose relevant circumstances are the same should pay the 
same tax. As to economics, all will agree, I think, that it is better 
for the businessman to spend his time contriving to increase his income 
than to spend it contriving to do better taxwise with the income he 
already has. The unwanted beneficiary of the present combination 
of circumstances is the lawyers. Theirs is a necessary and noble pro- 
fession but we could well dispense with that part of it which lives well 
off of some of the nice distinctions in the tax laws. 

Now to survey the special features of the tax system with special 
regard to economic effects, we may start with the most troublesome of 
all—capital gains taxation. 

Capital gains taxation 

So far as considerations of equity go, I am convinced that there is 
2 high preponderance of logic to support parity treatment of this form 
of income. Equity can hardly support a distinction between a man 
who makes a million dollars buying and selling stocks and one who 
does so buying and selling potatoes. It hardly suffices to say that one 
is a producer, the other a speculator. So what? Or that in the case 
of the stocks there may be as many losses as gains. Relative taxation 
is not a matter of revenue. 

To be sure there are or may be aggregation problems in the case of 
the stocks—perhaps the realization in 1 year of income that has been 
accumulating over a 10-year period. This calls eloquently for a new 
feature of the system that would in effect apply the marginal rates 
of tax that would have prevailed if the gains had accumulated annu- 
ally. This cannot be done perfectly but it could be achieved with fair 
approximation; it represents the minimum extension of our ad_ hoc 
provisions for averaging income over time that is clearly required for 
equity and for the mitigation of special privileges associated with 
capital gains taxation. 

The capital gains tax tends to add progressiveness to the income- 
tax system and special favors to reduce it; this is because capital gains 
are heavily concentrated in the high brackets. The economic effects 
associated with progressivity such as built-in flexibility are conse- 
quently reinforced by including capital gains in the base. 

Yet the real case for the concessions to capital gains is the economic 
one and in this case the effect of taxation on incentives. We do have 
some evidence from the Harvard incentive studies that investors lend 
support to young and growing firms because of the tax advantage that 
goes with capital gains. However, there is no evidence that this 
requires complete exemption of capital gains or even as large a tax 
advantage as that now allowed. 

The standard criticisms of capital gains taxation on the score of 
economic effects do not appear to me to be convincing. One holds 
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that the tax creates an artificial shortage of good stocks because people 
tend to hold them lest they pay the penalty of the tax. But the pres- 
sure Which limits the transfer of stocks would appear to be about as 
effective in curtailing demand as in checking supply. Those people 
who enter the selling side of the market today will be back tomorrow 
on the buying side. I give more weight to a second argument, namely, 
that the tax interferes with the liquidity of investments and prevents 
exchanges that otherwise would and probably should occur. But I 
find the argument especially valid against another feature of capital 
gains taxation—and a loophole in most any man’s book—the feature 
which wipes out acquired increments on the death of the taxpayer. 

The capital gains tax and the progressive feature of our income tax 
may serve in another and salutary way as a check upon the excesses of 
the stock market. When investment-seeking funds tend to exceed the 
opportunities for new real investment, the investor has two recourses— 
one is to hoard his money in idle bank accounts, and the other is to 
invest in existing stocks. (We have precluded the third possibility— 
that is to create new assets and stocks—by assumption.) If he takes 
the second of these alternatives he will help bid up the price of stocks. 
This avoids unemployment of money all right and it avoids inflation 
in the commodity markets, but it provides no employment for idle 
workers and it does artificially inflate the stock market. This may be 
one of the causes of the boom market of recent months. 


Treatment of dividends 
Concerning the treatment of dividends under the Revenue Act of 


1954, 1 think I should first repeat what I said on this subject before 
this committee on an earlier occasion : 


A word may be added about the controversial so-called preferential treatment 
of dividends. I accept the view that there is an inequity in the double taxation 
of profits but I think the so-called dividend received credit, recently enacted, 
stepped off on the wrong foot. It is so vulnerable to objection in terms of equity 
that it better be recalled. A change is not likely to rest easily in prospects of 
a stable future unless it is done right in the first place. 

The credit as enacted violates the fundamental principle of income taxation, 
namely, that all the income of the personal taxpayer should be used in measuring 
the base of the personal tax. If the corporate tax is to be regarded as a personal 
levy collected at the source then the tax itself should be included in the individu- 
al’'s tax base. This is the rule that we now follow in the case of wages and 
Salaries. Moreover, the dividend received credit disregards the fact that corporate 
taxes, particularly those of public utilities, are sometimes shifted forward to 
consumers. 

There is no solution to the problem as long as American business refuses to 
accept the proper one—a differential rate on undistributed as compared with 
distributed profits. 


The above statement concerns mainly the equity aspect of the 
problem. As to the economic aspect, strong support can be offered 
for a differential tax accomplished by a partial dividend paid credit 
(partial deductibility of dividends at the corporate level). 

The present bias of the tax system runs strongly in favor of rein- 
vested earnings as compared with dividends. There is surely much 
to be said for this on economic grounds; it provides a cheap and ready 
source of equity capital and it allocates investment where past out- 
lay has justified itself. But Iam strongly convinced that it also makes 
for concentration of industry. It says in effect to the board of direc- 
tors: “If you can find a plausible outlet for corporate earnings, we 
will add a third or a half to the amount at your disposal compared to 
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what your directors and others would have to invest privately were 
dividends declared.” If this isn’t an open invitation to intercorporate 
stockholding, megalomanic growth, and forced consolidation, what 
is it? 

It is often argued that while there is no shortage of available capi- 
tal in this country, there is a shortage of equity capital obtained by 
outside equity financing. The shortage if it exists is of particular 
significance to small and new business. What is needed I think is a 
more equal treatment of distributed and undistributed profits and 
some special concessions that will make it possible for the little com- 
panies to reinvest on especially favorable terms. Some years ago a 
committee of the National Tax Association outlined some ways and 
means by which this objective could be accomplished. 


Depreciation and Depletion 

I am disposed to take a favorable view of the new dispensation 
allowed in the income-tax law of 1954 with regard to depreciation. 
The old law erred I think both as to rigidity and niggardliness in 
depreciation allowances. This is to extend no endorsement to the 
continuation of the 5-year amortization program associated with de- 
fense equipment. This latter is an emergency program justified in 
large part on the score that production of armaments was a discon- 
tinuous process. The emergency has passed and the assumptions on 
which special allowances were granted are no longer valid. 

The new dispensation, it will be recalled, makes several alternative 
patterns of depreciation accounting available to the businessman. 
The main innovation is that businesses are now allowed to deduct, 
roughly, two-thirds of the value of assets during the first half of their 
expected life. By all odds the strongest support for this innovation 
is that assets do in fact lose value according to the allowed pattern 
of deduction. Evidence from used-equipment markets supports this 
view; it is fragmentary and does not tell exactly the same story for 
all assets; but taking account of the fact that business has a backlog 
of depreciation due to inflation and that there is good reason to err on 
the generous rather than the niggardly side of these allowances, the 
concessions granted by the 1954 law appear to have been fully justified. 

Logically these new concessions should have been granted to all 
assets and not merely confined to new ones. The distinction made in 
this regard brings with it discrimination and unfair competition. 
This may not be serious and certainly will not long continue in the 
case of short-lived equipment but this conclusion will not hold for 
long-lived assets like factory buildings. It seems quite doubtful that 
the law should have applied to this type of capital in the first place. 
An example of what I am talking about is the extra stimulation given 
to some firms to forsake established plants in the Northeast and erect 
new factories in the South. Territorial relocation of industry was 
occurring fast enough (at least) to serve the national interest without 
an assist from the Federal tax laws. 

There are several reasons why Federal allowances for depreciation 
should at least seek to approximate the actual losses of taxpayers. 
Underdepreciation results in fictitious income and thus distorts the 
basis for relative assessments among taxpayers. Modernization of 
plant and equipment are in the interest of a dynamic economy. Gen- 
erous depreciation allowances represent funds earmarked for replace- 
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ment; they are not available for dividends and they should provide 
un effective stimulus for new investment. They may compensate for 
the notorious difficulties of the small firm which lacks ready access 
to external funds. 

In the case of any item of equipment, rapid depreciation involves 
only a postponement of taxes and not a forgiveness. Any postpone- 
ment of taxes does constitute a net gain for the taxpayer and a perma- 
nent loss to the Treasury in the sense that barring foreclosure of the 
economy or the demise of the taxpayer we never catch up with the 
postponement. If we were to allow corporations a year’s delay in 
meeting their annual tax bill, taxpayers would gain and the Govern- 
ment would lose similarly. It is true that a growing firm will usually 
acquire more funds from its depreciation account than are required 
for replacement. But I can find in none of this any justification for 
denying taxpayers deductions corresponding with their actual losses. 

When we depart from realistic depreciation and enter the realm 
of incentive depreciation (accelerated beyond any plausible evidence 
of fact) we are confronted by the inequities and possible distortions 
associated with tax subsidies. Even so, incentive depreciation might 
be justified to encourage investment during depression, especially if 
the policy were advertised as reversible. For the present at least we 
may content ourself with the sufficient problem of catching up with 
the underdepreciation that attended previous policy. 

If we have been moving in the right direction with regard to depre- 
ciation allowances we have been moving from bad to worse, it seems, 
in the special privileges granted in the name of depletion. This is 
not a matter of timing but of allowing recovery of capital many times 
over (as much as 13 times in some cases, I am told). 

This is a plain case of tax subsidies and it comes under my general 
rule that if we are to have subsidies it is generally better to grant them 
openly than by means of tax privileges. If the discovery and exploi- 
tation of natural resources is so risky a business and one so clothed 
with a public interest that it needs a subsidy, which I doubt, it would 
be better to grant one openly. 

As a matter of fact I have yet to see any plausible evidence that our 
large oil companies which are the principal beneficiaries of depletion 
tax bounties incur any specially heavy risks. Their stocks are re- 
garded as a sound buy for conservative investors. To be sure they 
lose considerably on particular ventures, but they are protected from 
overall loss by the size of their operations and the law of large num- 
bers. As to the desirability of adequate capital and morale in the 
discovery and exploitation of our natural resources there is no doubt 
that both are needed and so they are in many other American 
industries. 

The conclusion is inescapable, I think, that here is a clear case of 
dictation to the Congress by pressure groups and the result under- 
mines respect both for the Congress and for the entire tax system. 


Loss carryovers and carrybacks 


In the absence of a general averaging provision in our income-tax 
laws, we have provided since the war for the carryover and carryback 
of business losses. Presently we allow a 2-year carryback and a 5- 
year carryforward. I shall assume that the well known economic and 
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equity arguments in favor of generous treatment of losses are con- 
vincing; this leaves only the much mooted question of whether tlie 
greater privilege extended to carry forwards is justified. 

I am inclined to accept our present arrangement as a fair compro- 
mise. On strictly fiscal policy grounds the carryback seems more 
strategic than the carry forward. The latter reduces taxes during 
the prosperity phase of the business cycle when high taxes may be 
needed as a brake upon an upward spiral. The carryback on the other 
hand is more likely to produce refunds during a depression when they 
could be useful to sustain dividends and stock values and confidence. 
But there is some question of how much refunding the public and 
Congress will tolerate when times are bad and the budget seriously 
unbalanced. And, of course, carrybacks are of no value to new enter- 
prises. Psychologically we seem to accept more readily the idea of 
offsetting a future liability with a past loss than allowing present 
losses to create a present liability for the Government. 


EIFO inventory accounting 

Concessions to the taxpayer in inventory accounting are made not 
to facilitate a steady economy but to avoid what is regarded as an 
overstatement of current profits. To explain LIFO briefly, its pur- 
pose is to minimize speculative profits that accrue to inventory during 
a year while such inventory is being processed or moved. The device 
allows the producer to short circuit his assembly line so to speak and 
to regard the cost of a unit currently disposed as equivalent to that 
ef one currently added. This accounting technique was originally 
feasible and allowed for tax purposes only in the case of firms pro- 
ducing homogeneous units, but with the aid of a price index it is 
now available to department stores and others. Profits avoided during 
the upswing of prices are presumably recaptured by the tax system 
when prices fall. 

The authorization to use LIFO for income-tax purposes is criticized 
on the score that it favors large concerns that are in the best position 
to take advantage of its complicated procedure. It is also argued 
that it postpones taxes during the upswing of the business cycle (rising 
prices), thus tending to aggravate the swing. These contentions are 
rebutted on the ground that alterations in relative taxes are a matter 
of timing only and that accounting practices which avoid fictitious 
profits during upswings prevent undue optimism at the stock exchange. 

In recent years my own position on LIFO has moved in the direc- 
tion of skepticism and I am particularly doubtful about proposed 
amendments which would seek to extend its use. 

Because of the highly complicated accounting techniques involved 
there appears to be no prospects that the use of, LIFO will be uni- 
versalized. At present its use is concentrated in manufacturing and 
department and specialty stores; it covers only some 10 percent of 
business taxpayers. The privilege probably creates fairly serious 
inequities among taxpayers—those that have and those that have not 
adopted LIFO and among those who have adopted it at one or another 
price level. Taxes are reduced for LIFO companies on the upswing 
and increased on the downswing of prices. This irons out inequities 
only on the assumption that in economics what goes up must come 
down. In the present state of public opinion and world affairs such 
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compensatory action may not materialize. Moreover the LIFO com- 
panies gamble less on the effectiveness of losses as tax offsets. Proba- 
bly we cannot unscramble the eggs in allowing LIFO but we can 
circumscribe the privilege within its present boundaries. 


Gifts 

The phenomenon of gifts is a puzzler both for the income tax and 
the death tax. In the income tax we have, for instance, the distinction 
made between university scholarships and assistantships. The former 
presumably involves money paid as an award without obligation to 
produce; the latter involves payments for services rendered. Un- 
doubtedly there is a distinction, but it seems highly anomalous that 
the more favored scholars should escape the income tax while the 
belabored assistants have to pay. 

The difficulty of dealing with interfamily gifts was one of the 
vrounds on which the celebrated institution known as splitting was 
inaugurated. And it is the basis for the current rules regarding family 
partnerships. Currently the income tax recognizes the possibility for 
an infant son to be in business with his generous father, the former 
contributing only capital which originated with the latter and which 
is still subject to the latter’s control. This is defended on the score 
that any other gift of property from father to son would result in 
income that would be attributed for tax purposes to the son. At the 
risk of being labeled un-American, I suggest that income accruing 
to minor children, at least on capital contributed by a parent, should 
be aggregated with that of the parent. Splitting of all sorts is suspect 
economically because it weakens the progressivity of the tax. 

But gifts are much more of a problem for the estates tax than for 
the income tax. Parentheticaliy we may say that the case for « strong 
estate tax on economic grounds is very impressive. Here is a tax 
which the erities agree is much less threatening to incentives than the 
income tax, and while the bite it takes out of savings per dollar of 
revenue is probably greater, many are less concerned about capital 
supply than about adequacy of motivation. But for every hour of 
attention given to the income tax the Congress probably invests less 
than a minute in the death tax. In short, it is my opinion that the 
estate-tax field suffers very heavily from neglect. 

Gifts are a problem in the estates-tax area because those made 
before death are aggregated separately and this creates an invita- 
tion to split the base in the face of a progressive tax. Indeed, with 
the new marital deduction in the picture, the base can quite easily 
be split into quarters: One-half is given to the next generation and 
one-half of this is presumed to come from each parent; one-quarter 
is bequeathed to the spouse at death and is later taxed when the spouse 
dies; the other quarter is bequeathed directly to the next generation. 
It goes without saying that all of this division makes the application 
of progressive rates both weak and capricious. 

(rifts inter vivos have been open to taxpayers’ inhibitions; these do- 
lations may place vouth in dominion over wealth before it is ready. 
But recent law makes it possible to give away life insurance like any 
other property; premiums have been and will continue to be paid by 
the parent. This makes gifts before death more attractive: they need 
how involve no problem at all of dominion over either property or 
income. 
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The remedy for much of these shenanigans is te aggregate gifts 
made before death with those made by bequest providing a completely 
cumulative base with 1 set of exemptions and 1 set of rates, This pro- 
vision has been in effect in France since 1942. It would still leave the 
splitting associated with the marital deduction. Good ground can 
be found for postponing the tax on the surviving spouse until the lat- 
ter’s death and then aggregating gifts and bequests made by both 
spouses to their c hildren. 

This reform would by no means exhaust the leakage in death taxa- 
tion but it would make a good start. It would: also be w first step 
toward making the death tax respectable. 

Tax-exempt securities 

Tax-exempt securities are maintained largely because of a vested 
interest of municipalities; they can muster a very effective lobby ; and 
their interest is more tangible ‘and direct than that of the great masses 
of taxpayers who are logically arrayed on the other side. The situa- 
tion is not unlike that which prevails in percentage depletion. 

The case against tax-exempt securities in terms of economic effects 
is well known. The exemption coaxes upper bracket income into the 
relatively riskless security market which 1s the natural hunting ground 
for widows and orphans. Many have noted the perversity of a system 
that lauds the risk taker and then creates a tax haven for the safest of 
investments. 

It has been argued for tax exemption that it helps keep down the 
regressive general property tax which is the most available source of 
revenue with which to meet debt service at the local level. It is also 
argued that it promotes State and local public works needed for na- 
tional defense and to absorb investment funds. Particularly when our 
need for school and highway construction is critically high, any pro- 
test against tax-exempt securities is likely to fall on deaf ears. 

But again we have a case where if subsidies are needed they had 
better be direct. Public works that are financed out of taxes are hard- 
ly of less interest to the Nation than those that are financed by bor- 
rowing. Direct aid for construction or for certain kinds of construc- 
tion makes more sense than indirect support for borrowing, particu- 
larly when the latter clutters up the tax system. Better still we might 
have a construction aid geared to fluctuations in an index of employ- 
ment or production. 

The debate concerning public power would be much simpler and 
clearer if we had never got our Federal system entangled in this 
jungle. The fact that tax-exempt securities are very lar gely a unique 
‘American institution answers those who seem to think that this ex- 
ception in our tax laws was ordained by nature. 

Fringe benefits 

This is a large and growing subject to which I shall have to do far 
less than justice. It is serving as a convenient means of tax avoidance 
at all levels of income. 

The most conspicuous of all fringe benefits are the stock options 
granted to business executives. This involves also the modern alchemy 
of transfor ming ordinary income into capital gains. The options are 
to purchase stock at favorable prices and usually exercisable over a 
considerable period. Stock thus acquired when subsequently sold at 
a profit results in capital gain rather than an addition to the employee’s 
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salary. The code provides complicated boundary lines within whieh 
this wide-open invitation to tax avoidance may be exercised with im- 
punity. For instance, the option price may not be less than 85 percent 
of the market price at the time the option was granted; the employes 
may not own more than 10 percent of the stock of the company; and 
the sale must be at least 2 years after the option was granted and 6 
months after it was exercised. However, outside these restrictions, the 
courts have generally allowed capital-gains treatment where the com- 
pany’s purpose in granting the option was to encourage a proprietary 
interest. 

A public purpose in stock-option privileges may be claimed on the 
score that they develop a stake for managerial employees in the suc- 
cess of their employers. Stripped of all rationalization, however, 
they serve principally as a reminder that our will to impose rates ex- 
ceeds our will to apply them. This is surely another case of that 
erosion and corrosion of the income tax which has alarmed the friends 
of this form of taxation everywhere. 

Interesting issue in the area of fringe-benefit taxation is posed by 
the proposal to allow professional people to postpone tax on a limited 
amount of savings set aside for retirement. It is suggested that this 
would give them parity of treatment with business executives who 
qualify under tax-exempt pension schemes. Perhaps this is the best 
available illustration.of how one special privilege in the tax laws 
breeds another. 

It seems that the proposal is none too persuasive even as one to 
equalize privileges. The business executive has no control of his 
pension allowances nor are they fully realized or vested. Moreover 
the fortunes of business executives are bound to corporations which 
are now seeking relief on the ground that they are over- and double- 
taxed. Finally, any scheme of the kind proposed would be rank dis- 
crimination unless it brought in its fold employees that are not covered 
by pension funds. Of course these employees do have the benefit of 
social security. The professional groups might also have had it, had 
they not vetoed the idea. 

If the present laws do perpetrate a discrimination we might better 
proceed to place some income limitation on tax-privileged executive 
pensions. Wholesale exemption of savings from the income tax would 
constitute erosion of-a much-eroded institution and would compro- 
mise beyond recognition the theoretical basis of the tax. The eco- 
nomic effects of such mutation would be far-reaching. Among them 
would be those associated with a weakening of the progressive feature 
of the tax; and an aggravation of the problem of finding investment 
outlets for our abundant savings might also be expected. 


EROSION OF THE TAX BASE AND RATE STRUCTURE 
RANpoLPH E. Paut, Paul, Weiss, Rifkind, Wharton & Garrison, Washington, D. C. 
INTRODUCTION 


The idea is firmly planted in the ambivalent American mind that 
the United States has a progressive income-tax system. Some Amer- 
icans, a good many of them Americans paying income tax at a flat or 
unprogressive rate, take virtuous pride in the fact that we have a sys- 
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tem of this kind; they regard our system as a victory for the democratic 
control of taxation. . They assume, of course, sometimes for Keyne- 
sian reasons, that a progressive system helps the economy in several 
ways. Other Americans object, often with loud voice, to the high de- 
gree of progressivity they are able to detect in our Federal tax sys- 
tem. To a certain incalculable extent some of these Americans, es- 
pecially if they are taxpayers—or hope to become taxpayers—pay- 
ing tax at progressive rates, deplore, at least at the subconscious level, 
the contribution the Federal tax system exacts, or may some day 
exact, from their pocketbooks. But the story has a different em- 
phasis when it is told. Progressivity is semantically popular in low- 
income quarters, and objectors usually find it prudent to dress their 
objections in fancy verbal clothes. They do so sometimes by assert- 
ing that the excessive progressivity of the American system impairs 
incentives to work, produces a shortage of venture capital, and in- 
hibits the healthy growth of the economy. Objections in this vein 
sound better than plain objections to the payment of taxes. 

These two violently opposed schools of thought make one common 
assumption. It is that the American income-tax system is highly 
progressive. My testimony will question that premise. It will con- 
centrate upon the single factual issue of the extent of progressivity 
in our Federal income-tax system.’ To state my findings of fact in 
advance of my proof, my conclusions wll be that the pride of one 
school of thought and the fears of the other school are largely 
unfounded. My first conclusion will be that for most taxpayers we 
have a far less progressive income-tax system than is popularly sup- 
posed and that the system is not as progressive as it pretends to be. 
My second conclusion will be that the progression remaining in that 
system after considerable erosion over the course of time works a 
number of gross discriminations, particularly against a large and 
respectable part of the American population which earns the prin- 
cipal part of its taxable income. 


Tue Rate Srrvucrure or THE INCOME Tax 


We may look first to the pretenses of the individual income tax. 
The tax begins at 20 percent of taxable income and rates rise fairly 
rapidly in the principal schedule*® to 91 percent on the excess of 
taxable income over $200,000 in the case of individuals other than 
heads of households, $300,000 in the case of heads of households, and 
$400,000 in the case of the combined income of a married couple. On 
paper these rates certainly indicate a progressive system. If our 
tax system actually imposed any such rates upon individual incomes, 
there might be a prima facie case for the hypothesis, often stated as 
dogma, that our income-tax system has impaired incentives to work 
and wiped out the capacity of upper bracket taxpayers to provide 
investment funds for the growth of the economy. It would be strange 
if a system carrying these rates did not have some effects of this kind. 


1 Our various State income taxes are progressive only to a very mild degree. 

2? Recent years have witnessed a shift away from taxes upon consumption to taxes upon 
individual and corporate profits. This may have made the whole tax system more progres- 
sive than it formerly was. This paper is directed primarily to the income tax itself, the 
nygeemy most progressive element in the system, and not to the whole system. 

nternal Revenue Code of 1954, sec. 1. 
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But, as we shall see, the bark of our individual income tax is much 
worse than its bite. Perhaps this is one reason why the American 
taxpaying public continues to work as indefatigably as it used to work 
in the good old days nostalgia sometimes brings to fond memory. 
The same fact may help to explain why convincing evidence remains 
mysteriously lacking * that there is any dangerous shortage of invest- 
ment funds to provide for a healthy development of the American 
economy.°® 

We may, perhaps appropriately, start our analysis at the bottom of 
the income scale. The income-tax rates start at 20 percent of taxable 
income. The 20-percent rate applies to the first $2,000 of taxable 
income, or $4,000 of taxable income of a married couple filing joint 
returns. In 1953, the last year for which estimates are available, 63 
million out of 77 million taxpayers * paid tax at this first bracket rate. 
For these taxpayers the exemptions were the only important factor of 
progressivity. They are probably the all-important factor of pro- 
gressivity for a good many additional taxpayers in the lower and mid- 
dle range of the income scale.® 

Now we may move to statistics which cover the whole income yonge. 
An estimated total of $117 billion of taxable income was reported for 
1953. This total of taxable income paid $32 billion of individual in- 
come taxes. Therefore the average effective rate of tax applying to 
the total reported tax base was about 27 percent.° This average effec- 
tive rate exceeded the first bracket rate of 22.2 percent by only 4.8 per- 
centage points. Thus, only about 18 percent of the total yield of the 
individual income tax came from the impact of this average excess 
effective rate over the first bracket rate. 

The present structure shows marginal rates moving up to 87 percent 
upon taxable incomes of $100,000 and 91 percent upon incomes in excess 
of $200,000. The income tax upon a taxable income of $100,000 re- 
ceived by an unmarried individual other than the head of a household 
is supposed to be $67,320. An individual having the same status re- 
ceiving $200,000 is supposed to be liable to an income tax of $156,820. 
The apparent effective rate applicable to unmarried individuals is, 
therefore, about 67 percent upon incomes of $100,000 and 78 percent 
upon incomes of $200,000. 

These are high rates of tax. On paper they certainly look severe 
enough. But in fact the statutory schedule does not tell the whole 
story. It isa column of theoretical rates at the beginning of the code. 
At other places the same code sets up a number of alternative separate 
lower tax rates.° If we use the concept of income called adjusted 


‘See Butters, Thompson, and Bolinger, Effects of Taxation : Investments by Individuals, 
pp. 28, 48, 50 (1953) ; Saunders, Effects of Taxation on Executives, p. 12 (1951) ; Heller, 
Limits = Taxable Capacity With Respect to Income Taxation, 1952 Tax Institute 
Symposium. 

5 tt could be argued that we are past the time when investment depends upon contribn- 
tions from the untaxed funds of the high-bracket incomes, and that this source of invest- 
ment capital is less important than it used to be because much potential investment is now 
evellanee in pension trust funds and other pools of capital owned in part by the low 
neomes, 

®Internal Revenue Code of 1954, sec. 1. 

Counting married couples filing joint returns as 2 taxpayers, each with half the 
combined taxable income. 

* Musgrave, Conference on Taxation, CIO Committee on Economic Policy, p. 32 (1958) ; 
Paul, Taxation in the United States, p. 761 (1954). 

*Pechman, Yield of the Individual Income Tax During a Recession, 7 National Tax 
Journal, pp. 1, 9 (1954). 

_ Some of these later rates apply to individuals or very limited groups. See Surrey, 
Conference on Taxation, CIO Committee on Economic Policy, p. 42 (1953) ; Cary, Pressure 
Groups and the Revenue Code: A Requiem in Honor of the Departing Uniformity of the 
Tax Laws, 68 Harvard Law Review, p. 745 (1955). 
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gross income, which includes half of net capital gains, the actual effec- 
tive rates of income tax for 1952 for taxpayers with incomes above 
$100,000 was 53.4 percent. This was so even though marginal rates 
reached the stratospheric level of 92 percent in that year and the maxi- 
mum effective rate then reached the high level of 88 percent.” 

What I have said does not mean that the Federal Government in 
1952 received as much as 53 percent of every dollar of the income of 
high-bracket individual taxpayers. This percentage for 1952, well 
below the theoretical effective rates made applicable by the code to 
high incomes, is a percentage only of the total adjusted gross income, 
including half of long-term capital gains. If we defined income as 
including the other half of net capital gains, the percentage for 1951 
would go down from 53.1 percent to about 45 percent. It would go 
still lower if we counted as taxable exempt State and local bond in- 
terest and the value of personal consumption expenditures not in- 
cluded in adjusted gross income, and if we made allowance for the 
effect of percentage depletion deductions in excess of cost.* Other 
provisions of the code enabling the legal minimization of the tax lia- 
bility the statute pretends at its beginning to impose would bring the 
actual effective rate to a still lower level. 


LEAKAGES IN THE RATE STRUCTURE 


Most of you are familiar with the reasons why most American tax- 
payers do not pay income tax at the rates appearing in the schedules 
at the beginning of the Internal Revenue Code. For the sake of the 
record I should like, however, to list the principal of these reasons." 


(1) Although I think that the Congress has constitutional power 
to tax * interest upon bonds issued by State and local governments, 
the code explicitly exempts this type of income.” Many attempts to 
stop this costly leak in revenue have proved unsuccessful.’* Curiously 
enough, Congress grants this exemption not so much to help the bond- 


2 Statistics of Income for 1952, pt. 1 (preliminary report, table 1, p. 9). This percentage 
was 53.1 percent for 1951. Statistics of Income for 1951, pt. 1, tables 1a and 11, pp. 26, 75. 
See also Butters, Thompson, and Bolinger, Effects of Taxation: Investments by Individuals, 
pp. 86-87 (1953); Surrey, Conference on Taxation, CIO Committee on Economic Policy, 
p. 42 (1953). For the year 1946 the percentage reached only 50 percent; for the year 1948 
it reached 57 percent. 

72On the other hand, the percentages used do not take cognizance of additional taxes 
arising from the audit of returns. 

33There are some offsets to the above list -which tend to diminish the disparity between 
theoretical and actual tax rates. For example, capital losses are not completely deductible. 
Individuals with fluctuating incomes my pay over a period of years greater taxes than 
would be called for by the theoretical rates. And from the standpoint of wealth accumula- 
tion we must remember that most States, and some cities, impose income taxes. This, 
however, would not seem to be an important factor since these taxes are deductible in 
computing income subject to the Federal tax. Generally speaking, it may be assumed that 
these offsets have an almost negligible impact compared with the considerations which tend 
to bring the impact of the income tax below what would be expected from the theoretical 
rates contained in the statute. 

i4 See Helvering v. Gerhardt (304 U. S. 405 (1988)) ; Allen v. Regents of the University 
System of Georgia (304 U. S. (1938)); see also Opinion of Assistant Attorney General 
Samuel Clark, Apr. 14, 1942, reported in hearings before the Ways and Means Committee, 
Revenue Revision of 1942, p. 3106. 

4 Internal Revenue Code of 1954, sec. 1038 (a) (1). 

1% In 1935 President Roosevelt, following the lead of Presidents Harding and Coolidge, 
and all Secretaries of the Treasury since 1919, including Secretary Mellon, suggested that a 
constitutional amendment be submitted to the States permitting a Federal income tax on 
income from this source. Congress did not act upon this proposal, nor again upon 2 
proposal made in 1938 that Congress assume constitutionality and adopt legislation ending 
these exemptions for the future. Again in 1942, a war year, another attempt to eliminate 
this statutory exemption was unsuccessful. 
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holder receiving the interest as to help the debtor State or municipality 
issuing the bond which, it is claimed, would have to pay a higher 
interest rate if the exemption were not available. This exemption costs 
the Federal Government something like. $300 million of revenue a 
year. 

(2) The statute exempts interest upon savings invested by individ- 
uals through life-insurance companies.” The tax inducement in life 
insurance has to do with the savings component of insurance pre- 
miums. Interest earned and accumulated on the reserves of life- 
insurance policies is not taxable to the policyholder or in any sub- 
stantial degree to the insurance company. The proceeds of a policy 
paid to beneficiaries upon the death of the insured are completely 
exempt for income taxation.’"* Where a policy matures or is sur- 
rendered for its cash value, only the excess of the amount realized 
over the entire amount of premiums paid is taxable. Since the pre- 
miums paid include the cost of the insurance in a pure sense (includ- 
ing agents’ fees and operating costs of the insurance company), as 
well as the savings contribution of the policyholder, there will often 
be no income tax upon the surrender of a policy, even where the policy 
has substantial savings features. In other words, the insurance com- 
ponent of the premiums frequently will be large enough to offset the 
interest accumulation under the savings component. Therefore, in- 
surance offers investors a means of obtaining tax-exempt income, 
if they are willing to make a package purchase of insurance and 
savings, and are able to pass the necessary physical examination to 
qualify for life insurance. 

(3) In the case of almost all minerals” the statute permits a de- 
duction of percentage depletion beyond the cost of the property being 
depleted ; it also permits a full deduction for certain expenses of ex- 
ploration and development.” In the case of other property used in 
business the deduction for depreciation is limited to the cost of the 
property. The combination of percentage depletion and the intangi- 
ble development expense deduction are costly to the revenue. They 
cost at least $500 million which would otherwise come from corporate 
taxpayers; no one knows how much subsidy they extend to individual 
taxpayers. It may be one of the vices of this subsidy that it does 
not appear on the expenditure side of the budget.” 

(4) The statute permits a deduction of a number of personal con- 
sumption expenditures, such as real-estate and other taxes.* interest 
payments upon mortgages upon owner-occupied homes, and interest 
upon consumer debt.“ These deductions have the effect of excluding 

. Butters, Thompson and Bolinger, Effects of Taxation: Investments by Individuals 
” is Internal \ievénue Code of 1954, sec. 2042. 

”% The deduction extends to clam and oyster shells, which may not be classifiable as 
minerals. Internal Revenue Code of 1954, sec. 613 (b) (5). 

* Internal Revenue Code of 1954, sec. 615, 616. 

21 See Fortune directory of the 500 largest United States industrial corporations, sup 
plement to Fortune issue July 1955, which shows that the 10 largest American industrial 
companies, excluding oil companies, in 1954 paid 48 percent of their net income in taxes, 
whereas the 10 largest oil and gas companies paid only 28 percent. The 10 largest oil and 
gas companies kept in 1954 a total of $597 million which they would have paid in taxes 
but for the percentage depletion and intangible development expense deduction. 

“Heller, Limits to Taxable Capacity With Respect to Income Taxation, 1959 Tax 
Institute Symposium. 


2 Internal Revenue Code of 1954, sec. 164. 
* Internal Revenue Code of 1954, sec. 163. 
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these items of expenditure from taxable income,” and create a tax 
discrimination in favor of borrowers and homeowners. 

(5) The splitting of family income * by the use of multiple trusts, 
gifts inter vivos, and family partnerships, enables a substantial reduc- 
tion of family tax liability.” 

(6) Many taxpayers employ other legal means to minimize the tax 
liability which would arise from the apparent rates listed in the 
statute. Some of the most popular techniques are deferred compen- 
sation arrangements,” pension trusts,” and various types of fringe 
benefits. 

(7) The impact of the theoretical tax rates imposed by the statute 
is frequently diluted by the accumulation of profits in closely held 
corporations.” While these accumulated corporate profits do not in 
a technical sense represent income of the individual stockholders until 
they are distributed as dividends, they do constitute an addition to 
the wealth of the stockholders. Moreover, they may become the income 
of the individual stockholders in years of low rates or loss years, or 
they may eventually be taxed as capital gains of the individual stock- 
holders upon sale of their stock or upon final liquidation and some 
partial liquidation. They may never be taxed if the stock is not sold 


by the shareholder. Thus, in one way or another the stockholders 
often escape the impact of the theoretical rates appearing at the begin- 
ning of the statute. 

(8) Capital gains receive preferential treatment in the form of an 
exclusion of 50 percent of net capital gains and an optional rate of 
25 percent, a rate only a little Sasker than the lowest surtax rate. In 
addition, many potential capital gains altogether escape taxation where 


owners refrain from selling appreciated assets until their death.” 
These preferences probably are the major reason for the disparity 
between theoretical and actual rates of income taxation in the high- 
income brackets. It may be added that each tax bill coming from 
Congress contains provisions establishing new tax-sheltered havens 
arising from the classification as capital gain of items of receipts 
formerly taxable as ordinary income.” The most recent beneficiaries 
of this legislative generosity are sales of timber, stock options,“ coal 
royalties,® sales of breeding livestock,* sales of unharvested crops with 
the farm,*’ and sales of patents. 


25 Deductible Contributions, Butters, Thompson, and Bolinger, Effects of Taxation: 
Investments by Individuals, p. 81 (1953). 

7] favor, as does Professor Surrey, the income splitting principle introduced into the 
eode by the 1948 act as the only practical solution of the problem of discrimination created 
by the community property system of some Western and Southern States. Indeed, in 1947 
we both testified before the Senate Finance Committee on behalf of this change in the 
statute. There is peebediy too much differential under existing rate schedules in favor of 
married persons. ut this error can be corrected by substituting new rate schedules. 

77 Gerhard Colm has said that ‘“‘The high rates are largely ineffective’ for this reason. 
Colm, Conference on Taxation, CIO Committee on Economic Policy, p. 3 (1953). 

28 Internal Revenue Code of 1954, secs. 401-404. 

2 Internal Revenue Code of 1954, secs. 401-404. 

*® Hall, Taxation of Corporate Surplus Accumulations, a study prepared for the Joint 
Committee on the Economic Report, P. 185 (1952). See also Smith, Effects of Taxation: 
Corporate Financial Policy, p. 952). 

31 Internal Revenue Code of 1954, sec. 1014. 

2] leave to another witness, Prof. William L. Cary, the story of how these and other 
provisions have been added to the tax code. See Cary, Pressure Groups and the Revenue 
Code: A Requiem in Honor of the Departing Uniformity of the Tax Laws, 68 Harvard Law 
Review, p. 745 (1955). 

*3 Internal Revenue Code of 1954, sec. 1231 (b) (2). 

* Internal Revenue Code of 1954, sec. 421. 

% Internal Revenue Code of 1954, sec. 1231 (b) (2). 

% Internal Revenue Code of 1954, sec. 1231 (b) (3). 

3 Internal Revenue Code of 1954, sec. 1231 (b) (4). 

% Internal Revenue Code of 1954, sec. 1235. Copttal gain treatment may now be avail- 
able on sales of oil and gas rights and sales of sulfur royalties. P. G. Lake, Inc. v. Com- 
missioner (24 T. C. No. 114); W. F. Weed v. Commissioner (24 T. C. No. 116). 
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(9) One more contribution to the difference between the theoretical 
and the actual impact of income taxation comes from evasion of the 
tax, Some of this evasion is unintentional; some is deliberate. Even 
though the statute does not so permit, in actual practice a good many 
higher bracket individuals, especially the owners of family businesses, 
are able to charge off substantial amounts of personal consumption 
expenditures as business expenses. The failure to withhold income 
taxes from interest and dividends ® loses about $300 million annually 
in revenue. Some other evasion is made possible by inadequate 
administration.” 

Some basic data support the conclusion that income is under- 
reported in tax returns. Striking discrepancies“ appear between 
Department of Commerce estimates of income * and the amounts of 
income reported on income-tax returns for 1944, 1945, and 1946. On 
the average only 86 percent of consumer money income, after exclud- 
ing military income, social security benefits, and unemployment com- 
pensation pensions and annuities, were reported for tax purpose. The 
average ran high, with only 36 percent of farm income reporting for 
1945 only because the reporting of civilian wages and salaries reach 
95 percent.* 


Tue Errect or LEAKAGES IN THE Rate STRUCTURE 


The obvious effect of this softness in the graduated rate structure 
of the Internal Revenue Code is a substantial loss of revenue. This 
loss of revenue is important. Of course, the restoration of the tax 
base and the renovation of the rate structure would also accomplish 
objectives beyond an increase of revenue. For one thing, it would 
make the income tax a more efficient agent for the redistribution or 
equalization of income and wealth, if that is an important value.“ 
Also, the distortions and violations of equity now in the statute set a 
limitation upon the potential additional revenues that could be de- 
rived from rate increases if a national emergency should demand tax 
increases.* On the other hand, if the incidence of the income tax in 
the upper brackets were as severe as the rate schedules make it appear 
to be, work incentives might truly suffer and venture capital might 
be as scarce as many opponents of high taxes claim that it now is.“ 
As things now are, these opponents are able to make their arguments 
sound more convincing than they would sound if they did net receive 


_ * Attempts to persuade Congress to provide for the withholding of tax on dividends, 
interest, and royalties have so far proved unsuccessful. Paul, Taxation in the United 
States, Dp. 557, 564, 606, 616, 625 (1954). 

“ See The Internal Revenue Service, Its Reorganization and Administration, study printed 
by Joint Committee on Internal Revenue Taxation (1955). Almost one-half of all business 
returns (including farm returns) contain some errors the majority of which favor the 
taxpayer. A recent sample study made by the Internal Revenue Service indicates that the 
tax resulting from errors in returns totaled $1.5 billion in 1948; of this amount $1.4 billion 
should be attributed to errors in the taxpayer’s favor. 

_ Selma F. Goldsmith, Appraisal of Basic Data Available for Constructing Income Size 
Distributions, pt. VI in vol. 13 of Studies, Conference on Research in Income and Wealth 
(National Bureau of Economic Research, pp. 301-304 (1951) ). 

* As adjusted for comparability with tax returns. 

“The coverage of combined farm and nonfarm entrepreneurial income ranged from 66 
to 71 percent. With respect to other income sources, the range for the 3 years was 65 to 
68 percent of the “interest, dividends, and fiduciary income” as a group, and 45 percent of 
rent, excluding roomer-boarder income. Heller, Conference on Taxation, CIO Committee 
on Economic Policy. pp. 21, 24 (1953). 

** Strayer, Individual Income Tax and Income Distribution, 14 American Economic Re- 
view, p. 430 (1955). 

: 7 cus Limitations on the Federal Net Income Tax, 7 Journal of Finance, 
J. e * . 
* Paul, Taxation in the United States, p. 501 (1954). 
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plausibility from a delusively high apparent, but unreal, rate struc- 
ture. 

From the standpoint of tax policy the inequity and discrimination 
resulting from the failure of the Income tax to-hve up to its progres- 
sive pretensions has other unfortunate results. As it stands, the in- 
come tax is not treating alike taxpayers who are in an economic sense 
similarly situated. The tax has an uneven impact and is more and 
more failing to do equity in the sense of similar treatment of persons 
with equal incomes. The vice of the present rate structure is not only 
that it is more apparent than real. It is also that it is no more than 
apparent for some taxpayers and real in a very grim sense for others 
in the same economic position. It does not distribute its burdens 
fairly among taxpayers from the standpoint of ability to pay. It 
permits escape from taxation by many taxpayers with substantial 
ability to pay and at the same time places a disproportionate burden 
upon others with the same taxpaying capacity. Since “uniform taxa- 
tion upon those equally able to bear their fair shares of the burdens 
of government is the objective of every just government,” ** this aspect 
of a growing failure of income taxation to do justice among taxpayers 
should be a matter of intense concern to all of us. 

On the other hand, the income-tax statute comes closer to living up 
to its pretensions with respect to low-income taxpayers.** Except in 
certain areas the effective rate of tax upon these taxpayers is what the 
statute at its beginning says it is. In contrast, the effective rates for 
most taxpayers with high incomes fall far below the pretensions of 
the statute. The rate schedules in the statute therefore misrepresent 
the comparative situation as between high- and low-bracket taxpayers. 
In actual fact the average ratio of apparent to actual tax rates is 
considerably higher for low incomes than for middle and upper 
bracket incomes. Moreover, the effective rates for some high-bracket 
taxpayers are as represented in the rate schedules contained in the 
statute. This means that for many others in this category the effective 
rates are considerably less than 53 percent of adjusted gross income, 
or 45 percent of adjusted gross income plus the other half of capital 
gains. Thus, discrimination does violence to equity not only as be- 
tween taxpayers with high incomes and taxpayers with low incomes, 
but also among taxpayers with high incomes. 

This condition of income-tax affairs follows inevitably from the 
‘-auses of discrimination I have listed. The important causes of dis- 
parity between apparent and actual effective tax rates operate pri- 
marily in favor of the high incomes. The ownership of State and 
municipal securities is largely among high-bracket taxpayers.” 
High-income taxpayers receive the greatest benefit from investment 
of savings in life insurance.” It is a fair assumption, I think, that 


* Black, J., concurring in Helvering v. Gerhardt (304 U. 8. 405, 427 (1938)). See also 
Blough, The Federal Taxing Process, p. 382 (1952): Blough, Basic Tax Issues, included 
in The History and Philosophy of Taxation, p. 21 (1955). 

48In some respects the statute fails to live up to its pretentions in the case of, and 
among, low-income taxpayers. Fringe benefits are on the increase in a dramatic way. The 
over-65 exemption, sec. 151 (c), and the retirement-income credit, sec. 87, help small tax- 
payers. In addition, many small-business owners, marginal farmers, casual workers, and 
domestics are able to escape much of the nominal impact of the tax, and not a few low- 
income taxpayers enjoy the benefit of deductions for personal-consumption exnenditures. 

*See Heller, Practical Limitations on the Federal Net Income Tax, 7 Journal of 
Finance, pp. 185, 199 (1952). 

% Butters, Thompson, and Bolinger, Effects of Taxation: Investments by Individuals, 
p. 284 (1953). 

‘Id. at p. 316. 
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the benefit of percentage depletion goes mostly to the upper brackets, 
and that these brackets secure a large part of the benefit arising from 
the deduction of personal consumption expenditures, such as real- 
estate and other taxes and interest payments upon mortgages upon 
owner-occupied homes. It is the higher incomes which resort more 
generally to tax-avoidance devices such as multiple trusts, gifts inter 
vivos, and family partnership, deferred compensation and pension 
trust arrangements.” Few small taxpayers avoid tax liability by 
accumulating profits in family owned corporations. Since stoc 
ownership is concentrated to a considerable degree in the top-wealth 
groups,®’ capital gains are also concentrated to a remarkable degree in 
the upper levels of income.* And, finally, last but far from least, 
taxpayers whose income consists largely of wages and salaries have 
only a limited opportunity * to minimize the impact of the high 
theoretical tax rates the statute pretends to impose upon all taxpayers. 
While high-salaried executives may to some extent resort to such expe- 
dients as deferred compensation * and stock option arrangements,” and 
pension and profit-sharing trusts, many high-bracket taxpayers are 
helpless to escape, as do other high-bracket taxpayers, from the impact 
of the severe rates contained in the statute. These rates are for them 
actual rates, as they are also for wage earners who likewise have only 
limited pathways of escape through fringe benefits, group life insur- 
ance and welfare funds, pension plans, health and welfare funds, and 
food and lodging and other benefits in kind.* Most of these limited 
methods of escape are available only to organized labor.” 


Dancers INHERENT IN THE PRESENT Rate STRUCTURE 


There are real dangers for the income tax in these variations in the 
rate structure and erosions of the potential tax base. Paul Strayer 
has said ® that— 


current practices are so bad as to seriously weaken the income tax as a means of 
income distribution and to threaten its future as the largest single source of 
revenue, 


Professor Strayer also visualizes the unpleasant alternative of a greater 
dependence upon indirect taxation." Walter Heller has suggested 
that— 


growing erosion and corrosion of the income-tax base is increasingly raising 
questions of how far we can extend our reliance upon this form of taxation.” 


William Cary has attributed “the increasing complexity of the tax 
laws” to the present policy of growing preferential treatment to seg- 
ment after segment of our taxpaying public, and has suggested with 


=Td. at pp. 358, 361. 

537d. at pp. 373, 22. 

“etn and Warren, Federal Income Taxation Cases and Materials, p. 890 (1954 
edition). 

°° The opportunity afforded by fringe benefit arrangements. See note 48. 

5 Kisenstein, A. Case of Deferred Compensation, 4 Tax Law Review, p. 391 (1949). 

571954 Code, sec. 421. 

5’ Guttentag, Leonard, and Rodenwald, Federal Income Taxation and Fringe Benefits 
Special Proposal, 6 National Tax Journal, p. 250 (1953). 

Strayer, Individual Income Tax and Income Distribution, 14 American Economic 
Review, p. 430 (1955). 

© Strayer, Individual Income Tax and Income Distribution, vol. 14, American Economic 
Review, p. 430 (1955). 

*' Strayer, Individual Income Tax and Income Distribution, vol. 14, American Economic 
Review, p. 430 (1955). 

® Heller, Conference on Taxation, CIO committee on economic policy, pp. 21, 23 (1953). 
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alarm the collapse of the income-tax system.® On one point a good 
many serious critics are in complete agreement. We have “a system 
of taxation by confession.” We cannot hope for the continued 
success of a system that depends so completely upon the good will of 
taxpayers and voluntary cooperation of the taxpaying public unless 
the system is kept fair and uniform in its application. As Professor 
Cary has said: 

if the average taxpayer finds our tax laws more and more checkered with special 
legislation, the danger is that disrespect will spread and make enforcement 
impossible.” 

Various explanations have been given for the “disuniformity” that 
now pervades our income-tax sy stem. Similar cynical explanations 
have come from George O. May, a distinguished accountant, and L. H. 
Seltzer, an eminent economist. May looked upon the revenue process 
as a football game and said: 

You have to let someone get through the line and score a touchdown occasion- 
ally or you won’t have a game.” 

Seltzer has attributed to many Congressmen and other persons a feel- 
ing about the tax system comparable to the feelings of spectators at 
an athletic contest. 


Few persons like to see a baseball game in which there are no runs, no hits, 
and no errors; or a football game in which no one makes a touchdown. 


So he concludes that Congressmen do not want— 


an airtight system. They want to preserve the opportunity for a man to make 
a financial home run, a touchdown, a killing.” 


In Seltzer’s opinion the preferential treatment of capital gains and 
other permitted avoidance techniques have the virtue in the legislative 
mind of offering just such an opportunity. 

Stanley Surrey puts forward the hypothesis that Congress does not 
believe in high surtax rates in the upper brackets or the principle of 
progression, ‘but bows to the political necessity of putting nominally 
high rates in the statute and te deliberately makes them ineffective. 
Harold Groves suggests that Congress— 


throws a high-rate schedule to the public as a demagogic bone and then as deliber- 
ately allows escapes from taxes that make these rates specious.® 


Surrey does not condemn .Congress for its choice of lower effective 
rates. In terms of total tax burden the choice may be wise, he admits, 
from the standpoint of incentives for effort and investment. It may 
be a necessary escape valve. But it does, equitywise, distort the impact 
of the tax among high- bracket taxpayers and as between many high- 
and most low-bracket taxpayers.” 


*® Cary, Pressure Groups and the Revenue Code: A Requiem in Honor of the Departing 
Uniformity of the Tax Laws, vol. 68, Harvard Law Review, pp. 745, 775. 780 (1955). 

* Justice Jackson, concurring in United States v. Kahringer (345 U. S. 22, 36 (19538)). 
said: “That a people so numerous, scattered, and individualistic annually assesses itself 
with a tax liability, often in highly burdensome amounts, is a reassuring sign of the sta- 
bility »nd vitality of our system of self-government. What surprised me in once trying to 
help administer these laws was not to discover examples of recalcitrance, fraud, or self- 
servine mistakes in reporting, but to discover that such derelictions were so few.” 

* Cary, Pressure Groups and the Revenue Code: A Requiem in Honor of the Departing 
Uniformity of the Tax Laws, vol. 68, Harvard Law Review, pp. 745, 778 (1955). 

* Tax Institute, Capital Gains Taxation, p. 22 (1946). 

* Seltzer, Capital Gains and the Income Tax, vol. 40, American Economic Review, pp. 
271. 378 (1950). 

* Groves, hearings before the Joint Committee on the Economic Report, 84th Cong., 
lst sess... p. 294. 

* Surrey, Conference on Taxation, CIO committee on economic policy, pp. 42, 43 (1953). 
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SUGGESTED REMEDIES 


Several remedies have been suggested for this disease of “disuni- 
formity” in the income tax. Heller would like to see a tightening up 
of enforcement and a restoration of some of the lost base.” Strayer 
and Heller, and Cary all suggest a reduction in top-bracket rates 
coupled with a wholesale revision to prevent tax ayoidance." Heller 
would also like to reverse the split-income provision applicable to 
liuusbands and wives, and take the Spartan path of “making the origi- 
nal 8 community-property States (and their 4 or 5 imitators) give up 
their favored position”; for him “the 8-State tail wagged the 40-State 
dog” when this provision was enacted. With this “remedy I would 
disagree, and I think Surrey would also, though I think that we would 
both agree upon the wisdom of reducing the present differential in 
tavor of married persons. 

There is general agreement that something strenuous needs to be 
done. The income tax is now a wasting asset of the Nation. Each 

special favor granted by Congress to place an unfavored group on an 
equal basis with some previously favored group leads to new necessi- 
ties; some similarly placed taxpayer very naturally claims that he 
deserves like treatment.” This process of erosion and patchwork 
amendment must stop somewhere; otherwise the statute, even now 
almost hopelessiy complicated, will “approach the ridiculous,” ® and 
taxpayers will have to spend more and more of their time and energy 
on the job of keeping their tax liability at a minimum. Somewhere 
a line must be drawn if the statute and regulations are not to become 
1 shambles, and if we are to stop short of a tax law which imposes its 
nominally severe rates upon only a few politically powerless high- 
bracket taxpayers and its actual lenient rates upon other high-brac ket 
taxpayers, with a consequent discrimination against most low -bracket 
taxpayers who are unable to take advantage of the alternative lower 
rates available to most high-income taxpayers. 

Perhaps some pattern of rescue will develop from an analysis of 
underlying causes of our present difficulties. One important cause, 
it seems to me, has been undue emphasis upon the stimulation of invest- 
ment and freedom from taxation for incentive reasons.” Industry 
after industry, segment after segment of our population, have con- 
vinced Congress that economic disaster was imminent if relief should 
be withheld.* The assumption of much legislation has been that 
investment was desperately in need of stimulation. Pressure comes 
from an almost neurotic fear that American business is a house of 
cards which a slight gust of wind can blow away, and that high taxes 


” Heller, Conference on Taxation, CIO committee on economic policy, pp. 21, 25 (1953). 
—— disagrees. Surrey, Conference on Taxation, CIO committee on economic policy, at 
D. . 
™ DeWind, The Battle of March 15, Esquire, March 1953, p. 78; Colm, Conference on 
Taxation, CIO committee on economic policy. p. 5 (1953) ; Strayer, Individual Income Tax 
and Income Distribution, vol. 14, American Economic Review, pp. 430, 440 (1955) ; Heller. 
Conference on Taxation, CIO committee on economic policy, pp. 21, 26 (1953): Heller, 
testimony before Joint Committee on the Economic Report, 84th Cong., 1st _sess., p. 399. 

"See Heller, Practical Limitations on the Federal Net Income Tax, 7 Journal of 
Geaare pp. 185, 195 (1952); see also Johnson, The Last Taxpayer, 30 Taxes, p. 181 
{ 

™ Blum & Johnson, 1913-2013, A Hundred Years of Income Taxation, 33 Taxes. p. 41 
(1955). See also Hand, Thomas Walter Swan, in the Poirit of Liberty. p. 213 (1952). 

™ See Heller, Appraisal of the Administration’s Tax Policy, vol. 8, National Tax Journal 
pp. 12, 18 (1955). See DeWind, The Battle of March 15, Esquire, March 1953, p. 

° Cary, Pressure Groups and the Revenue Code: A Requiem in Honor of the banietine 
Uniformity of the Tax Laws, vol. 68, Harvard Law Review, p. 745 (1955). 
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will destroy the American economy. If it proves anything, history 
proves otherwise. Certainly history fails to support arguments that 
high taxes have a ruinous effect upon the economy. I do not like high 
taxes myself, but I am obliged, nevertheless, to admit that work and 
investment incentives have remarkably survived the high taxes of the 
last 20 years, and that venture capital is not lacking today after a 
long period of high taxation.” Many available statistics properly 
suggested to Prof. Alvin Hansen that we have an Alice in Wonderland 
economy in which the more we spend for defense, and the higher our 
taxes go, the more we have left for investment and consumption.” 
The historical record of the last 30 years shows: 

(1) In the prosperous year 1955 taxes are virtually at World War 
II ll Indeed, the combined corporate normal and surtaxes are 
even now at a level 12 points higher than the level they reached during 
World War IT. 

(2) After a period of low taxation in the twenties the national in- 
come fell from a high of $80 billion in 1929 to a low of $40 billion in 
1932. U ‘employment rose to a high of 13 million. 

(3) In the subsequent period of i increasing taxes the American econ- 
omy moved forward to the prosperity we are now enjoying. After 
adjustment for price changes the per capita income of the average 
American after taxes increased 42 percent between 1929 and 1952; 
farm income increased about 50 percent. Unemployment is hardly a 
problem in 1955. 

In the lesser period between 1940 and 1952, side by side with heavy 
military spending and high taxes, the U nited States increased its out- 
put by 70 percent, doubled its manufacturing capacity, and invested 
gross almost $40 billion a year in 1951 prices. In the same period 
current consumption increased in real terms about 50 percent.” 

The longer period, 1929 to 1952, witnessed the establishment of a 
social security program which provides a substantial cushion against 
the hazards of old age, dependency, and unemployment. This system, 
coupled with other systems, public and private, covers nearly every- 
one with at least $245 billion of old-age and survivors insurance. 
This means that 9 out of 10 workers are now enjoying retirement pro- 
tection. About 35 million workers are protected by an inadequate 


unemployment insurance program against the loss of a chance to earn 
a living. 


This ‘showing suggests at least that business is a tougher institution 
than it sometimes pretends to be.” Perhaps.the time is at hand when 
we should shift the emphasis of tax policy from encouragement of 
investment to the revitalization of equity and the encouragement of 
consumption. 


7 See authorities cited in note 4. 

™ Hansen, University of Minnesota Conference on Savings, Inflation, and Economic 
Progress. May 1952. 

™ Hansen, University of Minnesota Conference on Savings, Inflation, and Economic 
Progress, May 1952. Inflation is not an adequate answer to these statistics. At this con- 
ference Professor Hansen went on to point out of the 82 months from mid-1945 to the 
sprint of 1952 only 26 were months of rising prices; the other months were months of 


relatively stable or even falling prices. The 2% years from January 1948 to Korea was 
a period of substantial price stability. 


7 See Strayer, Individual Income Tax and Income Distribution, 14 American Economic 
Review, pp. 430, 431 (1955). 
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CoNCLUSION 


Erwin Griswold has suggested that percentage depletion has come 
to stay.” Others have suggested that the only remedy for the dis- 
crimination involved in the percentage depletion deduction is to grant 
an equivalent to all taxpayers.“ This may well be true of most of 
the inequities in the tax structure. They are men who came to dinner 
and do not mean to go home. If we are going to accept these con- 
ditions as facts of political life, we ought to know what we are doing 
and accept the unpleasant conclusion that our only recourse is to ap- 
proach the problem of tax equity from another direction, granting bal- 
ancing favors to taxpayers who have not received their share. We 
ought also to make what we are doing clear to the low-bracket tax- 
payers, many of whom now think that the tax rates on the high incomes 
are what they pretend to be.* 

At the very least our next major tax bill should give priority to a 
substantial adjustment of the first income tax bracket downward, or 
a split of the first bracket, and leave the other brackets unchanged.™ 
Later, when conditions permitted perhaps other low brackets could be 
reduced or split. Since the income of taxpayers in the lower bracket 
consists mostly of salaries and wages, this would give relief principally 
to taxpayers who are unable to use the tax-minimizing techniques now 
authorized by the statute. A reduction of this kind would help to 
restore balance and equity and furnish a basis for a new rate ethatnie 
which would distribute in a fair manner whatever tax burden was 
required to raise needed revenue. 

I would also like to see the unrealistic high rates lowered to a top of, 
say, 70 percent. These rates produce very little revenue. This reduc- 
tion would not be a bargain involving the reduction of the high rates 
in exchange for the elimination of special favors. If they were put 
to the test, most taxpayers with large incomes would prefer the exist- 
ing state of affairs. They would hardly favor a revision which 
eliminated rates they do not pay and also eliminated provisions that 
bring their burden down to a level well below the level it would reach 
if the statute contained lower, but actually effective, rates for high- 
bracket incomes. The best argument for the elimination of the rates 
above 70 percent is that they mean next to nothing and misrepresent 
to the lower brackets the tax burden actually being imposed upon the 
high brackets. 

A rate reduction in the upper brackets would also give relief to 
those high income taxpayers who are unable to reap any advantage 
from the tax-avoidance gadgets now in the code, and who therefore 
pay an income tax which is unfairly higher than the tax of other high- 
income taxpayers who are able to use presently available techniques 
for avoiding the impact of the high rates now appearing at the be- 


8° See Baker and Griswold, A Correspondence, 64 Harvard Law Review, p. 361 (1951). 
In his classes at Harvard Law School Dean Griswold has suggested that percentage de- 
preciation of earning capacity for all individuals would make about as much sense as 
percentage depletion of oil wells. 

%\ John Kenneth Galbraith has facetiously suggested that percentage depletion be applied 
to professors. ‘There is no group,” he ventures, “where depletion of what is called intel- 
lectual capital proceeds so imma and leaves such a hideous void’’ (hearings before the 
Joint Committee on the Economic sport. 84th Cong., 1st sess., p. 391). 

82 Seo Paul, Taxation in the United States, p. 767 (1954). 

TI do not suggest an earned income credit because of its administrative difficulties. 
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ginning of the code. This group of taxpayers consists largely of self- 
employed people who report substantial income from earnings. 

One suggested way of accomplishing relief for high-bracket tax- 
payers who do not benefit from the alternative rates now contained in 
the code would be to permit some sort of postponement of income tax 
upon income set aside for retirement so that the tax on part of their 
high incomes in high production years will be deferred to later years 
when it will be subject to a lower rate of taxation.“ I confess to an 
instinctive dislike of this remedy. It would take us further along the 
unhappy road we are traveling. It is, in fact, a camouflaged rate- 
reduction measure benefiting a particular group. A straightforward 
reduction of the higher brackets, which do not strike at most tax- 
payers but do strike at this group of taxpayers, seems to me a better 
remedy. 

Next year may bring to Congress the issue of tax reduction. It is 
difficult to correct defects in the statute when tax reduction is not 
permissible. But when the economy is doing well and further incen- 
tive taxation is clearly unnecessary, the time is certainly propitious for 
a redistribution of a lower total tax burden in the direction of greater 
equity. Increased progression can come as well from a reduction of 
the relative burden upon low-income taxpayers as from an increase 
of the burden upon high-income taxpayers.® 

If we wish to accomplish this result, we should carefully consider 
the advisability of a reduction of the lowest brackets as distinguished 
from a reduction across the board. A number of suggestions for 
averaging also deserve careful analysis. If we wanted at the same 
time to distribute the tax burden more fairly, we would at the very 
least incorporate in the statute a provision for withholding on divi- 
dends and interest. We would also eliminate the dividend credit intro- 
duced into the statute by the 1954 Code. If we keep dividend relief, 
we should certainly change the technique of relief to one of the pref- 
erable methods advocated a number of years ago by Ruml and Sonne 
and the Committee for Economic Development. 

These are halfway measures. I still entertain the hope that we are 
capable of more heroic remedies. The restoration of our lost income- 
{ax base requires the destruction of many venerable vested interests 
in tax avoidance. Vested interests always die hard. But we face an 
imperative need to remove discriminations and establish an income- 
tax system which refuses special benefits to some taxpayers because 
their income comes from particular sources, and which taxes alike 
all dollars of income. This would mean a subjection of all income 
to the same rates of tax, with some special provisions dealing with 
the bunching of capital gains and other forms of income.” The basic 
problem of taxing capital gains is, generally speaking, probably the 
most difficult problem in income taxation, but there is certainly little 


** Hearings before Ways and Means Committee on H. R. 10 (Individual Retirement Act 
of 1°55). June 27 and 28, 1955. See also hearings before Ways and Means Committee on 
H. R. 4371. 4373. 3456, 1173, 5847, and 7426. May 13, 1952. 

% With the statute in its present condition any legislation of this character should 
extend its benefits to high-income taxpayers who do not secure the benefits now accru tng to 
other high-income taxpayers. 

% See Paul, Taxation for Prosperity, pp. 362, 365 (1946). . 

8’ Perhaps an averaging device and a more liberal treatment of capital losses. There is 
much to be said fer the system of capital-gains taxation established by the 1936 act, later 
abandoned, under which the impact of the tax depended upon the period of holding of the 
capital asset—the longer the period the lower the tax. 
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merit in many of the provisions of recent years extending the benefits 
of the provisions to more and more types of income, and the provi- 
sion ® permitting capital-gains treatment on the sale of depreciable 
assets. It would require the elimination of the many special statu- 
tory favors now operating in favor of the owners of certain types of 
income, such as income from oil and the extraction of minerals and 
income from investment in life insurance. It would include the taxa- 
tion of interest upon future issues of State and municipal bonds. 

I would like to see these things done. Until we do them, we shall 
not have a rate structure that says plainly what it means, or a statute 
which fairly distributes the heavy tax burdens forced upon us by 
the troubled times in which we live. 





8 Internal Revenue Code of 1954 sec. 1231. 

8° One discrimination in the present structure is the one which permits escape even from 
capital-gains tax (1954 code, sec. 1014) in the case of those who refrain from disposing of 
capital assets prior to death. Vickery, hearings before the Joint Committee on the Eco- 


noee Report, 84th Cong., 1st sess., pp. 391, 404; Paul, Taxation in the United States, p. 683 
(1954). 














VII. RELATIONSHIP OF EXEMPTIONS AND DEDUCTIONS 
IN THE INDIVIDUAL INCOME TAX TO ECONOMIC 
STABILITY AND GROWTH 





COMPARISON OF PERSONAL AND TAXABLE INCOME 


DANIEL M. HOLLAND AND C. Harry KAHB, National Bureau of Economic 
Research, New York City 


Our paper is designed to make the statistical circuit from the income 
receipts of persons to the amount of income actually subject to tax. 
The first part of the trip—from persona. income as estimated by the 
National Income Division of the Department of Commerce to adjusted 
gross income (the income concept used on tax returns)—has been 
undertaken by Mr. Holland in part I of this paper. Part II, which 
contains the rest of the journey—from income reported on tax returns 
to income actually subject to tax—is Mr. Kahn’s work. The paper 
ends with a brief section on income splitting written jointly. Be- 
cause of the separate authorship each section carries independent table 
and footnumbers.* 


I. From Personat Income to Apsustrep Gross INCOME 
1. INTRODUCTION 


The personal-income tax cuts a wide swath through our population. 
Only a small proportion of our citizens are not called to account under 
it. In 1951, for example, out of the total population of 155 million, 
about 136 million taxpayers and dependents can be traced to the 54.4 
million returns filed? Either as taxpayers or dependents of taxpayers 
about 88 percent of the population can be accounted for on personal 
income-tax returns filed in that year. For more recent years the same 
orders of magnitude undoubtedly apply. 

Such wide coverage in terms of population leads one to expect even 
a greater degree of tax-return representation for people’s income, 
since those not required to file tax returns are at the lowest end of 
the income scale. Yet, on the face of it, such does not appear to be 
the case. For in 1952, the most recent year for which the available 
data permit fairly accurate estimates, personal income as estimated 





1The authors are both with the National Bureau of Economic Research. We wish to 
emphasize that the views presented in this paper are our own and should not be attributed 
to the national bureau. Further, it should be noted that the data cited from work in 
process at the bureau have not yet gone through that organization’s usual review procedure. 

? Because taxpayers tend to overstate their exemptions the number of people traceable 
to tax returns is probably slightly overstated. (See p. 14 of The Audit Control Program: 
A Summary of Preliminary Results, U. S. Treasury Department, Bureau of Internal Reve- 
nue, May 1951.) The tax return figures are from Statistics of Income for 1951, Part 1, 
p. 65, and exclude returns with only self-employment tax. The population figure includes 
Alaska and Hawaii (Statistical Abstract, pp. 13 and 940). 
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by the National Income Division of the Department of Commerce 
aggregated $271 billion, while income reported on tax returns before 
exemptions and deductions came to only $215 billion. At first glance, 
therefore, there appears to be a series difference between the income 
that people receive and what they report for tax purposes. A gap of 
over $55 billion is not to be taken lightly. It is to this gap that the 
next section will be devoted. We will develop the point that in good 
part it has its origin in differences of definition between the two in- 
come concepts—personal income which is a category in the national 
accounts, and adjusted gross income which is the tax-law definition 
of the income of persons. But this does not explain all of it. 


2. THE GAP BETWEEN PERSONAL AND ADJUSTED GROSS INCOME 


How large is the annual flow of income to persons? How much of 
it comes under the scope of the income tax? How much should show 
up on tax returns? How much actually does show up on tax returns? 

o these direct and simple questions it is not possible to give precise 
and unqualified answers. Conceptual difficulties and the fact that the 
data are subject to ranges of error preclude this. However, the rele- 
vant magnitudes can be sketched out with a broad pen, thanks, in large 
part, to the personal-income data published (or made available) by 
the Department of Commerce and the careful estimates prepared by 
Dr. Joseph A. Pechman.® 

What is the aggregate annual flow of income to individuals? The 
most relevant measure is the personal-income item of the national 
accounts. Broadly defined, it consists of the sum total of wage, salary, 
and other labor income, the income of unincorporated business enter- 
prises, personal-interest income, dividends, rent, and transfer pay- 
ments (such as OASI benefit payments and unemployment compen- 
sation). In all, personal income, abbreviated in the rest of this sec- 
tion, to PI, came to $271 billion in 1952.4 Adjusted gross income, 
henceforth denoted AGI, is the basic income total derivable from the 
personal income-tax returns and is defined as “gross income minus 
allowable trade and business deductions, expenses of travel and lodg- 
ing in connection with employment, reimbursed expenses in connec- 
tion with employment, deductions attributable to rents and royalties, 
deductions for depreciation, and depletion allowable to life tenants 
and income beneficiaries of property held in trust, allowable losses 
from sales of capital assets and other property, and a deduction equal 
to 50 percent of the excess of net long-term capital gain over net short- 
term capital loss.”° With the exception of capital gains, this sounds 


®To Dr. Pechman I owe a deep debt of gratitude. He has very generously made available 
to me the estimates that he has prepared of adjusted gross income and the worksheets used 
in their derivation. I have leaned heavily on these figures. I wish also to acknowledge 
the help received from the work of Selma Goldsmith who has pioneered in this area. Ina 
later portion of pt. I of this paper we follow her procedures. In addition, Mr. Kahn, my 
colleague at the National Bureau of Economic Research, has made available to me ma- 
terials that he has been working on and has aided in their interpretation. 

The basic data on personal income and a description of how the estimates are made can 
be found in the National Income Supplement to the Survey of Current Business (1954 
ed.), U. S. Department of Commerce, Office of Business Economics, Washington, 1954. 
(Revised estimates are in the Survey of Current Business, hereinafter abbreviated to SCB, 
July 1955.) Pechman’s estimates of adjusted gross and taxable income — in his 
article, Yield of the Individual Income Tax During a Recession, National Tax Journal, 
March 1954. A paper to be given before the National Tax Association in October 1955 
includes more recent data and revisions of his earlier figures. 

#SCB, July 1955. 

5 Statistics of Income for 1952, Part 1 (Preliminary Report), p. 3. For brevity this 
source will be cited as SI. 
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substantially similar to PI. Yet AGI, of all personal income-tax re- 
turns (of individuals), as we have seen, came to $215 billion, some $56 
billion less than PI. There appears to have been a large 3 *twixt 
the cup of PI and the lip of AGL What happened to the $56 billion ¢ 
Part of the disappearance is definitional; part is due to the dishonesty 
and forgetfulness of taxpayers. While only rough inferences can 
be drawn, it is reasonably certain that the major portion of the gap 
can be explained by conceptual differences between PI and AGI. 

In table 1, we list the major items included in PI, but not required 
to be reported for personal income tax and, hence, not entering into 
AGI. 


TABLE 1.—Components of personal income not in adjusted gross income, 1952 


Amount 
(billions) 
1. Tee’ a oa es et $13. 
(a) Benefits from Federal Government social insurance funds___— 4.8 

(b) Pension, readjustment, mustering-out, etc., payments to vet- 
erans, and other Federal Government transfer payments_..._ 4.0 

(c) State and local government payments (primarily direct relief 


» 





i) SEs SERS Reed te a ee fies! ! Qa 

(@)) Business trameter paymetites 6+ sn seo nese 1.2 

2: . CORRE I Aichi cth ks cle ttiiic titi Dente hts cesatinnindeanie da eat 4.9 
3. Personal income and expenditure in kind____-_-_______-____-____-_~~- 9.6 
(a) Food furnished Government personnel including military___~ 1.9 

(b) Net rent of owner-occupied farm and nonfarm dwellings_____ — 4.7 

(c) Food and fuel produced and consumed on farms_________-___- 2.2 
RN tg a i aN cs a a ta teas S 

0 iia a eae sit soitaiimctiiadd 6.3 
sy eee eeeeen Tere ee feet eeaeaetsinedteres 5.3 

(b) Tax-exempt interest___..._-_-__~- Dodctcedddres kaos Pi Sidi ts hoes tccdbtetin shawn .o 

(c) Accrued interest on U. S. Government savings bonds__________ “7 

5. Nontaxable military pay and allowances (other than in kind) _____~_- a 2.8 
6. Property income of nonprofit organizations____________-__-__- aan 5 
Can I circled acct eset ice han teen ega teenies esi ep enine Sais ovaea sin cone aieieiaeemidhace , 
etiiiias oe i iiis Bae and cecessibencassesid * 39.4 


1 Consists of items not commonly regarded as wages and salaries such as employers’ con- 
tribution to social insurance and private pension plans, compensation for injuries, ete. 


Source: SCB, July 1955, and Joseph Pechman’s worksheets. 

All in all these items, components of PI but excluded from AGI, 
totaled almost $40 billion. Whether the grounds for excluding them 
are sensible or equitable is a matter beyond the scope of this paper. 
Others on this panel can more appropriately speak to this. A few 
general remarks may be in order, however. There is probably wide 
support for the noninclusion of most of categories 1, 2, 3, 4 (a), and 
5 of table 1, because a social purpose is embodied in such payments 
as mustering-out pay or relief, or because as a practical matter it 
would be difficult to get at, say, net imputed interest or home-produced 
and consumed fuel and food, or because, as with the case of social- 
security benefits, contributions are not deductible. Accrued interest 
(4 (¢)) isan ambiguous item. It is not excluded from AGI, but tax- 
payers have an option of reporting it either on an accrual or cash 
basis. Reporting on the former basis, if at all, is uncommon. Hence 
it is a subtracted item in the table. The two items whose exclusion 
from taxable income has aroused the greatest controversy are tax- 
exempt interest (4 (6)—interest on State and municipal bonds) and 
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the net imputed income of homeowners. Together they add up to 
just $5 billion, about one-eighth of total exclusions.® 

On the other hand, there are items that do not fall under the per- 
sonal income definition, but are reported for tax purposes and, there- 
fore, show up in adjusted gross income. In 1952 they totaled $8 
billion (see table 2). Employee contributions for social security 
are not exempt from the personal income tax, capital gains are taxable 
although only in part, but are excluded from personal income because 
they have no counterpart in currently produced goods and services. 
Other income is a miscellaneous category made up of a number of 
small items such as alimony, prizes, etc. 

With $39.4 billion of PI net included in AGI, and $8 billion of the 
latter not falling in personal income, we get a net deduction of $31.4 
billion definitionally explained in going from PI to AGI. Yet ad- 
justed gross income reported on tax returns fell $56 billion short of 
the personal income total in 1952. How can we explain the missing 
$24.6 billion? By four factors: (1) The income receipts of those 
whose income was so low (under $600) that they did not have to file 
tax returns; (2) the income receipts of those who, being nontaxable 
because their exemptions and deductions exceeded their income, did 
not have to pay tax and, therefore, even though legally required to do 
so, failed to file returns; (3) underreporting either purposeful or 
through oversight; and (4) statistical error—for neither the Depart- 
ment of Commerce income estimates nor the tabulations in Statistics 
of Income are precise figures. 

As regards (1) and (2), it should be noted that many of those with 
less than $600 of income nevertheless filed returns for refund because 
taxes were withheld on their earnings. It is very difficult to come up 
with any figure that is at all accurate. But a very rough estimate 
would put the sum total of AGI under (1) and (2) at between 1 and 2 
billion dollars. This leaves us with something like a gap of $23 bil- 
lion due to underreporting and statistical error. We conclude that 
something on the order of 10 percent of AGI remains unaccounted for. 
Waiving aside statistical error which is impossible to isolate, only this 
relatively small fraction of the total gets lost between its receipt and 
the tax collector. It is possible to view this in a confortable light. 
Taking an expansive view, it could be argued that any social device 
that achieves 90 percent of its purpose is doing mighty well. But 
before we get too complacent about it, a note of warning should be 
sounded. First. the absolute size of the unexplained residual is not 
unimportant. Undoubtedly, could it be traced, a significant addition 
to tax collections would ensue. But at least equally disconcerting is 
this consideration: The behavior of the aggregate masks significant 
diversities in its components. The degree to which underreporting 
exists varies markedly for the different sources of income. 


6 Britain and a number of other countries in the Commonwealth tax the imputed income 
from homeownership. The State of Wisconsin from 1911 to 1917 required the inclusion 
of the net rental value of owner-occupied houses in taxable income. 











FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 317 


TABLE 2.—/tems included in adjusted gross income and not in personal income, 


1952 
Amount 
Item ( billions ) 
(1) Employee contribution for social security..._...__.....------------- $3.8 
(2) Net gains or losses from sales of property reported on individual 
scent denstniticsh iene anda ieee atehiiiltinn aise: drmehianmindnenimuemieip 2.4 
(3) Other income reported on individual returns_____..__----_---------- .8 
(4) Annuities reported on individual returns___.._.___----------------- .6 
(5) Adjusted gross income of residents of Alaska and Hawaii reported 
pe ES eS Oe ee 8 
(6) Deductions for net operating loss carryover and depletion________--_~- —.4 
Eh ce akdene a akan els escent evescpnintot 8.0 


Source: SCB, July 1955, SI, 1952, and Joseph Pechman's worksheets. 


And this is a matter of concern because it leads to continual taxpayer 
irritation and ultimate disrespect for the income tax whose success 
depends on a high standard of reporting by most taxpayers. If some 
kinds of income recipients are less strenuously subject to taxation than 
others, pressures are engendered that tend to lower the efficiency with 
which most taxpayers police themselves. Some taxpayers, because of 
the particular sources from which their income derives, are in a better 
position to play the game of tax avoidance than others. A game not 
open equally to all is unfair, and there exists the strong possibility the 
taxpayers may seek increasingly to set the rules more to their hking 
so they can play under more favorable conditions.’ 


3. THE DIFFERENTIAL COVERAGE OF VARIOUS TYPES OF INCOME 


In this section we present estimates for 1952 of the degree to which 
particular sources of income showed up on tax returns. It cannot be 
emphasized too strongly that these estimates should be interpreted 
very cautiously. It is not our intention to claim great numerical ac- 
curacy for them; but they are indicative, and something can be learned 
from them. Whenever a figure is given for the percentage of what 
should have been reported that was reported it should be recalled 
that this result is compounded both of underreporting and statistical 
error. The latter could be forgotten if it were the same for each type 
of income, but of course it is not. Nonetheless, the differences among 
income types that will show up are so great that they warrant the con- 
clusion that underreporting of these sources of incomes varies greatly. 
Coverage estimates will be made for wages and salaries, dividends, in- 
terest, and entrepreneurial income. For these income sources we com- 
pare what actually did show up on tax returns with what should have 
been reported thereon.S (In these calculations no allowance is made 
for statistical error and only a rough and imperfect adjustment for the 
income of nonfilers.) The procedures used for the estimates discussed 





* Note that these remarks and the estimates to be presented below deal with only one 
aspect of the problem of the degree of underreporting of particular types of income. There 
is a related matter that will not be discussed here that gives rise to the same kind of 
discontent. Persons in some kinds of occupations and business ownership status can more 
easily convert personal expenses to business expenses, and, while really as well off as other 
taxpayers, they will have a lower tax liability. 

‘Of the countrywide totals with which we start the derivation of what should have been 
reported, the wages and salaries figure and the dividend estimates are probably the most 
reliable, entrepreneurial income the least accurate (except for the income of the farm 
Sector, which is deemed fairly precisely determined), with the reliability of the interest 
estimate somewhere in between. (See p. 63 of the 1954 National Income Supplement to 
the Survey of Current Business.) 
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in this section are based largely on those developed by Selma Gold- 
smith.® 

By far the major portion of income arises as wages and salaries. 
As regards this source the opportunities for underreporting are at a 
minimum, since the tax is withheld at source for most wage earners. 
For 1952 we estimate that about $183 billion of wages and salaries 
should have shown up on tax returns, while from the returns filed we 
‘an account for about 95 percent of this total. So 95 percent of what 
should have been reported actually did show up. This is the same 
degree of coverage that Selma Goldsmith found for 3 earlier years, 
1944-46.” As we shall see, this is a noticeably higher coverage ratio 
than for any other type of income. 

Dividends, to a greater extent than any other source of income (ex- 
cept capital gains), flow to those with higher incomes. Yet the pro- 
portion of dividends that shows up on tax returns is lower than for 
wages and salaries. From the calculations detailed in the appendix, 
we found that only 87 percent of the dividends that should have 
shown up on tax returns actually did. Some 14 percent, over $1 
billion, eluded the tax mill. It is interesting to compare this figure 
with a similar type of estimate made for an earlier year. For 1941, 
when exemptions were higher and only half as many returns as in 
1952 were filed, Richard B. Goode found that only 6 percent of per- 
sonal dividends could not be accounted for. ** It is hard to escape the 
conclusion that individuals’ propensity to report dividends suffered a 
decline starting with the high tax rates instituted during the war. 
Very rough computations suggest that the decline in the degree to 
which dividends were reported commenced in 1942, the reported per- 
centage reached a low in 1943 and 1944 and then started to rise again, 
but by 1952 it was still well below its 1941 level. 

Turning to the monetary interest receipts of individuals we find a 
strikingly lower degree of reporting. Our estimate for 1952 is that 
only 39 percent of what should have been reported on tax returns 
actually showed up thereon. In this respect, interest shows a lower 
degree of reporting than any of the other specific sources of income that 
are investigated in this paper (with the possible exception of farm 
income which is detuned below). We estimated the amount of inter- 
est that should be reported on tax returns at $5.7 billion, the amount 
that showed up as $2.2 billion; the gap as $3.5 billion. Apparently 
the fact that much of personal interest takes the form of small pay- 
ments (or just bookkeeping entries as in the case of savings bank 
deposits) from a variety of sources helps to explain the difference in 
the degree of reporting between dividends and interest. Another 
factor is that interest receipts to a much greater extent than dividends 
flow to lower-income stockholders whose recordkeeping is meager and 
who are less apprehensive about the possibility that their returns may 
be audited. 

The Bureau of Internal Revenue Audit Control Survey discovered 
about half a million returns with dividend errors and close to 2 mil- 


®*Selma F. Goldsmith, Appraisal of Basic Data for Constructing Income Size Distribu- 
tions, pt. VI of Studies in Income and Wealth, vol. 13 (NBE, 1951). Her estimates, which 
cover 1944, 1945, and 1946, are in a number of respects more refined and aceurate than 
38 — of the methods used in getting our estimates appears in the appendix. 
ia Ds ° 
198th ase Goode, The Corporation Income Tax (John Wiley & Sons, Inc., New York, 
951), p. , 
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lion returns with interest errors for 1948."* Reflecting the differences 
in the distribution of these two types of income among income classes, 
interest errors were concentrated to a much greater degree in the lower 
income classes. 


TABLE 3.—Dividend and interest reporting errors by income class, 1948 


| Percent of total errors fall- 
| ing in each class 


Taxpayer’s income class 


Dividends Interest 


Uncle BT Be ok. crete dt kiceimtacs Gees ali 59. 3 83.4 
$7,000 and under $25,000 aes 33. ! 15. 2 
$25,000 and under $100,000_ . 5. 6 1.4 
$100,000 and over -6 | 1 


De Ain Ac ihis cates bedinns dah Acetate dbmeinnnte : + 100. 0 | 100. 0 


The low degree of interest reporting in 1952 is not a freak phenome- 
non. Selma Goldsmith’s estimate of the degree of interest reporting 
for 1946 is 37 percent, for example, and there is good reason to believe 
that it has hovered somewhere between 35 and 40 percent in the last 
10 years or so. There is a suspicion that the reporting percentage for 
interest, too, declined noticeably after the early forties, but we can 
report this only as a suspicion, not yet having worked through the 
earlier data. 

So far we have spoken about wages and salaries and two types of 
income from property. The last income type reported on—entre- 
preneurial income—is really a composite of labor and property in- 
come.’ Individual proprietors and members of partnerships perform 
functions whose payments encompass returns both to labor and cap- 
ital. For 1952 we estimate that about $35.1 billion of entrepreneurial 
income (income of sole proprietors and partners) should have shown 
up on tax returns, but we were only able to find $24.7 billion reported 
thereon. Some $10 billion or so disappeared for tax purposes. Only 
about 70 percent of what should have been reported actually was. It 
is interesting to note that the amount of wages and salaries not re- 
ported was slightly less (about $9.6 billion) than the amount of entre- 
preneurial income not reported, yet wages and salaries totaled more 
than five times as much as entrepreneurial income. 

Our entrepreneurial income reporting percentage for 1952 is not 
very different from Selma Goldsmith’s finding of 66, 68, and 66 for 
1945, 1946, and 1947, respectively.** 

Within the category of entrepreneurial income there is a significant 
(difference between the degree of reporting of farm income and busi- 
ness and professional income. The data are not available for mak- 


2 U. S. Treasury Department, Bureau of Internal Revenue, The Audit Control Program: 
A Summary of Preliminary Results, May 1951, pp. 20-21. These figures include returns 
both with major and minor errors. There were, of course, overreporting as well as under- 
reporting errors, but there are indications that underreporting errors exceeded overreport- 
ing errors by at least 10 to 1. 

8 We did not round out the traditional trilo of property incomes by an estimate for 
rents and royalties, because this category could estimated, at best, with a decided lower 
order of accuracy than the other income sources. There are a number of conceptual diffi- 
culties ; the data are hard to come by and subject to wide ranges of error, and there was 
a basic uncertainty as to how many persons may have reported rental income as income 
from own business or partnership on tax returns. 

4 Goldsmith, op. cit., p. 302. 
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ing such a breakdown for 1952. The most recent year for which this 
could be done is 1947. Using the same methods employed in the 1952 
estimates, we found a reporting percentage for all entrepreneurial 
income of about 66. For the farm-income component, however, the 
reporting percentage was only 38.5 percent. Slightly less than $6 
billion of the $15 billion that should have been reported appeared on 
tax returns. The rest of entrepreneurial income—business and pro- 
fessional income—was characterized by a much higher reporting per- 
centage. About $19.5 billion should have been reported, while a 
little over $17 billion showed up, leading to a reporting percentage 
of 87.5. These values are very close to Selma Goldsmith’s findings 
for 1945.15 While nothing can be said with certainty about the trend 
since 1947, it is likely that these differentials still exist.’ 

In table 4 we summarize the results of our investigation of the var- 
ious income types. It is worth injecting the caution once more that 
these figures are imprecise. But they are substantially correct and 
there can be little doubt that the degree to which the various sources 
of income show up on tax returns varies significantly with the type of 
income. 


TABLE 4 





Percent of 
total income 
from this 
source not 
reported on 
tax returns 


Amount not 
Source of income reported on 
tax returns 


Billions of 
dollars 
Wages and salaries " 
Dividends 


Entrepreneurial income 





II. From Torau Apsustep Gross Income To THE Tax Bass” 
1, NATURE OF THE “GAP” BETWEEN ADJUSTED GROSS INCOME AND TAX BASB 


In recent years two magnitudes have stood between total adjusted 
gross income and the tax base. These are the personal expense deduc- 
tions and the personal exemptions. The deductions cover specific 
items of expenditures for nonbusiness purposes, such as philanthropic 
contributions, interest paid, State and local personal taxes, and medi- 
cal expenses. The exemptions have since 1948 consisted of a $600 
allowance for the taxpayer and his dependents, plus an additional $600 
in case the taxpayer or his spouse have passed their 65th birthday, 
and an additional $600 in case either is blind. Had it not been for 


% Ibid., p. 302. She got 36 percent for farm income and 87 percent for nonfarm en- 
trepreneurial income. 

%*For wages and salaries, dividends, and interest, our estimates incorporate a rough 
adjustment for those income recipients whose AGI was below $600 ($500 in 1947) and 
who were, therefore, not legally réquired to file. (No such adjustment appeared necessary 
for entrepreneurial income in 1952.) But we do not do anything about the possibility that 
many persons with incomes above $600 did not file returns, even though legally required to 
do so, because their exemptions and deductions were high enough so they did not incur any 
tax liability. It might be argued that for farm income particularly this would account 
for a good portion of the so-called underreporting. But this does not appear to be the 
ease. For 1947 on liberal assumptions as to the returns falling in this category, the farm 
income reporting percentage would have risen only slightly—from 38.5 to 41 percent. 

17 Much of the material fn this section is taken from a study of personal expense deduc- 
tions in the income tax, which the author is currently conducting at the National Bureau 
of Economic Research. 
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these two types of reductions, adjusted gross inccme would, in effect, 
have constituted the tax base.’ 

In table 1 we show how, by the subtraction of deductions and exemp- 
tions, the tax base is derived from the adjusted gross income reported 
on taxable returns, and we estimate how adjusted gross income not re- 
ported on taxable returns was removed from the tax base due to de- 
ductions, exemptions, and a certain amount of leakage. The estimates 
covering adjusted gross income not reported on taxable returns are 
very rough and are intended primarily to give us a complete picture 
of the relative importance of personal deductions and exemptions in 
removing income from the base. The table shows quite strikingly 
that we would not have obtained a true picture of the movement in 
the importance of the exemptions if we had confined our attention to 
the income of taxpayers only (for whom our information is so much 
more reliable than for the rest). For, remarkably enough, the total 
amount of exemptions obtained on taxable returns to the total of in- 
come on the returns has remained roughly one-third between 1918 and 
1952. When we look at the figures for the aggregate adjusted gross 
income we find that personal exemptions removed something like two- 
thirds of this from the tax base in the years that we selected for the 
pre-World War II period and somewhat over one-third in the most 
recent years for which there are data. In contrast to this decline in 
the importance of personal exemptions, the personal deductions have 
risen relative to income from about 6 percent in 1918 to 11.2 percent 
in 1952.,?° 


18 By tax base is here meant the amount of income to which any of the rates constituting 
the individual income tax were applied in computing tax liability. Our tax base concept 
is thus a broad and synthetic one. Any income to which either the normal tax, surtax, or 
capital-gains tax applies has been included. 

The reason for this, and any inferences to be drawn from it, lie outside the scope of 
this paper. Suffice it to note briefly that a possible reason for the constancy of the above 
ratio over time, even though the level of income and exemptions have changed drastically 
during the period examined, may be found in a certain amount of regularity in the taxpayer 
distribution of income over the range in which the income tax has been operative since its 
inception. This is to say that when we slice off all incomes below a given level, we find 
that for incomes that remain the value of income below the cutoff level is a fairly 
stable proportion of the total of incomes above the cutoff level, no matter what the cutoff 
point provided it is not below the mode of the distribution of taxpayer income. The fact 
that the value of personal exemptions of taxpayers have changed little over time, when 
expressed as a percent of their income, leads to the tentative conclusion that the United 
States income tax has, with the probable exception of the World War II years, been opera- 
tive either at or above the mode of the distribution of taxpayer income. The reasons for 
this are set forth in an article by William Vickrey, Some Limits to the Income Elasticity 
of Income Tax Yields, Review of Economics and Statistics, May 1949, p. 140 ff. 

Following Vickrey one “—. further, the above finding furnishes us with information 
concerning the income elasticity of the tax base as a whole, which in turn leads us to the 
built-in flexibility of the tax. The income elasticity of the tax base has been fairly con- 
sistently in the neighborhood of 1.5 to 1.6. For recent years this may be taken as equiva- 
lent to the income elasticity of the tax, for as Pechman found the average rate of tax with 
respect to the tax base has remained virtually unchanged for the past 8 years (see his 
Yield of the Individual Income Tax During a Recession, National Tax Journal, March 1954, 
p. 9). Multiplying the income elasticity of the tax by the ratio of income-tax yield to 
total money income of individuals in 1951 (25,447 divided by 243,387 equals 0.105) gives 
us a built-in flexibility coefficient of about 0.16 to 0.17 for 1951 with respect to money 
income of individuals. This computation is based on the assumption that the incomes of 
taxpayers fluctuate by the same relative amounts as the aggregate. It should be noted 
that the estimate of built-in flexibility that we obtain is almost the same as Pechman 
obtains by a different method in the article referred to above. 

* To get these figures, we had to add to the amount of exemptions and deductions re- 
ported on taxable returns, the amount of estimated exemptions and deductions for adjusted 
gross income whose recipients were not taxable. Ideally, the latter would merely have 
had to be divided between deductions and exemptions. owever, aS has been shown above 
a considerable amount of income is lost due to underreporting or statistical error. Our 
information on this is of course extremely scant as we f° back in time. For 1947 we 
found it to amount to somewhat over 10 percent, which is close to the 1952 figure. No 
figure for earlier years was available to us. We therefore proceeded on the assumption 
that the leakage amounted to 10 percent in the 6 years examined. The adjusted gross 
income still unaccounted for was then divided between deductions and exemptions in the 
Same proportions as these two allowances constituted of the combined total reported on 
nontaxable returns in each year. 
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These figures reveal two important features in the development of 
the modern income tax. First, they show how surprisingly large is 
the amount of income that is eliminated from the tax base by statute 
even within the aggregate that is conceptually designated as the tax 
base (as opposed to income types that lie conceptually outside the 
tax base and are hence not included in adjusted gross income). It 
amounted to about 46 percent in 1952. While this is considerably 
less than our 1939 estimate of 72 percent, it also means that, after 
taking account of leakage, we are left with only 44 percent of total 
adjusted gross income in the actual tax base. The second feature 
worth noting is the change in the composition of the amount of ad- 
justed gross income eliminated from the tax base. It is less than for- 
merly related to family size, that is population, and more to certain 
types of personal expenses and even size of income due to the propor- 
tional character of the optional standard deduction up to $10,000 
of income. The personal exemptions, at 1 time 10 times as large in 
total dollar value as the deductions are now merely 3 times as large. 


2, SIZE OF “GAP” IN TERMS OF TAX LIABILITY 


Perhaps the most relevant method of appraising the importance 
of the personal deductions and exemptions would be to examine their 
effect on the tax liability itself. The quantitative relationships be- 
tween deductions and exemptions when thus viewed are not quite 
the same as when compared in terms of their original dollar amounts. 
This is due to their different distribution among income groups who 
are subject to varying marginal tax rates. Table 2 shows the 1951 


distribution of deductions and exemptions by adjusted gross income 
groups as reported on taxable returns. Two-thirds of the exemptions 
are claimed on returns with less than $5,000 of adjusted gross income, 
but only one-half of the deductions fall into that income range. Be- 
ginning with the $20,000-$25,000 income level, the deductions exceed 
in absolute amount the exemptions, even though for all returns they 
are only a little over one-third their size. The exemptions vary, 
naturally, unevenly from $600 to a few thousand dollars per return, 
and they therefore tend to decline relatively to adjusted gross income 
except for a small range at the bottom of the income scale. The de- 
ductions vary on an average from about $70 per return at the bottom 
to over $1 million at the top. Their distribution, as is seen in table 2, 
closely parallels that of income. 

To show the effect of deductions and exemptions on tax liabilities 
we constructed four tax base variants on the basis of 1951 taxable re- 
turns. The first corresponds to the actual 1951 tax base, with both 
deductions and exemptions allowed; the second omits all deductions 
but allows personal exemptions; the third omits the exemptions but 
allows deductions; and the fourth allows neither exemptions nor 
deductions, which means in effect that adjusted gross income was used 
as the tax base. It should be understood at the outset that these 
computations are merely expository, intended to isolate the effect of 
deductions and exemptions on the amount and distribution of tax 
liabilities, and do not amount to a proposal to abolish one or the other. 

The results of these computations are shown in table 3. The tax 
liabilities with the current (1951) tax base are shown in column 2. In 
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the adjoining column they are shown with personal deductions elimi- 
nated. While the total of liabilities for the taxable return group is 
thereby raised from $24.2 to $29.9 billions, their distribution by income 
groups is shifted slightly downward. The share of those reporting 
less than $5,000 rises from 33.6 to 35.1 percent, and the share of those 
reporting incomes of $5,000 and over falls from 66.4 te 64.9 percent of 
the total. This may appear somewhat paradoxical in view of the facts 
that the deductions are a fairly stable percentage of adjusted gross 
income throughout the income scale, and that they are subject to a 
progressive rate structure. The explanation is found in the circum- 
stance that, due to the concurrent existence of per capita exemptions, 
the deductions are a much larger percent of the present tax base in 
the low-income groups than they are further up. sti the omission 
of the deductions would raise the taxable net income of the low-bracket 
taxpayers more drastically than that of those with relatively high 
incomes. The “true” effect of the deductions on the distribution of 
the tax liability can only be seen when we start out with a tax base 
from which the exemptions have already been eliminated (col. 4), and 
then move to a base that omits both exemptions and deductions, that 
is, adjusted gross income itself (col. 5). With the omission of personal 
expense deductions the increase in tax liabilities is now accompanied 
by a slight upward shift in the distribution of liabilities. The share 
of the group with incomes of $5,000 and over rises from 55.5 to 56.0 
percent. Thus we find that with 1951 incomes and tax rates, the elimi- 
nation of the deductions by themselves would increase the share in the 
total tax liability of the $5,000 and under group. But if we compare 
the distribution of tax liabilities with and without deductions prior 
to the allowance of personal exemptions, the removal of the deduc- 
tions has a slightly opposite effect. 


Taste 2.—Personal deductions and exemptions claimed on taxable returns by 
adjusted gross income groups, 1951? 


Personal 
amount 
(In thou- 
sands) 


Personal 
amount 

(In thou- 
sands) 


Gross 
income 
percent 
of total 


Adjusted 
amount 
(In thou- 
sands) 


Exemptions 
percent 
of total 


Deductions 
percent 
of total 


Adjusted gross income 
groups 
(iu thousands) 








0 to $2. ....- 


$eto83._:....;.-.----- 


$3 to $5___-- 


$5 to $10___- Se ae 


$10, 253, 533 5.60 


20, 108, 150 | 


61, 963, 063 
55, 838, 698 


10. 97 
33. 81 
30. 47 
10. 07 


$5, 390, 733 

9, 292, 404 
26, 734, 279 
16, 783, 670 


$1, 178, 912 
2, 396, 539 
7, 717, 274 
7, 199, 459 


$10 to $25_-_-- ° 

$25 to $50-_-_- 

$50 to $100___.-- 
$100 to $500__ __- 
$500 and over_._.----- 


18, 449, 520 2, 526, 490 
8, 207, 317 4.48 494, 511 
4, 500, 312 2. 46 133, 741 
3, 228, 663 1.76 | 37, 436 

694, 334 | 38 1, 161 | 


183, 243, 590 


2, 130, 685 
806, 161 
458, 165 
408, 731 
104, 236 


100. 00 22, 400, 162 | 100. 00 


Cath acs. ssh 61, 394, 425 | 











100.00 | 


1 Less than 0.01 percent. 
2 Data were adjusted to exclude returns with self-employment tax liability only. 
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TasLeE 3.—Ta@ liability estimated from 1951 distribution of income reported on 
tavable returns with varying tar base assumptions, by adjusted gross income 
groups 


Tax liability computed with 1951 




















Adjusted & re I ee ee e- ae 
gross income 
Adjusted gross income groups (in thou- Exemptions 2 es Nee | No deduc- 
(inthousands) sands) | and deduc- | marpaptens | De See | tions or 
tions . a | exemptions 
(1) (2) (3) | (4) (5) 

vin? 2 ee iets a4?) mt ats . ry 2 
Less than $2....-.-....---------- $10, 253, 533 | $751,819 | $1,006,159 | $1, 850, 425 | 2, O91, S24 
CRORE, cccicedrinbeGibsunade aed 20, 108, 150 1, 720, 529 | 2, 212, 916 3, 636, 206 4, 147, 587 
69 to Otis ie5iis b.tceiiie «Grain biahe 61, 963, 063 | 5, 663, 265 | 7, 262,804 | = 11, 192, 313 12, 868, 689 
S35 00 Gee soos uses Litkwives a 55, 838, 698 6, 617, 669 8, 198, 641 10, 295, 386 11, 985, 559 
BR SRA da vekasescdcsnecensesen 18, 449, 520 3, 321, 481 | 3, 966, 867 4, 052, 798 | 4, 749, 220 
$95 to G00........-. pee piwiied 8, 207, 317 2, 298, 973 | 2, 699, 434 2, 530, 707 2, 943, 884 
late cise ari oie teed 4, 500, 312 | 1, 769, 398 | 2, 067, 465 1, 852, 830 2, 154, 015 
creat os Sat wen ce 3, 228, 663 1,630,277 | 1,954,050 | — 1, 658, 680 | 1, 990, 286 
S000 Whe OVER i oes. os cl 694, 334 416, 368 | 503, 731 | 421, 370 | 508, 213 
TOE cn mcesvncancconanenss 183, 243, 590 | 24, 189,779 | 29,872,067 | 37, 490, 715 43, 439, 277 

Percent of total 
} 

6 Wi in encnau deeticnisiatusae | 5. 60 | 3.11 3. 37 | 4.94 4. 82 
CRU castavecatiteracacdinss 10. 97 | 7.11 | 7. 41 | 9.70 9. 55 
96 OE Ecosse aun senendcnesnbenan 33. 81 | 23. 41 | 24. 31 | 29. 85 | 29. 62 
OO ice ainctunen 30. 47 | 27. 36 | 27. 45 | 27. 46 27. 59 
PE neditinecdtrisncicetaais 10. 07 | 13.73 | 13. 28 10. 81 | 10. 93 
995 00 GEO sesincitscccscscssiccccus 4.48 | 9. 50 9. 04 6.75 6.78 
BOD PO ikbittiesccccnnesaces 2. 46 7.31 6. 92 4.94 4. 96 
Be Sak dines nmncaenpanns 1.76 6.74 6. 54 4.42 4. 58 
Fe NE WI ain cncaccssistnbihgc . 38 1.72 1. 69 1.12 1.17 
I pita icawasademed 100. 00 100. 00 100. 00 100. 00 100. 00 








In table 4 the pattern of average effective rates (tax liability divided 
by adjusted gross income) that resulted with each of the four tax- 
base variants is shown. The effective rate schedules for the two 
variants that allow either exemptions or deductions, but not both, 
differ markedly (cols. 2 and 3). For the variant that allows only 
exemptions the rates in the lower half of the income scale are close 
to the current-tax-base rates, and in the upper part they approach the 
rates that would result with the adjusted gross income base. If 
exemptions are omitted and only deductions allowed we obtain the 
opposite effective rate pattern; at the bottom it is similar to that of 
the adjusted gross income base and at the top it resembles the current 
base pattern. The two schedules cross slightly below the $25,000 
level. The most striking difference between deductions and exemp- 
tions is their effect on the progression of effective rates. When deduc- 
tions alone are eliminated, the ratio of tax to income rises from 10 
percent in the lowest income group to 73 percent at the top. When 
exemptions are disallowed it rises only from 18 percent to 61 percent. 
Without personal exemptions the ratio of tax to income shows hardly 
any increase for the income group up to $10,000, an indication of the 
extent to which the exemptions are at present responsible for effective 
rate progression among the great majority of taxpayers. 

The overall effect on the tax liability of removing either the deduc- 
tions or exemptions, or both, is estimated in table 5. As we enlarge 
the tax base in this manner the number of taxable returns increases, 
and hence also the aggregate amount of adjusted gross income reported 


68595—55 


99 
22 
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on taxable returns.“. We assumed in our computations that all of 
the adjusted gross income not reported on taxable returns due to 
deductions and exemptions (see table 1) would have been taxable 
at the lowest bracket rate in the absence of these allowances. The 
resulting estimates show a reduction of the total tax liability due to 
the combined effect of deductions and exemptions from $48 billion 
to $24.2 billion, a decrease of almost 50 percent. If there had been 
no deductions and only exemptions permitted, the total liability would 
have been approximately $30.3 billion, a loss of $17.7 billion or 37 
percent. The deductions by themselves accounted for the lowering of 
liabilities by $6.4 billion, or 13 percent. Viewed in this manner, we 
may say that the exemptions were about 2.77 times as important as 
the deductions, given the 1951 rates. 


TaBLe 4.—Estimated 1951 tazx liability as percent of adjusted gross income, with 
and without allowances of personal deductions reported on taxable returns, 
by adjusted gross income groups 


Effective tax rate with— 


Adjusted gross income groups 





Exemptions 
and 
deductions 


(1) 


Exe = 
only 


Deductions 
only 


(3) 


No deduc- 
tions or 
exemptions 


(4) 


$2,000 to $3,000 8. 56 
$3,000 to $5,000 ™ 9.14 
$5,000 to $10,000__ __ 11. 85 
I ioe | 18. 00 
$25,000 to $50,000 : 28. 01 
$50,060 to $100,000 39. 32 
$100,000 to $500,000 50. 49 


0 to $2,000__ hima ected cottan oui ee iii 
$500,000 and over _ 8. 97 pe 





Source: ik co TOURrGr Se) IPOD > 


Once more, the alternative way of viewing the revenue importance 
of these allowances is to start out with the existing tax base and lhiabil- 
ities and show the increases in tax liabilities that would result from 


including one or the other in the tax base. Here the absolute amounts 
involved, as well as the relationship, are somewhat different since in 
their case deductions, for instance, are eliminated while exemptions 
remain whereas in the estimates of revenue decrease the deductions 
were allowed in the absence of exemption allowances. The first meas- 
ure shows the relative importance of the allowances in cutting down 
the tax base and hence tax liability. The second measure shows what 
increases in tax liability we can obtain if one or the other were omitted. 
If deductions are omitted, bearing in mind 1951 incomes and rates, the 
increase in liabilities is $6.1 billions, or 25 percent. If the exemptions 
are left out, we get an increase of $17.4 billions, or 72 percent, which is 
2.85 times as much as that from deductions. 


2. This was not taken into account in tables 3 and 4 since our data for income not re- 
ported on taxable returns are too sketchy to be distributed by income groups. Tables 3 
and 4 thus show only the redistribution and increase of tax liability that takes place within 
the adjusted gross income aggregate reported on taxable returns in 1951. 

22This is undoubtedly true for all but a very small amount of the income not reported 
on taxable returns except, of course, the amount that was not reported due to error or 
evasion, which was not included in the estimates of table 5. 
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It may to some appear more relevant to show by how much individ- 
ual income tax rates could be cut, rather than how much more revenue 
could be obtained at existing tax rates, if the tax base were not reduced 
by personal deductions and ‘exemptions. This way of viewing the 
change has considerable merit since one may argue that rates would 
not have been raised to their current level to begin wita, had it not 
been for the type of tax base in existence. Thus, if we desire, to hold 
the tax liabilities approximately constant, the increase in the tax base 
from $99.4 billions to $124 billions (see table 1) resulting from remov- 
ing the deductions would have permitted an overall rate reduction of 
about 20 percent in 1951.2 The countrywide average rate of tax (tax 
liability divided by tax base) would have been 19.5 instead of 24.3 
percent. 


TaBLe 5.—Estimated total tax liability obtained with 4 tar base variants, 1951 


Tax liability on income 


Reported on | Not reported | Total 


taxable re- on taxable 
turns ! returns ? 


(1) 


Tax base variants 





. No deductions and exemptions (AGI) 48, 018 
2; TE hs Bae a oe on cat dbs semthbhensbacwesee se 41, 624 
3. Exemptions only 9, 30, 318 

. Exemptions and deductions.__-- : ; | 24, 190 

Deccense in total liability (starting from AGI base) 
ue to— 

. Personal deductions: line (1) —(2) Rivet Sokal . 394 


Line (5)+(1), percent. -_- 
}. Personal exemptions: line (1)—(3) al tala la ; 
Line (6) +(1), Dercent_- sacenbowe 
. Deductions and exemptions: ‘line (1)—(4) ainieinansemainpesiginess sai 
Line (7)+(1), percent | Aces aaon its did 
ee . in total liability (starting from current tax 
base) due to— 
. Personal deductions: line (3) —(4) 
Line (8) +(4), percent : 
. Personal exemptions: line (2) —(4)_..--.--------------- 5 
Line (9) +(4), percent - 
. Deductions and exemptions: line (1)—(4). 
Line (10) +(4), percent 











1 See table 3. 
2 Obtained by applying lowest bracket rate to figures in line 3 b, c, and d of table 1. 


3. BREAKDOWN OF PERSONAL DEDUCTIONS BY TYPE AND INCOME GROUPS 


While it may have been proper to treat the personal exemptions 
in the aggregate, as was done in the preceding discussion, the same 
is much less defensible in the case of the personal deductions. The 
latter differ, of course, quite significantly as to the type of outlay 
they cover, the intent with which they were enacted, and—most 
importantly—in the way in which they affect different taxpayers. 
The overall quantitative relationships within the personal deduc- 
tions total for the years 1944-52 are presented in table 6. We have 
chosen 1944 because that was the year in which the current system 
of optional standard deductions on a large scale was introduced 
into the income tax framework. In the latest year for which we 
have data, we find that of the total of $25 billion reported on taxable 


This was obtained by dividing the total of ne (4) by that of line (3) in table 5 and 
taking the complement thereof. Thus, 1— Sco Se bile = 202. 
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returns, somewhat over one-half were taken in itemized form and 
the rest via the standard deduction. There has thus been a consider- 
able shift away from standard deductions, and hence a return to the 
itemized form, since 1944. In that year 63 percent, compared to the 
most recent 49 percent, were taken in the simplified form. 


TABLE 6.—Personal expense deductions, by major types, claimed on taxable 
individual returns, 1944-52 


[Millions of dollars] 


| | | 
Contribu-| Taxes Interest | C asualty | Medical 
tions paid paid | losses | expenses | laneous 


1, 136 | 588 149 721 | 665 , 883 , 47 114, 761 
1, 205 574 | 128 836 | 991 , 873 3, 1: 117, 561 
1, 247 | 58 137 906 | 1, 180 , 455 3, 16 118, 050 
1, 524 f 193 | 1, 156 | 1,517 , 541 , 135, 302 
i, 479 89: 179 | ~— 1,040 | 1, 601 9, 545 | 5, 49% 142, 057 
1, 789 | , Of 171 1,170 1, 610 9, 082 B, 816 138, 566 
2, 044 dl 248 1, 260 | 1, 881 10, 135 9, 057 158, 545 
(1) () | (1) | (@) 11, 549 22, 39 183, 244 
3,023 | 2,06 296 1, 868 2, 383 12, 232 , 886 198, 508 


Standard | Adj 
‘erat, |Sté justed 
Miscel deduc- Total gross 
tions | income 


acoro 


NONE REPRE 
~s 


—_ 








Percent of sdbeael gross income 





0.13 | . 6% . 58 
-11 | : . 84 
.12 | a4 . 00 
14 | . 85>} .12 
.13 | i 13 

‘ | .16 











Percent of total deductions 


| | | 
9.4 y 5. 51 1. 19 | 78 | 5.33 
10.8 9. 1! 5.13 | .97 3. 37 7.55 
11. 84 | ; 5.2 04 | 3. 88 8. 96 
11. 98 . 74 | 5. 40 | 2B .39 9. 69 
10.6 97 | . 41 | 09 | 3. 31 9.71 
‘ >. 52 . 02 ). 96 9, 57 
11.17 .73 | 14 | 1.30 | 3. 61 9. 87 53. 
12. 02 | 2.15 | 8. 41 | 1.19 51 9. 58 100.00 |...---.--- 











1 Not available. 


Of the $12.8 billion of itemized personal deductions claimed in 
1952, $3 billion were for philanthropic contributions, another $3 bil- 
lion for State and local taxes, and $2.1 billion for interest payments, 
while only $1.9 billion were taken for medical expenses. Until 1950, 
the claims for medical expenses exceeded those for interest paid. But 
the postwar upsurge in consumer debt, interest rates and home owner- 
ship caused interest deductions to grow more rapidly than any of 
the other deductible items. This, of course, does not explain why 
the level of interest-paid deductions has been so close to that for 
medical expenses deducted, for the rte wide aggregate of medical 
expenses of the deductible type has alwa s been much larger than 
that for personal interest. As late as 1952 the medical — expense 
aggregate was over twice as large as the interest aggregate (see table 

7), and yet the latter exceeded the former on tax returns. The ex- 
tianation lies, of course, in large part in the circumstance that in- 
terest payments are deductible without limits as to amount whereas 
medical expenses are subject to both a minimum, which is excluded, 
and a maximum that cannot be exceeded. 
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As table 7 shows, the medical-expense deductions are small when 
compared to the total of medical and dental costs eligible for deduc- 
tion. In the period 1944-50 they amounted to a mere 15 percent of 
the total. In 1952 they rose to one-fifth, primarily because medical 
expenses of an over 65 years of age have been exempted from 
the 5-percent exclusion since 1951, if made for the taxpayer or his 
spouse. The ratios for philanthropic contributions and interest pay- 
ments are strikingly higher, and so is that for taxes paid (although our 
estimated aggregates for the latter are at the moment still too rough 
to be included in the table). If we include 5 percent of the adjusted 
cross income of those who were able to claim medical costs (the amount 
of the lower exclusion) we find that even then only 35 percent of 
medical expenses are accounted for. This, of course, is because many 
taxpayers have medical expenses not exceeding 5 percent of their 
income. As the figures in tables 8 and 9 show, the medical-expense 
deductions decline very rapidly relative to the incomes of those who 
itemize (or actually claim them). The minimum exclusion was evi- 
dently set so as to be in close conformity to the average medical-ex- 
penditure pattern of those with incomes below $10,000.% For those 
who are not 65 years old and have income above that level it is very 
difficult to claim medical expenses. This is shown by the 1950 ratios 
of medical-cost claimants to all taxpayers (in 1950 the age provision 
was not yet in effect, and all other 1950 ratios are practically identical 
to those for 1952) : 


Claimants as 
Income class: percent of total 
Less than $2,000 0 


$2,000 to $3,000 
$3,000 to $5,000 
$5,000 to $10,000 
$10,000 to $25,000 
$25,000 to $50,000 
$50,000 to $100,000 
$100,000 to $500,000 
$500,000 and over 


Total 


Thus, while the minimum exclusion was set in such a manner as to 
make the low-income group the chief beneficiaries of the medical-de- 
duction allowance, it is also precisely that same group for whom the 
standard deduction was designed. A family’s medical expense has to 
be frequently much larger than the median 4 percent before it can get 
relief in the form of less tax than it would have had to pay ordinarily. 
In the extreme case in which a family may have no other deductible 
items besides medical expense, the latter would have to be in excess 
of 13 or 14 percent of its income (assuming this to be less than $10,- 
000) before it would obtain any real relief under the present 
arrangement. 

From the data available to us it is very hard to draw meaningful 
conclusions as to trends over the time and on variations between in- 
come groups. This is largely because the existence of the optional 
standard deductions raises too much interference in both eases. It is, 
however, worth noting that for these income groups in which the 


*4See National Resources Planning Board, Family Expenditures in the United States, 
pp. 1 and 5; also Odin W. Anderson, National Family Survey of Medical Costs and Volun- 
tary Health Insurance, Health Information Foundation, New York, 1954, table 14, p. 45. 
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standard deduction has played a relatively minor role, the philan- 
thropic contributions have displ: ayed a slight upward trend over time 
when viewed relatively to income. The total of contributions has 
of course been rising, relatively to income, because taxpayers have 
been gradually moving “out from under” the standard deductions. 
In 1952 the percent of tax returns with standard deductions was still 
as high as 73.9 (t table 9), but in 1944 it was 81.7. It has been de- 
c lining i in every year since 1944, except in 1948, and the latter is easily 
explained by the broadening of the standard deduction in that year 
in connection with the introduction of income splitting. Even in the 
period 1948-49, when incomes fell, the relative importance of stand- 
ard deductions continued to decline (table 6). This suggests that the 
explanation for the shift lies not solely in the rise in incomes. 

In this connection the reader should also note (column 9, table 8) 
that the overall ratio of deductions to income has been a fairly stable 
one throughout the income scale except at the very top (and in prior 
years even this upturn has been almost imperceptible). This was 
by and large true even before the standard deductions were inaug- 
urated. It must therefore be concluded that the reason for the change 
from a flat percent to a flat absolute amount at the $10,000 level is 
one of protecting the deductible expenditures from the inroads of the 
tax rates that are operative above that level. 


TABLE 9.—Major itemized deductions as percent of adjusted gross income of 
claimants, by income groups, 1952 (taxable returns) 





| 
Number of claimants as percent of total number of taxable returns 


Adjusted gross income Philan- Interest | Casualty | Medical | Standard 


groups |thropic con-| Taxes paid 
| tributions 


| 2) 3) | @) (6) 


paid losses expenses | deductions 


| 


Less than $2,000 9. f 
$2,000 to $3,000 | 5. 8 | 16. 
$3,000 to $5,000 26. 4 | 26. 
$5,000 to $10,000 ; 
$10,000 to $20,000 | 5. 3 45. 
$20,000 to $50,000__._....------| 3.0 | 73. 
$50,000 to $100,000--._.-.------| 4 90. 
$100,000 to $500,000. ___._--- rae 5. 6 95. 
$500,000 and over 98. 


25. 
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Amount of deductions as nae of adjusted gross income of claimants ! 


| 


| 


Less than $2,000.............-- 
$2,000 to $3,000_____- 

$3,000 to $5,000 eabsl 
YS TY Se 
$10,000 to $20,000--_. - 
$20,000 to $50,000- - 

$50,000 to $100,000 a 
$100,000 to $500,000- __- 

$500,000 and over 
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1 The average adjusted gross income of claimants of a specific deduction item was estimated by multiply- 
ing the average income of those who itemized by the number of those el: aiming the specific deduction. ‘This 
was done for each separate income group given in Statistics of Income, 1952, and since the original class 
intervals were much smaller than those given in this table the amount of error is relativ ely insignificant. 


Source: Statistics of Income for 1952, Part I (preliminary). 
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Ill. Income Spiirrine 


Because the amount of revenue an income tax brings in is dependent 
not only on what we have discussed so far—the amount of income 
reported and the exemptions and deductions allowed against it—but 
also on the rates applicable to income subject to tax, income splitting 
falls within the purview of our assignment. Our treatment of income 
splitting is brief and makes no pretense at adequate coverage of the 
problems raised by this provision of the tax law. 

The most obvious feature of income splitting is that it leads to a 
very different schedule of tax rates for single and married persons, 
that on married persons, of course, being considerably lower. But 
it is not all married taxpayers who get the benefit of this provision. 
Those with taxable net incomes lower than $2,000 are subject to the 
same rate as single individuals, and it is in this class that most of the 
married taxpayers fall. In 1951, for example, there was close to 25 
million taxable joint returns, of which 20.8 million, 83.5 percent of 
the total, reported taxable net income under $2,000. Less than 17 
percent of the married taxpayers who filed jointly had lower tax 
liabilities because of income splitting. While surprisingly small in 
numbers, this group nonetheless accounted for a substantial fraction 
of taxable income. In all, the returns that benefited from income 
splitting constituted less than 10 percent of all (separate and joint) 
taxable returns in 1951, but received 37 percent of taxable net income. 

How big was the tax saving due to income splitting? In other 
words: How much higher would the tax liabilities of married persons 
have been had the family been required to report its income as a 
single unit for tax purposes, and had all taxpayers been subject to the 
bracket rates that actually applied for separate returns? We have 
answered this question in two ways—as regards individual taxpayers 
and by reference to the aggregate effect on Federal tax revenues.” 

As already noted, at the lower end of the income scale, taxpayers’ 
liability is not affected by income splitting. But as income rises the 
difference between what would have been due without income splitting 
and the actual tax liability increased constantly, reaching a peak for 
those at about the $35,000 adjusted gross income level where the tax 
liability without income splitting would have averaged some 40 per- 
cent higher than what they did pay—and then declining gradually. 
The tax saving at selected income levels appears in table 1. Our 
conclusion here is simple and well known. The beneficiaries of income 
splitting are few in number and concentrated at the upper end of the 
income scale.** These conclusions, based on 1951 data, apply to 1955 
also, although the precise values are different now. 





* These estimates are based on materials prepared by Mr. Kahn for the personal income 
tax study headed by Lawrence H. Seltzer now being undertaken at the National Bureau. 
“* The very highest income recipients, however, get only a slight reduction in tax lia- 
bility because of income-splitting. 
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TABLE 1.—Percentage increase in tag liability for married tarpayers assuming 
compulsory joint returns with no income-splitting, at selected income levels 
1951 

Percentage increase 

Adjusted gross income: in tax liability 


11 
37 
35 


A sizable proportion of taxable net income is involved in income 
splitting. How much more revenue would the income tax have raised 
had married persons been subject to the same rates as single people, 
with families required to pool their income for tax purposes? We ask 
this question not because we necessarily favor such a change in the tax 
law, but to point up how much revenue is foregone by income splitting. 
In 1951, had this procedure been adopted about $2.5 billion more in 
personal income tax would have been raised. Right now, with higher 
incomes than in 1951, the figure would probably be closer to $3 billion. 

It will serve to place this revenue “loss” in perspective if we relate it 
to some changes that might be made in the personal income tax— 
changes that would involve substantially the same amount of tax 
liability. If, in 1951, income splitting had been abolished and fami- 
lies, reporting their income as a single unit, had been subject to the 
rates then applicable to separate returns, enough additional revenue 
would have been raised to permit any one (but, of course, not all) of 
the following alterations in the tax law, with total personal income 
tax revenue maintained at the level that actually prevailed. In other 
words these changes would lose about as much revenue as the abolition 
of income splitting would bring in. 

First, exemptions could have been raised by $100. This would have 
provided relief concentrated in the lower income brackets. Alter- 
natively, a flat 50 percent limitation could have been placed on margi- 
nal rates, i. e., the highest marginal rate would have been 50 percent, 
the rest of the rate schedule up to this point remaining unchanged. 
This would have meant relief concentrated in the upper income 
brackets, and would be in line with the suggestions of those who 
emphasize the disincentive effects of high marginal rates of tax. Or, 
finally, the whole rate schedule could have been cut by about 2.5 per- 
centage points in every bracket. (This is almost equivalent to drop- 
ping the normal tax and keeping only the surtax rates.) 

While these conclusions are based on the 1951 data, they are prob- 
ably descriptive of today’s orders of magnitudes as well. 
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APPENDIX TO Part I 


Derivation of wages and salaries reporting “gap,” 1952 
[Billions of dollars] 


6 Re sail adit ae oeah $185.1 
2, Subtract: 
(a) Nontaxable military pay and allowances (other than in 


SII uc wcieoncicetsduapioagdieeeaitedcelaahinasbaimneinaenbaiebiagtedstetnmncamanetaenaestenene 2.8 
(bv) Imputed (in kind) component of wages and salaries *_____ 2. 7 
(c) Estimated civilian wages and salaries of those not required 
I ea eectcaeareeetmeh eeteencananils 1.6 
3. Add: 
(a) Items included in entrepeneurial income but probably reported 
No ce uscheccntanieanaiehauwtovaien arate 1.6 
(b) Employee contributions for social insurance *_.__.....-____ 3.8 
4, Equals: Wages and salaries to be reported on tax returns__._.-__-___ 183. 4 
5. Wages and salaries reported on tax returns ‘_.__.-_..---___- 174. 4 
6. Subtract: Wages and salaries of returns from Alaska and Hawaii *___ 0.6 
7. Equals: Wages and salaries reported on tax returns_____-___--_______ 173. 8 
8, Actually reported as a percent of what should have been reported 
a acai cr cs decicattiaeepeenan Nia 95 


1SCB, July 1955, p. 9, line 3. 

2 Estimate by Joseph Pechman. 

3 SCB, July 1955, table 39, p. 21—sum of lines 2, 3, 4, and 7. 

‘Rough estimate based on data in table 1 of Ulric H. Weil, A Note on the Derivation of 
Income Estimates by Source of Income of Persons Making Less Than $500 per Annum, 
1944-48, Journal of the American Statistical Association, vol. 45 (1950), pp. 439-446. He 
estimated $2.14 billion of civilian wages and salaries for 1948 in the income class under 
$500. From Census Current Population Reports, P—60, No. 6 for 1948 and No. 14 for 1952, 
we estimated 7.8 percent more people in the under $500 class with wages and salaries only 
and stepped up Weil’s figure accordingly. ‘Then we increased it by 25 percent more be- 
cause in 1952 the filing requirement covered all those with over $600. This gave us $2.89 
billion from which we subtracted $1.33 billion of wages and salaries tabulated in Statistics 
of Income for the under $600 nontaxable group. ‘This left $1.6 billion as the amount of 
wages and salaries obtained by those who did not file because not required to do so. 

5 Estimated, following Selma Goldsmith's procedure (see p. 356 of her article, Appraisal 
of Basie Data Available for Construction Income Size Distributions, in Studies in Income 
and Wealth, vol. 183, NBER, 1951). Equals 0.35 of unincorporated business income from 
contraet construction (SCB, July 1955, p. 15) plus the estimated income of newsboys, 
office solicitors, and private-duty nurses. These latter 3 items were estimated roughly at 
$155 million, $300 million, and $115 million, respectively, on the basis of the 1951 data 
supplied by letter from the National Income Division of the Department of Commerce. 

®SCB, July 1955, p. 20. 

7 Statistics of Income for 1952, pt. 1 (preliminary report), p. 10, line 39. 

8 Estimated using the 1946 ratio of wages and salaries to adjusted gross income of 
Hawaii and Alaska returns. (See p. 360 of Goldsmith, op. cit.) An adjusted gross income 
figure for Alaska and Hawaii of $829 million was obtained from Pechman’s worksheets. 














336 FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 


Derivation of dividends reporting gap, 1952 


[Billions of dollars] 
. Personal dividend receipts * 
. Subtract: 
(a) Dividend receipts of mutual life insurance companies’ 
(b) Taxes withheld on dividend payments to foreigners * 049 
1 


. Equals: Adjusted personal dividend receipts__._____-_--.-.--.---___ 8. 79 
. Subtract: 
(a) Dividend receipts of nonprofit organizations and noninsured 
corporate pension funds‘ . 337 
(b) Dividend receipts of those not required to file tax returns*®__ . 008 
5. Equals: Personal dividend receipts to be reported on tax returns____ 8. 446 
. Dividends reported on tax returns * 5. 860 
. Add: 
(a) Dividends traceable to individuals’ income from estates 
and trusts‘ 1. 034 
(b) Dividends retained by taxable fiduciaries * . 410 
(c) Dividend receipts of partnerships ° . 076 
. Subtract: Dividends of returns from Alaska and Hawaii” . 026 
. Equals: Personal dividend receipts accounted for on tax returns____ 7. 354 
. Actually reported as a percent of what should have been reported 
[ (9-5) X 100] 


1 SCB, July 1955, p. 11. 

2 Joseph Pechman’s worksheets. 

® Estimated by assuming 1948 ratio of this item to dividends applied in 1952. The 1948 
figure for taxes withheld was obtained from NID. 

*Irwin Friend, New Influences in the Stock Market, Fortune magazine, March 1953, 
estimated stockholders of nonprofit organizations (universities, foundations, churches, 
etc.) at $5.1 billion. Breaking this down into 82.5 percent common and 17.5 percent pre- 
ferred (his ratios for all institutional holdings) and applying yields of 5.5 and 4.1, respec- 
tively, we arrive at $268 million as the estimated dividend receipts of nonprofit institutions. 
(This is considerably larger than the Federal Reserve Board money-flows study estimate of 
$100 million. Use of the larger figure makes for a smaller dividend reporting gap.) 

The SEC Statistical Series Release No. 1335, of October 12, 1955, Corporate Pension 
Funds, 1954, gives $223 million as the income from interest and dividends of all unin- 
sured pension plans of corporations other than banks, insurance companies, and railroads. 
Applying 2 percent to the tabulated total of U. 8. Government security holdings and 3 
percent to their corporate bond holdings gives $167 million of interest, and the rest—$56 
million—is dividends. To take account of the omission of bank insurance company pen- 
sion plans (railroad plans are unimportant here coming for the most part under the rail- 
foad retirement system) we raised the $223 million combined interest and dividend total 
to $275 million, to which we applied the respective ratios for interest and dividends in 
ps million total. This furnished $206 million of interest and $69 million of 

ividends. 

The addition of $69 million for pension funds and $268 million for nonprofit organiza- 
tions furnished the figure of $337 million for the dividend receipts of nonprofit organiza- 
tions and pension funds. 

5 Ulric Weil, full citation in notes on wages and salaries, gives $50 million for the interest 
and dividend receipts of those with under $500 of income in 1948. Because the totals of 
such payments were higher in 1952 and because the income level below which filing was 
not required was $600 we very crudely set dividends and interest in the under $600 income 
recipient category at $50 million each. Bui $42 million of dividends (and the same of 
interest) was reported on nontaxable returns with under $600 of AGI in 1952. This left $8 
inillion of each as traceable to those who didn’t file because they were not required to do so. 

€ Statistics of Income for 1952, pt. 1 (preliminary volume), p. 10. 

7Obtained by multiplying the Statistics of Income total of individual income from 
estates and trusts, p. 11, by a weighted average ratio of dividends as a proportion of total 
ave o taxable and nontaxable fiduciaries. (Data from pp. 20-22 of Statistics of 

ncome. 

8 Estimated by applying the fraction that dividends comprised of total income of taxa- 
ble fiduciaries to their retained income. (Data from pp. 20—22 of Statistics of Income.) 

® The reported total of dividends received by partnerships in 1947 (Statistics of Income) 
came to 0.85 percent of net corporate dividend payments. Assuming this same percentage 
to apply in 1952, we get $76 million as the dividends of partnerships reported on tax 
returns as partnership income. 

10 Estimated by applying to the adjusted gross income of Hawaii and Alaska returns 
(Joseph Pechman’s worksheets) the ratio of dividends to adjusted gross income for such 
returns in 1946 (Goldsmith, op. cit., p. 360). 
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Derivation of interest reporting gap, 1952 
[Billions of dollars] 


Se eh tn teenecietoncineue $12. 297 
2, Subtract: (a) Net imputed interest *__.-__- SEAL REVS OE 5. 298 
3. Equals: Personal monetary interest._-.~-~~- iacaeliancs ieadncransteitidgematiinnctinaiels 6. 999 
4. Subtract: 
(a) Tax-exempt interest paid to individuals (including estates 
OR acca ietiannidiaie . 266 
(b) Accrued interest on Government bonds *____-__--.---__- «cen 
(c) Interest receipts of nonprofit institutions*_..___._._.__.____- . 144 
(d) Interest receipts of private pension funds *__.___________ . 206 
(e) Interest receipts of those not required to file tax returns ° . 008 
5. Equals: Personal interest receipts to be reported on tax returns___ 5. 664 
6 Tutereet Pemerted O8 tax POGMIMS Qn nnn nnn enn 1. 847 
7. Aad: 
(a) Interest traceable to individuals’ income from estates 
i NN lice ci . 208 
(b) Interest receipts retained by taxable fiduciaries *__._...__- . 058 
(c) Interest receipts of partnerships *_....___.__._..-.-_____ a .105 
8. Subtract: 
(a) Interest on returns from Alaska and Hawaii *__________ . 007 
9. Equals: Personal interest receipts accounted for on tax return____ 2. 211 
10. Actually reported as a percent of what should have been reported 
Nacsa isteach apeincanae etin inns saanrcieaiinncinciiara alia thai de Roa bn 39 


1SCB, July 1955, table 3, p. 11, line 6. 

2 Difference between lines 4 and 6 of table 37 on p. 21, SCB, July 1955. 

3 Joseph Pechman’s worksheets. 

‘Estimated from data in Raymond Goldsmith, Capital Requirements Work Memorandum 
No. 36, unpublished mpage A tke dpe at the National Bureau of Economic Research, 
March 1952. He estimates bond holdings of all nonprofit institutions at $3.2 billion in 
1945, and $3.9 billion in 1949. Assuming the same rate of increase in their bondholdings 
between 1949 and 1952 as between 1945 and 1949 and an interest rate of 3 percent, we 
get $144 million of interest received by nonprofit organizations in 1952. This is a very 
rough estimate. But it appears in line with the Federal Reserve Board money flows study's 
figure of $100 million. 

5 See note on nonprofit institutions and pension funds in the dividend adjustments. 

® See similar item under dividends. 

7 Statistics of income for 1952, pt. 1 (preliminary report), p. 10, line 39. 

8Computed by a procedure similar to that described in connection with the cor- 
responding item of the dividend estimate. 

*In 1947, the special Statistics of Income tabulation gave $73.4 of interest receipts 
for partnership returns. This came to 1.5 percent of personal monetary interest (per- 
sonal interest income minus net imputed interest) for 1947. We assumed the same 
percentage to apply in 1952. 

Estimated similarly to the corresponding entry described under the dividend 
adjustments. 


Derivation of entrepreneurial income reporting gap, 1952 farm entrepreneurial 


income 
[Billions of dollars] 
De I Ae Bical elaine ala tintaettndicatdetintetiominempeads $36. 526 
2. Subtract: 
(a) Net imputed rent on farm homes *_......_..____________ . 400 
(0) Value of home: constmrtion * 1002-5 2.144 
6: ai (c) Total expenses of agricultural production *_......_______- 23. 027 
A d: 
(a) Patronage refunds and stock dividends from cooperatives *_ . 109 
(b) Net rental income from farm property received by farm : 
ON a30 ent cuseceie es ee SA eel . 72 
4. Equals: Farm entrepreneurial income to be reported on tax returns._. 11. 784 


Footnotes at end of table, p. 338. 
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Derivation of entrepreneurial income reporting gap, 1952 farm entrepreneurial 
income—Continued 


BUSINESS AND PROFESSIONAL ENTREPRENEURIAL INCOME 


5. Income of unincorporated enterprises, business and professional °___ 
>. Subtract: 
(a) Entrepreneurial income probably reported as wages and 
salaries ° 

(b) Income in kind’ 
. Equals: Business and professional entrepreneurial income to be re- 
OSG EN: CIO TR 7S i casein gat ernst een tenoes ere sae rerenenarieoomeete 
. a entrepreneurial income to be reported on tax returns [(4)+ 


: eae and partnership income reported | on tax returns * 
. Subtract: 
(a) Business and partnership and farm income reported on re- 
turns from Alaska and Hawaii *_~- 
Add: 


(a) Business and professional income traceable to individuals 
income from estates and trusts *° 
(b) Business and professional income ret Lined by taxable 
fiduciaries *________- 
12. Equals: Intrepreneurial income ‘reported Se See 
13. Actually reported as a percent of what should have been reported 
[ (18+12) x 100] percent___ 


1 Statistical abstract of the United States 1954, p. 60. 

2 Rough estimate based on data supplied by NID. 1950 was $356 million. 

3 SCB, July 1955, p. 13, table 12, line 29. : 

< Dificeence between total net farm rents and same to persons not on farms, SCB, 
June 1953, 23, table 5. The assumption is that this would be reported as farm income. 

5 SCB, Tuly 1955, p. 13, table 12, line 21. 

® See explanation of this item in wages and salaries notes. 

7 Rough estimate based on NID data for eariler years. For 1950 it was $450 million; 
for 1951 it came to $480 million. 

8 Statistics of income, pt. 1, 1952 (preliminary volume). Net business or professional 
nee and partnership income. Equals: columns 15 and 19 of table 2 minus columns 17 
an 

® Estimated by assuming the 1946 ratio of nonfarm_and farm entrepreneurial income 
to adjusted gross income for returns from Alaska and Hawaii applied in 1952. The 1946 
data are from Selma Goldsmith, Appraisal of Basic Data * * * ete. (see full reference in 
wages and salaries notes) ; the 1952 figure from Joseph Pechman’s worksheets. 

10 Hstimated in the same way as the corresponding items for dividends. 


Notr.—Calculations similar to those described in footnote 4 under wages and salaries 


indicated no adjustment was necessary for the entrepreneurial income of those not required 
to file returns. 


THE SIGNIFICANCE OF EXEMPTIONS AND DEDUC- 
TIONS FOR LOW-INCOME TAXPAYERS 


PAUL J. STRAYER, Princeton University 


The broadening of the base of the individual income tax to include 
most low-income families : and individuals has been the most significant 
development in the field of taxation in recent years. The lowering of 
exemption levels in the 1940’s, and the effects of inflation and ‘the 
rise in real incomes in the postwar period have steadily increased both 
the number of taxpayers and the size of the tax base. These changes 
have been made possible by the development of collection at the source 
on a pay-as-you-go basis. As a result, the equally radical increase in 
revenue requirements has been met, for the most part, without resort 
to indirect taxation or taxes on spending which are less capable of be- 
ing adjusted to the individual circumstances of the taxpayer. 

These developments have led some critics to object to the burden 
on the low-income taxpayer and the failure of the individual income 
tax to provide for the complete exemption of a minimum of subsist- 
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ence. It is, therefore, desirable to review these changes critically and 
to consider the need for an adjustment of exemption levels. In this 
review both the question of the relation of exemptions to the equitable 
distribution of the tax burden and the economic effects of low exemp- 
tions will be considered. 

From the beginning of the income tax in 1913 until World War II 
the exemption levels were so high that only the relatively wealthy top 
income brackets were brought within its scope. As recently as 1934 
only 4 million returns were made in contrast to the roughly 50 million 
in recent years. In the prewar years it could be said that exemptions 
provided for more than a minimum of subsistence. But it would be 
misleading to suggest that those in the lower income brackets were free 
from necessity of contributing toward the cost of Government. In 
the years of high exemptions much greater relative reliance was 
placed upon indirect taxes with the result that, although hidden, the 
burden upon the low-income groups was substantial and generally be- 
lieved to be regressive over a wide range. The progressive income tax 
became, therefore, a progressive superstructure added to a regressive 
base. Although valuable insofar as it applied, it was not of great sig- 
nificance in determination of the real burden of the mass of the tax- 
payers with modest incomes. A review of the history of income taxa- 
tion in this country and in England from its first use in 1799 leads to 
the conclusion that, in spite of the claims of many writers in the field 
of taxation, the exemption of a minimum of subsistence from all tax- 
ation has never been seriously attempted. Actual policy has been de- 
termined by revenue requirements, administrative capacity, and po- 
litical consideration.” For example, in World War II the choice 
faced by the administration and the Congress was between more or less 
dependence upon inflationary financing of the war and additional 
taxes of wide applicability. Granted the decision to attempt to in- 
crease the tax yield the choice of means was between the extension of 
the individual income tax to bring the mass of the publie within its 
scope and the use of indirect levies of equal severity but less capable of 
being used in a manner designed to adjust the tax liability to the indi- 
vidual circumstances of the taxpayer. It is to the credit of the admin- 
istration and the Congress that they chose to emphasize the use of the 
income tax rather than the cruder instrument of sales taxation of some 
kind. 

Perhaps the most significant economic result of the greater role of 
the individual income tax has been the increased sensitivity of the 
Federal tax system to fluctuations in the level of income and employ- 
ment over the business cycle. Once considered an objection to the 
use of income taxes by those who favored the annual balance of the 
Federal budget this feature of the Federal revenue system is widely 
accepted by those who wish to increase the extent of automatic or built- 
in flexibility of revenues to temper the severity of the business cycle. 
The growth in acceptance of this viewpoint is evidenced by its en- 
dorsement by many congressional leaders and even business groups. 
It must be remembered, however, that while the sensitivity of the 
total revenue system of the Federal Government has been increased by 
the broadening of the base of the income tax, the relative sensitivity of 





*Strayer, Paul J., The Taxation of Small Incomes, New York, 1939. 
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the individual income tax alone has not necessarily been increased. A 
major advance in the same direction has been reduction in the lag be- 
tween receipt of income and payment of tax liabilities made possible 
by collection at the source and the requirement that taxpayers not 
subject to source deductions estimate their tax liabilities in advance 
and pay on this estimated tax during the year of income receipt. From 
most points of view this is a great improvement over the old system 
of permitting the taxpayer to settle his tax in the year following re- 
ceipt of income. The necessity of requiring large tax payments in a 
year of sharply declining income or of small tax payments in a year 
of rapidly rising income is avoided. Even more important is the 
knowledge that a change in tax rates or exemption levels can be made 
effective at once and reflected in the take-home pay of the mass of wage 
earners. 

Two features of the income tax add greatly to its sensitivity in re- 
sponse to changes in levels of national income. These are the exemp- 
tions which, if left at constant levels, affect contracyclically the 
amount of the total income which will be subject to tax and the pro- 
gressive rate structure which will increase the average tax rate as 
incomes rise and reduce the average tax rate when incomes fall. Asa 
result, a given percentage change in gross income payments will result 
in a larger percentage change in tax receipts. This will offset, in part, 
the forces leading to either a rise or fall in income levels. Coupled 
with a similar tendency for expenditures to vary countercyclically the 
result is to temper somewhat the tendency for the economy to become 
vulnerable to cumulative periods of deflation or inflation. Although 
the advantages of this built-in flexibility can be exaggerated it is not to 
be ignored as a step in the right direction. 

One other change in the income tax that has occurred in recent years 
deserves special mention. This is the fact that the inclusion of the low- 
bracket income recipient within the scope of the tax and the increase 
in the level of the initial rates applicable to the first bracket of taxable 
income have changed the possibility of using the tax as a means of 
income redistribution. The income redistribution potential of the 
tax has been further modified by the increase in the means offered un- 
der the law for the legal minimization of the nominally confiscatory 
rates applicable to large incomes. Although it is theoretically possible 
to achieve a great variety of results under a tax of the general dimen- 
sions currently imposed in the United States, the resistance to high 
rates as described in other papers at these hearings and elsewhere, and 
the necessity of heavy taxation of the lower brackets where the bulk of 
all income is concentrated, makes the practical possibility of greater 
redistribution of income by taxation a remote possibility. The most 
disturbing fact is that at the same time there is evidence that signifi- 
cant differentials in tax burden are developing not on the basis of total 
income but on the basis of source of income. This trend leads to the 
conclusion that more attention should be given to questions of equity 
and avoidance of distortions in the impact of the tax rather than nom- 
inally punitive rate schedules which are ineffective. Exemption policy 
must seek to achieve equity for all. Recent extensions of extra ex- 
emptions and deductions for the aged and for certain retirement in- 
come suggests that discrimination can become as great at low-income 
levels as high. Looked at from another point of view the heavier the 
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tax load the more important the pattern of expenditures. With an 
ultimate ceiling of 100 percent at the top, the larger the revenue re- 
quirements the higher the basic rate and the lower the exemption level 
will tend to be. Both the higher basic rate and the lower exemption 
level have the effect of lessening the spread between the relative bur- 
den at bottom and top. 


CRITICAL APPRAISAL OF CURRENT PRACTICES 


A critical appraisal of current practices requires a balanced judg- 
ment that is based not only upon the effects of exemptions and deduc- 
tions upon economic stability and growth but also the effects of cur- 
rent law upon revenue, equity, administrative practicality and other 
widely lield objectives of a more subjective nature such as the level 
of exemptions and deductions required to maintain family strength 
and stability. 

The main features of the current law can be outlined briefly. Each 
taxpayer is allowed to deduct from his net income $600 for himself, 
3600 for his wife if he files a separate return, and $600 for each 
dependent. Additional sums of $600 are deductible for those over 65 
years of age and for the blind. The deduction for dependents is 
limited to children under 19 years of age and to close relatives for 
whom the taxpayer contributes over half of the support. In the 1954 
code an exception to the general rule that no deduction would be 
allowed if the dependent made $600 or more was made in the case of 
students so long as the taxpayer continued to contribute over half of 
his support. 

A second group of deductions is found in the area of business 
expenses, depreciation, end business losses. These items are deductible 
from gross income te arrive at adjusted gross income and conform 
rather closely to the prevailing accounting concepts of deductions 
necessary to arrive at net income. These deductions are not consid- 
ered within the scope of this paper, but are fully discussed by Pro- 
fessor White. 

A third group are deductions from adjusted gross income required 
to arrive at taxable income. These include expenses not connected 
with a trade or business, expenses incurred in connection with employ- 
ment for which the taxpayer is not reimbursed, and the special deduc- 
tions allowed for charity, unusually heavy medical expenses, and so 
forth. This group includes such important items as deductions for 
nonbusiness taxes paid by the taxpayer to State and local govern- 
ments, interest, including mortgage interest, and casualty losses and 
thefts. This area is also covered by Professor White, but some aspects 
must be included in this analysis. To provide a means of avoiding 
the complications which would arise if all taxpayers were required to 
itemize each deduction in this category the law permits the use of a 
standard deduction of 10 percent of adjusted gross income in lieu of 
in itemized statement for this whole group of items. This is limited 
to 51,000 maximum for each taxpayer. If the standard deduction is 
used, no other deduction will be permitted. The Statistics of Income 
for 1951 indicate that, of approximately 43 million taxable returns, 
only some 10 million were returns with itemized deductions. Al- 
though this isa larger percentage of itemized returns than that found 
In previous years, it is an indication of the relative generosity of the 
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sums allowed under the standard deduction. The latter figure is a 
little high because the category in the tables includes those returns 
without any deductions (itemized or standard) and all returns with 
no adjusted gross income whether or not deductions are itemized. 

A final point must be discussed in this outline of the main features 
of the law. This is the extension of the community property treat- 
ment to the income of married couples and its recent extension to a 
limited extent to heads of families. Although the justification for 
this provision is entirely different than that of the deductions and 
exemptions, it has the significant effect of sharply reducing the effect 
of the progressive rate schedules upon some married couples and 
leaving the single individual to bear the full brunt of progression. 
Thus, when the comparative burden of single and married couples is 
analyzed the effect of income splitting is of even greater importance 
than the effect of additional exemptions when the husband is the 
primary wage earner and his taxable income is large. It is impos- 
sible to discuss the merits of the personal exemptions without refer- 
ence to this fact. 

The major criticisms of the current provisions of the law permitting 
the above outlined exemptions and deductions can be divided into 
two categories. First, those that criticize the law on the grounds of 
equity or on the basis of the social repercussions of current practices. 
Second, criticism is based on the belief that the economic effects of cur- 
rent practices are adverse. On the first ground two major objections 
are raised: (1) That the exemptions are too low and place an undue 
burden upon the low-income groups; and (2) that both the exemptions 
and deductions are arbitrary and discriminate without reason or justi- 
fication among taxpayers. On the first count, frequent reference is 
made to the failure of the tax law to reflect the change in cost of living 
since low exemption levels have been in effect. The one increase from 
$500 to $600 made at the end of the war obviously fails to fully reflect 
the rise in prices since that time. Another and perhaps more insidious 
aspect of this reaction has been the tendency for labor to claim that 
take-home pay after deduction for income and social-security taxes 
should be the measure of their wage scale rather than income before 
taxes. This is insidious because it would, if followed as a policy, ne- 
gate the effect of a tax increase designed to stop an inflationary devel- 
opment of serious proportions. The fact that similar claims to profits 
after taxes have been made by business in periods of inflation suggests 
that this may well become a problem of major proportions in the fu- 
tre. The more reasonable argument that the level of exemptions 
should be raised to improve the distribution of income after taxes 
must be considered both from the social and economic viewpoint. In 
face of large current revenue requirements and the existence of heavy 
excise taxes upon this same group, such as the transportation, cos- 
metics, tobacco, admissions and liquor taxes, a reduction of these levies 
before increasing the level of exemptions seems to be the more desira- 
ble course. The argument that this would further emphasize the re- 
liance upon a single source of revenue is deemed important by some, 
but in the circumstances that would permit a real reduction in revenues 
there is much to be said for giving the priority to the elimination of 
selective excises not only upon the ground of equity but also to relieve 
the industries affected of the arbitrary effects of the current law. 
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A final reason to make some effort to raise the level of individual 
exemptions is found in the borderline area which stresses the diserimi- 
natory nature of current exemption provisions. — Greatest object ion 
is raised about the burden borne by the single individual with low in- 
come as compared to the married couple. With the standard deduc- 
tion a single individual will pay a 20 percent tax on income above 
$666.66, while the married couple will not start paying tax until their 
income is $1,333.33. The 20-percent tax on the difference Is $153.34 
no small sum for the single man to pay on an income of only minimal 
levels. The need for the community property provision of the 1948 
act to remove the discrimination between the residents of community 
property States and non-community-property States is clear and no 
particular objection is raised to the method used to remove the dis- 
crimination. There is, however, no justification for the discrimina- 
tory burden upon the single. A solution may be found in the more 
realistic relation of the exemption levels of the single person to the 
married and in the adjustment of the tax brackets or rates of either 
the single or the married to bring the two into line. At the present 
time the effect of income splitting is to give the married a set of rate 
brackets just twice as wide as the single person. ‘Thus the married 
couple must have $4,000 of taxable income before the second bracket 
rate applies whereas the single person will pay the second-bracket rate 
on taxable income above $2,000. When the rates become even more 
progressive in the upper brackets this difference becomes substantial 
and can be expressed in vivid terms by thinking of the benefit the wife 
brings to her husband as a dowry that become increasingly valuable as 
the income of the husband rises through the brackets until he has 
reached the top and then diminishes in value as the husband’s income 
cises further and further above the point where progression in rate 
brackets stops.? 

Objection to the income splitting features of the law are centered 
upon the benefit given to the wealthy individual who marries the 
woman with no income of her own and finds that in addition to the 
benefits they jointly share from her unpaid contribution to the running 
of the household his tax liability is greatly reduced by the community 
property provision of the law. At the other extreme the current 
practices allow only a reasonable adjustment in the tax status of a 
married couple that continue to earn the same income after marriage 
that they individually earned before marriage. It is difficult to see 
how the taxpaying capacity of 2 individuals earning $5,000 a year 
before marriage is increased as the result of their marital status. 
Between these two extremes are found a multitude of possible cases. 
As a rough adjustment to correct some of the discrimination against 
the single it is suggested that the brackets used in case of married 
couples be made somewhat narrower than is now the case. The 
increased revenue should be applied to the reduction in rates across 
the board. 

A final source of discrimination among those to whom the exemp- 
tion level is important and who are at the margin in terms of living 
standards is the relative ease with which the income tax can be 


*, Ludwig S. Helborn has estimated that under the terms of the 1951 law a wife with 
no income had a cash value of as much as $11,457,000 if her husband earned $309,000, 
and was subject to maximum tax rates on this sum. Hellborn, Ludwig S., Uncle Sam’s 
Dowry, National Tax Association Proceedings, 1951, pp. 310-314. 
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assessed against the wage earner subject to deduction at the source 
and the difficulty of getting comparable coverage of the self-employed 
with similar incomes. This latter group inc ludes farmer s, small shop- 
keepers, many in service trades and professionals. Although this 
discrimination arises because of administrative limitations it cannot 
be ignored in the appraisal of the individual income tax. 

One may conclude that the problems of the relative burden assessed 
against the single and married and the problem of evasion and avoid- 
ance are valid “objections to current practices. However, so long as 
the Federal revenue system relies as much as it does at the present 
time upon indirect levies of an even more arbitrary impact which 
discriminate against individuals, firms, and industries, there is a 
strong presumption in favor of the maintenance of current levels of 
exemption with only minor adjustments and concentration upon the 
reduction of the more objectionable levies as declining revenue require- 
ments permit. 

The second objection to current levels of exemption and deduction 
mentioned above is that the economic effects of taxation of the lower 
income brackets will be adverse to the maintenance of both economic 
stability and continued growth. The group that holds this view 
stress the necessity of maintaining high levels of consumption demand 
and fears the development of another period of stagnation due to the 
imbalance between savings and investment intentions in an economy 
characterized by widespread inequality of income distribution. This 
same group will often hold that the redistribution of the tax burden 
in favor of the lower income groups and against the upper would 
give the Government the resources with which to support a program 
of public investment that would be more productive of the national 
interest than the private investment that it might replace. This view 
was presented with some vigor in the recession of 1953 and earlier 
in the slump of 1949. 

A careful appraisal of this view and its emphasis upon the de- 
sirability of strengthening consumer demand must lead to a critical 
analysis of the prediction that there will be a stagnation of invest- 
ment opportunities and a tendency for redundant savings. Also re- 
quired is an estimate of the effect of a redistribution of the burden 
of taxation from bottom to top upon the investment outlook or, if the 
burden is to be relieved at the bottom without increases at the top, 
the effectiveness of such action as opposed to an equal reduction of 
top-bracket rates. Finally there is need to calculate the threat of 
inflation which would follow a policy of general tax relief. 

The basic principle that the maintenance of aggregate demand is 
essential if both stability in the short-run and long-term growth are 
to be assured is not subject to dispute. The importance of consumer 
demand as a determinant of investment prospects is also granted. 
But there are many other forces affecting the decision of the investor. 
One of the most important is the effect “of taxation upon the return 
realized after taxes and thus upon the judgment of the investor about 
the future. The latter aspect of the problem may be even more sig- 
nificant than the former due to the emphasis often found among the 
investor groups upon such considerations. A favorable climate may 
stimulate the investor as much or more than an increase in yields on 
outstanding investments. It follows, therefore, that even if the stag- 
nation thésis is accepted a policy designed to stimulate consumer de- 
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mand alone would be less successful than one granting some tax relief 
to both consumer and investor groups. Such a policy could be help- 
ful as it would raise the expectations of the investor group as both 
consumer demand and return of capital would be improved. Any 
other policy would be viewed with suspicion by the investor who is 
probably as interested in the attitude of the Government as he is in 
the specific measures it adopts. 

At the present time the lowering of the tax burden upon the lowest 
income group can be considered only as revenue requirements permit 
or as other sources of revenue are found. As indicated above, prior- 
ity should be given to the reduction or removal of excise levies as 
they are both discriminatory among individuals and industries. In 
view of their magnitude there is little chance that any substantial 
reduction in income tax can be permitted unless there is a radical 
change in the level of public expenditures. 

If there is a depression and there is need for counteraction on the 
fiscal front, then it would be wise to grant some relief to both low- 
and high-income-tax brackets. But in view of the possible need for 
later action to offset a boom or inflationary tendencies the relief to 
the lower brackets should take the form of a reduced rate rather than 
an increase in exemption levels. This is recommended because there 
is reason to believe that once the level of exemptions is raised there 
will be little chance of reversing the action short of a major catas- 
trophe, such as war. We may conclude, therefore, that in the event 
that revenue requirements are permanently reduced priority should 
be given to the reduction of excise levies while countercyclical varia- 
tions in levels of taxation can be best accomplished by variation in 

rate structure rather than exemption level. Finally, there is little 
evidence that the stagnation thesis is a basis for a selective policy of 
tax reduction. In the first place, there is grave doubt about its vs alid- 
ity in the current economic situation. In the second place, if such a 
difficulty should arise, there is a strong case for action that would 
stimulate both consumption and investment spending. 


CONCLUSIONS 


The most significant effect of the level of exemptions under the 
individual income tax is that of determining the size of the tax base. 
High levels of exemption decrease the tax base. Low exemption 
levels increase the tax base. In a similar fashion the generosity of 
the tax authorities with regard to deductions will affect the base 
against which tax rates are applied. So long as revenue require- 
ments continued at present levels the increase in exemptions would 
require the imposition of some other tax. On the other hand, if tax 
reduction becomes possible a decision to raise exemption levels must 
be made only after the reduction in other taxes is considered. In 
spite of the many imperfections of the individual income tax it is to 
be preferred to most other sources of Federal revenue and it is gen- 
erally agreed to be vastly superior to the miscellaneous excise-tax 
system that has grown up over the years. We may conclude, there- 
fore, that if tax “yeform is possible priority should be given to the 
removal of the disc riminatory indirect. levies and the strengthening 
of the individual income tax rather than the raising of exemption 
levels. If tax reduction becomes possible the same priorities should 
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apply—reduce or repeal many of the indirect levies while maintaining 
the individual income tax at current levels. In the event that a 
countercyclical tax reduction or increase is desired changes in rates 
are to be favored over changes in exemption levels. This position is 
based upon the belief that rates that have been lowered can be raised 
again as required by economic developments more readily than can 
exemption once raised be lowered as events require. 

Low exemptions and high rates of taxation have led to much criti- 
cism of the tax as imposing an undue burden upon those in the lower 
income brackets. The failure of the exemption levels to reflect. the in- 
flation of the postwar period is cited as further evidence of the need 
for increases in exemption levels. Much of this criticism is based 
upon the belief that a minimum of subsistence should be completely 
exempt from taxation. So long, however, as indirect levies play the 
role that they do it is both unrealistic and unwise to raise the level 
of exemptions and subsistence will continue to be taxed. Priority 
should be given to the reduction or removal of these taxes before the 
exemption levels are changed. Until this is done there is no possi- 
bility of having a tax system that either exempts a minimum or sub- 
sistence or even imposes a progressive tax burden as income rises. In 
view of the pressing revenue requirements of the Federal Government 
the revision of the excise-tax system can occupy congressional and 
Treasury officials for some years to come. 

The major sources of inequity arising under current practices are 
found in the comparative burden imposed upon the single and the 
married, and the uneven enforcement of the law upon different occu- 
pational groups and different sources of income. The latter problem 
can be met only as more effort is applied to the administration of 
the tax and as the law is revised to close the legal avenues of tax pref- 
erence that have been growing in recent years. The former problem 
of the comparative burden upon single and married couples is im- 
possible to solve to the complete satisfaction of all but it suggested 
that a narrowing of existing differentials is desirable. This could 
be accomplished by reducing the width of the brackets for marired 
couples making joint returns. 

One of the greatest improvements in the Federal revenue system 
which has resulted from the greater dependence upon the individual 
income tax has been the increase in the sensitivity of tax yields to 
changes in national income. The progressive nature of the individual 
income tax results in a greater than proportionate decline in revenues 
in a period of falling income and a greater than proportional rise in 
revenues in a period of rising incomes. Both exemptions and rates 
are effective in creating the sensitivity. Thus, there has developed a 
built-in stabilizer which, although not sufficient to offset all fluctua- 
tions, can be useful in minimizing the problem. Any action which 
would reduce this flexibility should be opposed as leading to either 
greater instability or the requirement of greater discretionary action 
on the part of the Government. The claim that current exemption 
levels result in the imposition of an excessive burden upon the lower 
income groups which threatens the maintenance of consumer demand 
necessary to maintain a full employment economy cannot be proved 
on the basis of recent events. If there is need for strengthening of 
demand, the priority should again be given to the removal of excises. 
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It is also necessary to consider the effect of taxation upon investment 
as well as consumption. In the event that real deficiencies arise, a 
general tax cut granting concessions across the board is favored as 
against a cut favoring a single group. 

Tax burdens on all income groups are high because Government 
expenditures are high and stability of the economy requires the restric- 
tion of consumer and investor demand to make possible the achieve- 
ment of Government objectives without inflation. We should be 
oroud of the fact that in face of such extraordinary demands we have 
sabes able to use the income tax as the primary source of revenue. As 
« result, both the economic repercussions of the heavy tax burden and 
the equity with which it is imposed are relatively favorable and have 
not led to major distortions in either the economy or the economic 
position of a single class. 


ADJUSTMENT OF INCOME TAX SCHEDULES FOR SMALL 
INCOMES 


WILLIAM VICcKREy, Columbia University 


The adjustment of income taxes on small incomes cannot be con- 
sidered in the abstract, but must take account both of the temporary 
or permanent nature of the adjustments proposed, and of the cir- 
cumstances as to the characteristics of the remainder of the tax struc- 
ture, such as the presence or absence of other taxes bearing on the 
same income groups, and the way in which the administration of the 
income tax dovetails with the administration of other taxes such as 
the social-security taxes. Temporary changes, such as those made 
tor countercyclical purposes, may well be of a different. character 
from those made as a permanent reform, while changes that might 
be thought desirable in themselves may well prove to be quite incon- 
sistent with what is being done in other areas of tax policy. 


COUNTERCYCLICAL VARIATIONS 


When considering the proper form for countercyclical variations in 
income tax levels, it is necessary at least to consider the desirability 
of symmetrical changes in the upward and downward directions. A 
policy that consisted of systematically raising exemptions when the 
economy is to be stimulated, and of raising rates when inflation is to be 
restrained would of course soon result in a completely distorted tax 
structure, as would the reverse policy of lowering rates in recessions 
and lowering exemptions in booms. Given that the initial structure 
of the tax is reasonably satisfactory, the policy adopted should be a 
reversible one, either one of raising and lowering exemptions, or one 
of lowering and raising rates, or perhaps a combination of both types 
of change. These types of change can be evaluated in terms of their 
effectiveness in controlling the business cycle, their administrative 
facility, and their equity. 

Effectiveness 
Probably not too much weight should be attached to the factor of 


effectiveness in the choice between the different methods. Differences 
in the short-run marginal propensity to consume between income 
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classes are probably considerably smaller than the more obvious and 
more often cited differences in average propensities to consume; more- 
over, when these differences are aver raged over the income classes af- 
fected by the various forms of tax change, the differences are still fur- 
ther reduced. Moreover, a. formulation of the problem which im- 
plicitly takes the amount of the revenue reduction or increase as given 
and seeks to maximize the countercyclical effect (or seeks to produc ea 
given effect with a minimum of revenue change) is to a considerable 
extent starting from a false premise: It is by no means clear that 
there is any creat advantage to producing a given anticyclical effect 
with the smallest possible budget tary impact ; if a method inv olving a 
larger revenue loss seems desir rable for tax reasons, the disadvantages 
of hav ing to borrow on a larger scale are likely to be relatively small, 
aside from the psychological trepidations occasioned among thse to 
whom the annually bal: inced budget is still a valued goal. 

Even so, it is by no means certain that an increase in exemptions is 
more effective, per dollar of revenue loss, than a reduction in the first 
bracket rate, since with the former the number of dollars of tax reduc- 
tion increases with the bracket rate, while with the latter the reduc- 
tion reaches a maximum at the top of the first bracket. Other forms of 
reduction that might have a more definite advantage, such as deduct- 
ing a fixed amount from each tax bill, tend to be of a nonreversible 
character that makes them poorly suited for countercyclical policy, 
since the restoration of the fixed amount of dollars to each tax bill with- 
out other adjustments in the rate str:cture is likely to have a cool polit- 
ical reception. Among acceptable forms of countercyclical income 
tax variation, differences in effectiveness are likely to be slight and 
even these differences are likely to be of little relevance. 


ADMINISTRATIVE FACILITY 


The question of administrative facility is not as important as it 
once was, since with the inauguration of collection at source and the 
coordination of income tax and social-security tax collection there is 
relatively less to be saved in terms of administrative effort by an in- 
crease of the exemption level. The desirability of keeping the ad- 
ministrative load at a fairly constant level, and the diminishing re- 
turns encountered in pushing the administration of the income tax 
down to lower levels of income would both argue for a cyclical rather 
than a countercyclical variation in the exemption level, so as to keep 
the proportion of the population that is taxable approximately con- 
stant. Keeping exemption levels constant would thus seem a reason- 
able compromise between administrative considerations and the de- 
mands of fiscal policy. 

At the withholding level, there is also considerable administrative 
advantage in holding to constant exemptions and varying rates, If 
a need for fiscal adjustment becomes apparent in the middle of the 
income year, then at least for those whose income is fairly steady over 
the year a reduction in the rate for the year can be allowed for in the 
withholding for the latter half of the year; if exemptions are increased, 
there would be individuals below or slightly above the final exemption 
level for whom withholding over the first part of the year would 
exceed the final liability for the year and to whom refunds would there- 
fore have to be paid. Not only would the number of refunds be in- 
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eased but the fiscal impact of the change would be delayed, which is 
of considerable importance, in view of the critical importance e for the 
success of fiscal policy generally of minimizing the time lag between 
the development of the ‘heed for an adjustment. and its actual impact. 
Equity 

The choice of a method of countercyclical tax adjustment can also 
affect the way in which the tax burden is distributed between those 
with fluctuating and those with stable incomes. It is well known that 
a progressive income-tax assessed on an annual basis imposes heavier 
burdens on fluctuating than on steady incomes. This phenomenon is 
often thought to relate primarily to high incomes where the progres- 
sion of the rates is most apparent; however, the exemption level in 
effect represents a jump from a rate of zero to rates recently in the 
neighborhood of 20 percent; this is a much sharper jump than takes 

place anywhere else in the tax schedule, and the number of taxpayers 
a move back and forth between the exempt and taxable categories 

is large compared with the numbers who cross the other bracket limits. 
Countercyclical fluctuation of exemption levels would tend to increase 
the number of taxpayers who cross the ex cemption level from year to 
year as well as the total amount of “wasted” personal exemptions; 

thus the discrimination against fluctuating incomes in this area would 
be increased. 

On the other hand cyclical fluctuation of rates also involves some 
increase in the discrimination against fluctuating incomes in that those 
whose incomes fluctuate cyclically will have more of their incomes 
taxed at the higher boom period rates than at the lower recession rates. 
This type of discrimination seems to be less intense and more widely 
diffused than that created by the change in exemption levels, however, 
and to occur at higher levels of income where the discrimination would 
be more tolerable Both the force and the direction of this argument 
will depend to a very large extent on the rate structure and its relation 
to the distribution of income. Extreme cases can certainly be im- 
agined where the argument in terms of equity between fluctuating and 
steady incomes would be overwhelmingly in favor of rate changes, and 
others where the argument would be overwhelmingly in favor of 
changes in ex cemptions. And in any case the appropriate solution 
lies not in trying to make major shifts in the method of cyclical vari- 
ation for the sake of relatively minor improvements in equity, but in 
attacking the inequity directly through some form of averaging or by 
the carry forward or backward of unused personal e xemptions. 

Thus it cannot be said that the arguments on theoretical grounds 
for advocating rate changes rather than exemption changes as a coun- 
tercyclical measure are very strong. The strongest arguments of a 
general tenor seem to be of an administrative nature. These, however, 
are reinforeed by the consideration that if we look at the question in 
its current political context it appears unlikely that should a need 
arise for increasing revenues, this need would be met by reducing 
exemptions. And if exemptions are currently increased as 2 means 
of imparting a cyclical stimulus to the economy, it appears very un- 
likely that once the need for such stimulus has vanished the exemp- 
tions could be again reduced to their present level without formidable 
political opposition. Thus even if initially exemptions were raised 
as a countercyclical move, it appears almost certain that such a change 
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would in fact become a permanent change in the structure and not a 
cyclical variation. It is necessary therefore to examine the advisabil- 
ity of such a step as a permanent change rather than as a method of 
applying countercyclical policy. 


PERMANENT CHANGES IN THE STRUCTURE OF THE TAX ON LOW INCOMES 


Are the exemptions too low? 


Judged by any of the standards that have been used in the past to 
determine the appropriate level of personal exemptions, the present 
exemptions are extraordinarily low. They cannot be said to cover a 
wholesome minimum standard of living for typical urban families in 
the United States, unless by dint of fairly revolutionary changes in 
living habits, such as would be involved, for example, in the use of 
Stigler’s minimum cost diet. For the past few years the real pur- 
chasing power of the exempt income has been lower than ever in the 
past in this country, even in wartime, and the proportion of the popu- 
lation subject to the tax has reached record levels. All of which might 
be held to indicate that there is room for an increase in the exemptions 
as soon as revenue needs abate. In the immediate context, however, 
almost every consideration by which such a move might be justified 
seems to lead to an inconsistency or self-contradiction. 

Although looking at the income tax in isolation it might seem that 
restoring the proper pattern of progressivity would call for an in- 
crease in the exemptions, when it is considered that there are other 
taxes bearing heavily on the lower income groups, raising exemptions 
must be relegated to a second order of priority. While studies of over- 
all tax burdens can be questioned on many grounds, not only with 
regard to the assumptions made as to incidence of various taxes but 
also as to the appropriateness of income as a standard of reference for 
the lowest income classes, nevertheless they do show a degree of pro- 
gression over the lowest income ranges that falls considerably short 
of anything that could be said to correspond to ability to pay on almosi 
any principle or definition. The main contributors to this lack of 
progression at the Federal level are the tobacco and beverage taxes and 
the taxes on transportation and communication, with corporation taxes 
also contributing, according to some theories of incidence. Before con- 
sidering an increase in the exemptions, one should at least consider 
reductions in these more regressive taxes. 

In particular, the taxes on communications and transportation are 
not only regressive in their incidence but are among the more eco- 
nomically harmful excises in that they apply to industries that have 
considerable long-run economies of scale. Not only must the users 
of the facilities pay the tax that is passed on to them, but they or the 
stockholders of the enterprises must in addition bear the burden of 
defraying that part of the overhead above the marginal costs that was 
formerly comtetbaked by the traffic that is driven away by the increase 
in the gross rates. A recent study of the rate structure of the New 
York City subway system indicated that for every dollar of net 
revenue obtained by raising subway fares the subway riders would 
have to contribute as much as $1.60. While this may be a somewhat 
extreme case, it is clear that the excess burden of special taxes on 
public utilities is substantial and that such excises should be avoided 
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wherever possible. The taxes under consideration were perhaps justi- 
fiable during the war when the facilities in question were overloaded 
and revenue needs were such as to warrant the exploitation even of 
otherwise rather undesirable sources of revenue; they should have been 
repealed as soon as the special war conditions subsided, and their re- 
peal is long overdue. Moreover, while repeal of such excises is prob- 
ably about as effective in stimulating employment as an equivalent 
reduction in income tax, it is less likely, because of the consequent 
reduction in costs to carry the stimulus to the point of causing an 
inflation of the price level. It is clear that the repeal of these taxes 
should take absolute precedence over any increase in the income-tax 
exemptions. 

The case for considering reductions in tobacco and beverage taxes 
before raising income-tax exemptions is somewhat less clear, in view 
of the accepted sumptuary justification for these taxes. But granting, 
arguendo, that HA is significantly injurious to health, and also 
that it involves significant external diseconomies of consumption, such 
as its contribution to fire losses and discomfort to neighbors, it is fairly 
clear that the demand is highly inelastic, and that the effects of this 
tax on the distribution of income bulk large relative to the effects 
on the allocation of resources. It seems also fairly clear that the 
present rates of tax are higher than would fairly reflect the external 
diseconomies proper, while there is something slightly incongruous 
about a situation where the majority of the population decides col- 
lectively that smoking should be discouraged for reasons of health 


or morals, but individually decides to continue smoking. If improve- 


ment of the distribution of the tax burden at the lower end of the 
income scale is an objective, reduction in tobacco taxes appears to have 
a claim to be considered before increasing personal exemptions. 

With beverage taxes, the data are less persuasive both of the re- 
gressivity of the burden and of the inelasticity of demand, while the 
external diseconomies of consumption are more difficult to evaluate, 
so that there is much more room for difference of opinion as to the 
relative priority to be accorded reductions in these taxes. On the 
other hand, evasion, negligible for the tobacco taxes, is a significant 
factor in liquor taxes, but this is a consideration that lies somewhat 
far from the issue of progressivity. 

The other major taxes that bear heavily on the lower income classes 
are largely State and local taxes, and might thus be considered to lie 
outside the scope of Federal tax policy. But even here there are ways 
in which Federal tax policy may appropriately have an influence in 
the direction of encouraging the States to reduce the regressiveness of 
their own tax systems. ‘Thus by retaining income taxes at a high level 
and reducing its own excises, the incentive provided by the deductibil- 
ity of direct taxes for States to make use of such taxes is maintained 
at a higher level, although to be sure the extent to which the standard 
deduction is used, particularly at low levels of income, makes of this 
a relatively minor point. Another possibility is that increased grants- 
in-aid of various kinds to State governments could be considered as a 
possible alternative to reduction in income-tax yields on the basis that 
this would in turn enable States and localities to diminish the re- 
gressive burdens of their taxes. Possibilities of this sort are perhaps 
rather limited, particularly as the grants may give rise to further 
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State and local expenditures rather than to the reduction of regressive 
taxes, yet they merit consideration as possibly to be prefer red to a di- 
rect reduction of income taxes on lower bracket taxpayers. 


THE SIZE OF.THE FIRST BRACKET 


The initial bracket of $2,000 to which the minimum tax rate applies 
has remained constant for over 2 decades, but during that time its sig- 
nificance has undergone drastic change. In the thirties, a comparison 
of the British and the American rate structures showed the British 
rates to be dominated by a normal rate applying to the large bulk of 
the taxpayers, with trimmings consisting of the surtax at the top and 
the reduced rate at the bottom, while the American structure was one 
of more regular graduation. The wartime reduction in exemptions, 
plus the adoption of income splitting has virtually reversed this pic- 
ture: the initial bracket rate in the United States now covers a range 
of incomes comparable to those covered by the normal rate in Britain, 
while the graduation supplied in Britain by the reduced rate at the 
bottom end of the scale is lacking with us. One taxpayer may have 
an income as much as four times as great as another with the same 
family status and still be subject to the same marginal rate. To be 
sure, progressivity is to be found in the average rate, but this would 
seem an inadequate expression of the vari: ition in ability to pay. 
Moreover the present scheme of graduation, to the extent that it in- 
volves a relatively high initial rate, tends to concentrate the discrimina- 
tion against fluctuating incomes on those incomes that fluctuate 
around the exemption level and thus lose full benefit of their exemp- 
tions, which loss 1s converted into an extra tax burden at the peligtively 
high rate differential that occurs at this margin. 

While it would be hard to put very much weight on any particular 
rule of graduation, it would seem that the amount by which one in- 
come must be gre ater than another in order to warrant the applica- 
tion of a different marginal rate would be roughly proportional to the 
amount of the income, and that accordingly the ratio between the in- 
come corresponding to the upper limit of a bracket and that cor- 
responding to the lower limit should be roughly constant for the dif- 
ferent brackets. Obviously this cannot be ‘the case for all different 
family sizes at once, but some rough correspondence is possible. One 
suggest — would be to split the first $2,000 bracket into three brackets 
of "$300, $ $500, and $1,200, respectively. One might at the same time 
note that to provide separate rates for the $80,000 to $90,000 bracket 
and for the $90,000 to $100,000 bracket seems more detail than is 

really warranted, particularly when it is considered that the next 
hin acket runs from $100,000 to $150,000. But this is a relatively 
minor matter. 

In any case, the proposal to subdivide the first bracket 1s in some 
ways an alternative to another proposal for carryback of unused 
personal exemptions, and should be considered with that possibility 
in mind. 


Ewvemption carryback 
Among small-tax payers, the bulk of the relative disadvantage 
suffered by the taxpayer with a fluctuating income is represented by 
the waste of exemptions that occurs when his income falls tempo- 
rarily below the exemption level. This is particularly true when a 
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relatively high initial rate applies to a very wide first bracket. Pre- 
venting this waste of exemptions, as by a carryforward or carryback, 
would thus go a long way, in these areas, qt ard the elimination of 
discrimination against fluctuating incomes. 

As applied to individual incomes, howev er, carryforward of unused 
personal exemptions is subject to the very serious drawback that at 
any given time many returns with unused ex cemptions are being filed, 
and while many of these exemptions would never in fact be effec tively 
carried forward, it is not possible to know in advance which these 
are, and thus it would become necessary to have a rather large and 
costly volume of auditing of obviously nontaxable returns in order 
to avoid later giv ing credit for exaggerated claims of unused exemp- 
tions, or having to audit very old returns with problems arising from 
the applic ation of statutes of limitations. 

Formerly, carryback of unused exemptions would have been subject 
to the objection that it would call for the payment of large numbers 
of refunds. But with the administrative machinery presently set 
up for handling such refunds expeditiously and efficiently, this is no 
longer a serious s objection. Carryback has the advantage as compared 
with carryforward that at the time the return is filed it is alre eady 
apparent whether or not the amount of the unused exemption is of 
consequence. There is thus no additional difficulty created for the 
efficient organization of the auditing program. Another very impor- 
tant consideration is the cyclical impact of such a carryback: the 
payment of refunds in years of reduced income, as contrasted with 
the abatement of taxes in years of increased income as would occur 
with carryforward, should greatly enhance the effectiveness of the 
income tax as a built-in stabilizer. To be sure, the fact that the 
actual payment of the refund is likely to occur about a year after 
the diminution of income has been experienced somewhat impairs the 
promptness with which this stabilizing effect will take place; never- 
theless the existence of such a provision may be expected to have sub- 
stantial direct and indirect announcement effects that may take hold 
considerably before the actual payment of the refunds takes place. 

Finally, if the period over which an exemption carryback is allowed 
is made long enough, the refunds allowed may assume the form of 
a supplementary retirement income. This would form an acceptable 
and equitable substitute for the many proposals that have been 
advanced for exemption or deferment of taxation of sums set aside 
in various ways for retirement. But it is only a partial substitute 
for this unless it is considered in conjunction with some form of 
similar refund proposal applicable to larger income levels. For this 
purpose the use of cumulative assessment “for the higher bracket tax- 
payers would be an appropriate complementary measure. 


DEDUCTIONS FOR NONBUSINESS EXP ENSES AND AN 
ECONOMIC CONCEPT OF NET INCOME 


MELVIN I. WuiIreE, Brooklyn College 
Of the group of items referred to as nonbusiness expenses or per- 
sonal deductions, most are not fully consistent with a systematically 


defined economic concept of personal income; their justification must 
depend on the efficiency with which they serve other economic or social 
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objectives. It is the main purpose of this paper to amplify this ob- 
servation by analyzing individually the major items included in the 
personal deductions category. 

In the first section attention is focused on the basic question of the 
content of an applicable definition of income and the entangled issue 
of the recipient unit. Stress is laid on those aspects of the definition 
specifically relevant to examination of the personal deduction items 
and some consideration is given to the role of the personal exemption 
and credit for dependents. The second section discusses the specific 
deduction items in an order which is analytically convenient. Legal 
and administrative issues are not discussed; nor is there any attempt 
to estimate the revenue effects of suggested changes. The major 
policy implications of the paper are summarized in the final section. 


Tue Income Concert 


General relation to equity 

Consistency of the legislatively defined tax base with a stated, meas- 
urable concept of income is the ultimately reliable test for adherence 
to the principle of equity in personal taxation. The “equal treatment 
of equals” means that individuals similarly circumstanced with re- 
spect to income pay the same tax bill. In a complex modern economy 
individuals differ in a multitude of ways, some relevant and some not. 
Whether or not two individuals should be considered similarly cir- 
cumstanced can only be determined by defining an independent meas- 
ure of income against which each separate circumstance can be tested. 
The ultimate effect of allowing any specific deduction (or requiring 
any particular inclusion) on all the multitudinous equity relation- 
ships of individuals to one another is almost impossible to determine. 

There is also the question of the treatment of unequals. A well- 
defined tax base that represents an acceptable index of relative evo- 
nomic status is necessary if there is to be a controlled degree of pro- 
gression, determined by the statutory rate schedule. Ambiguity and 
inconsistency in the definition of the base can result in a substantial 
gap between appearance and reality; the effective rates can turn out 
to be considerably less progressive than the statutory rates would lead 
one to believe. Thus if proper treatment is to be accorded both equals 
and unequals, a working relationship must be maintained between a 
theoretically defined concept of net income and the tax base as defined 
from accounting categories. The theoretical concept may then serve 
as a guide in the organization of accounting records and an “ideal” 
against which actual statutes defining the tax base may be continually 
evaluated for the accuracy with which they reflect relative economic 
status. 


Formal definition 


Economic status, of course, may be given a psychological interpre- 
tation so that it becomes completely individualistic, noncomparable, 
and not susceptible to quantitative summarization. Now, however 
true it may be that the personal experience of status has its ultimate 


1This paper is primarily a statement and application of views and ideas of wide cur- 
rency within the profession. However, in addition to the work of Prof. Henry Simons 
referred to below, I would like to acknowledge specifically the influence of Prof. William 
Vickrey’s book Agenda for Progressive Taxation, the Ronald Press Co., 1947. I would also 
like to acknowledge participation of Anne White in the preparation of this paper. 
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reality in the psychic realm, no guide to tax policy can be derived 
from insistence on such an interpretation. On the other hand, it is 
ot necessary, in an excess of pragmatism, merely to seize upon some 
convenient accounting starting point and muddle through a series of 
ad hoe adjustments or refinements to a final determin: ition of the tax 
base. ‘There does exist a concept of income from economic analysis 
which, with modifications, can be made to yield a satisfactory index 
of the relative economic status of persons. 

Personal income has been given its most considered and rigorous 
definition by Prof. Henry Simons. The summary statement of his 
definition is that income over a period of time is the algebraic sum of 
the exercise of claims by an individual for purposes of consumption, 
plus the net change in his store of claims—both evaluated at market 
price, with the latter computed on an accrual rather than a realization 
basis. Claims may be in the form of cash or assets generating explicit 
or implicit yields. This is an ex post concept, and defines income in 
terms of what has been done with it over a given period of time—its 
disposition rather than its source.’ 

The “exercise of claims on behalf of consumption” includes all the 
things obviously suggested by the term and also the less obvious items 
of leisure (which would be valued by imputing an estimate of fore- 
gone earnings) and income in kind resulting from personal effort or 
the owner-use of durable goods. Included here would be housewife 
services, depreciation, and interest on durable goods including house- 
hold equipment, automobiles, owner-occupied houses, and similar 
items. 

Change in the stock of claims includes not only changes in the 
market value of securities and additions to cash balances but also 


changes in the stock of durable goods. New assets, whether pur- 
chases of durable goods or gifts, represent additions to the stock of 
claims, while depreciation on old assets is a reduction. Growth in 
valuable capacities embodied in the person is not included in the 
concept, although the ultimate result of activating these capacities 
is, of course, income under the appropriate headings. . 


Specific content 

It is impracticable to estimate or compute directly the sum of each 
taxpayer’s consumption outlays and changes in cash balances and 
other asset holdings. A first step in practical application is to translate 
the definition, to reformulate it in familiar accounting “income” cate- 
gories. The table below lists in the left hand column the components 
of income following the original Simons definition in terms of disposi- 
tion. In the right hand column are the categories of income by source 
which would have to be included for strict correspondence to the dispo- 
sition side, 


? Henry C. Simons, Personal Income Taxation, University of Chicago Press, 1938. Al- 
though the discussion which follows is based on this definition, some freedom is exercised 
in interpretation. 

’ The history of assets prior to the moment they come into the possession of the tax- 
payer is irrelevant; this is a point of importance in considering the issues of “double 
taxation” and ‘‘double counting.” 

It should be clear that personal income for tax purposes in no sense represents a share 
in the natioral income. he meaningless total of personal incomes will not only greatly 
exceed the value of the national product but the relationship between the personal income 
total and national product will vary with the size of the interpersonal flow of claims not 
related to current production. 
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TABLE I.—Alternative views of the personal-income concept for a given period 


Disposition Source 

Consumption: Factor receipts (including income in 
Explicit outlays: kind) : 

Purchases of nondurable goods Wages and salaries 

Purchases of services Interest and dividends 
Imputations: Net business and professional in- 

Depreciation on durable goods come 

Net interest on durable goods Net farm income 

Value of personal services in Gifts and inheritances 

the home Net capital gains 

Value of leisure time Imputations: 

Change in stock of claims: Interest on durable goods * 
Change in cash balances Value of time spent in the home 
New acquisitions of securities 
New acquisitions of durable goods 
Change in market value of owned 

securities 
Change in market value of owned 
durable goods: 
Depreciation (neg: itive item ) 
Change in market value net of 
depreciation 


1 Depreciation not included; it is a positive consumption item and a negative change 
in claims item ; it thus cancels out. 


Net income defined in this way takes account of most of the com- 
monly accepted criteria of relative economic status. However, even 
at this level of abstraction which permits the most comprehensive inter- 
pretation of the concept it does not perfectly reflect all the subtleties 
of our notions of relative status. For example, it permits no distine- 
tions as to source of income—such as those between property and non- 
property income, or between windfall or other capital gains and reg- 
ular income. Nor does it allow adjustment for geographic differences 
in price levels. 

And as the concept is moved down the ladder of abstraction, the limi- 
tations of data require a contraction of its borderlines and the replace- 
ment of measurement by estimation. The inclusion in income of the 
value of leisure time and many other imputations, such as income gen- 
erated in the home by personal effort or through the owner-use of 
consumer durables other than housing, must be given up for practical 
reasons; but the fact that they logically belong 1 remains a qualitative 
influence in assessing the issues connected with items that are sus- 
ceptible to estimation. 

Definition of unit 

Entangled with the problem of income definition is that of defining 

the recipient unit, of establishing a basis for discriminating among 

family units of varying membe ship. Under a strictly proportional 
tax the issue would be of no consequence, but under a system of pro- 
gressive rates it is of material importance to the taxpayer whether 
a given income must be attributed to one person or can Ee split among 
two or more. 

Insofar as units consisting of man and wife are concerned, a com- 
munity consensus has probably been established on the equal partner 
in a pooled income, or per capita, approach implied in the split-income 
provisions of the present law. However, this approach does not prop- 
erly imply a splitting of the income aggregate precisely by 2. Indi. 
viduals living together and pooling their income can achieve a higher 
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economic status from a given income than can two individuals living 
separately, each on half the income—and economies of scale continue 
to operate as the family unit grows in size. The limitations imposed 
on the practical calculation of the tax base probably reinforce the in- 
equitable tendency of income splitting by two, since imputed income 
which is not taxed is higher in most two-person families than in single 
units. Fortunately the arithmetic of tax computation does not require 
that the taxable income be split by an integral divisor. It would be 
more equitable for family units consisting of man and wife to use a 
divisor somewhat less than 2. 

An extension of the fractional income-splitting device could well be 
made to include children and adult dependents as additional members 
of the unit.4. This approach would have to be justified primarily on 
the equality of community concern for household members rather than 
on a presumption that all members of the household in actuality share 
equally in a pooled income. Some quantitative differential could be 
allowed for minors. A child-equivalent of a given adult economic 
status can probably be achieved with a smaller allocation of income, 
and hence the increments in the divisor used for income splitting for 
children should be less than for additional adults. And successive 
increments should be smaller. 

Because the tax advantage of the split becomes so important for high 
incomes, there may be a strong incentive for high-income recipients 
to add additional members to the household, and this will place con- 
siderable burden on the criteria for distinguishing dependents. Per- 
haps it would be useful to set an absolute upper limit on the amount 
of income that can be allocated to dependents. 

This per capita treatment of recipient units would, of course, dis- 
place the present personal exemptions and credit for dependents ° and 
would eliminate the special rates for single persons with head of house- 
hold status. The tax advantage of the income divisor method would 
clearly be greatest for large families in the middle and upper income 
groups. In general there would be a lessening of the effective pro- 
gressivity of ‘the tax but this could be offset by a proper adjustment 
of the rates. Some rate adjustment would be nec essary in any case 
to compensate for the loss in yield. 


SPECIFIC DEDUCTIONS 


Mortgage interest and property taxes 

All economic activity has a time dimension. Consumption is no 
exception although the time element is not always obvious in its mani- 
festation. “Current” consumption represents a choice by the house- 
hold not only among immediately available goods, but the choice to 
have goods now rather than later. The service or outright ownership 
of an automobile tod: ay is an economically different commodity from 


— 


*A possible alternative viewpoint is that the expenses of raising children are a form 
of consumption and do not entitle a taxpayer to any special treatment. The present credit 
for dependents from this viewpoint is an incentive subsidy for a soc ially desirable form 
of consumption. 

°If it is considered desirable to have a tax-free minimum, a sero-rate bracket would 
be a more progressive method than the use of exemptions. 


68595—55——_24 
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that of an automobile 1 year from today. The consensus of the market 
place is that it is also a more valuable commodity. From the individ- 
ual’s point of view, this fact is reflected in an interest cost—whether 
explicitly paid out or implicitly incurred through a foregone inter- 
est return. Thus interest cost. is pervasive; it is involved in the con- 
sumption of food and other daily recurrent items as well as in the 
decision regarding acquisition of durable goods. However, it is easiest 
to analyze the relationship between interest and the income concept in 
connection with durable goods financing, particularly the case of 
housing. 

For this problem, three significantly different institutional arrange- 
ments for financing a year’s consumption of housing services must be 
kept in mind. One is the case of the tenant in which financing is 
entirely on a pay-out-as-you-consume basis. Another is the owner- 
mortgagor, which requires the explicit payment of interest. And the 
third is the clear-owner, in which owner equity covers the full value 
of the house. The consumption component of income for all three is 
equal to the gross rental value of the space occupied. An explicit pay- 
ment of the rent is made by the tenant; in the other two cases the 
gross rental value must be established by imputation. The tenant’s 
rental is sufficient to cover maintenance expenses, depreciation, prop- 
erty taxes, managerial services, an allowance for vacancy rates, and 
net return on invested capital.® 

The tenant, in making an outpayment for housing service, has his 
stock of claims reduced below the level that he would otherwise have 
been able to hold by an amount just equal to the value of housing 
services consumed. Thus no net income is generated for him in 
connection with his home. For the clear-owner a similar reduction 
in claims results from items of depreciation, maintenance, and taxes, 
but the reduction is less than consumption as measured by the gross 
imputed rental. The difference is the amount of return on invested 
capital and for managerial services. Thus the consumption of his 
own property generates an imputed net income for him. In the case 
of the mortgagor, the net income generated is less than for the clear 
owner by the drain on his stock of claims to make the interest out- 
payment on the mortgage. 

The table below gives a numerical example of the income computa- 
tion for three simila uly circumstanced taxpayers, each of whom = 
one of the alternative ways of financing a year’s occupancy of : 
$10,000 house. As can be seen from the table, their income sananly 
defined is equal and their tax bills should be the same. Present tax 
provisions, by failing to include imputed rentals, discriminate against 
the tenant. The provision for the deduction of property taxes and 
mortgage interest are logical only as deductions from gross rent. So 
long as “imputed rentals are not included, the property-tax deduction 
serves only to increase the discrimination between the renter and the 
homeowner. 


®*The imputed gross rental for owner-occupied houses should probably be less than the 
tenant rate for comparable space; the costs are less since there is no need to cover a 
vacancy rate and correspondingly the services are less as the owner is not as free to move. 
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TABLE II.—Jncome computation for taxpayers with alternative methods of 
Jinancing home 


Tenant en Clear owner 





Assets at beginning of year: 
(1) Cash. . ; . $1, 000 
(2) Securities. ___. 2 Adiemasels aban. Se eee a 10, 000 | 5, 000 
(3) Equity in home. bead ble 5, 000 


$1, 000 


10, 000 


; ; , wnt 11, 000 , 000 11, 000 
a Fee : : 5, 000 


Income and expenses during year: 
(4) Wages 5, 5, 000 
(5) , aid nt | 250 
(6) Gross rent actual or imputed) a i . , 000 
eM eee ae " 4, 000 
(8) Property tax sasekeaaad ; 200 
(9) Maintenance...____- arp sidaddédsbecdusssaucddehlsedehs athe 50 
(Ip) Ee@wenmanem..... ..........-..-...-.- eee ‘2 : fs 250 
(11) Interest on mortgage__. oobi old be 250 
(12) Net imputed rent (6) —(8) — (9) — (10) — (11) pb dba beet aad ; 250 


Income computed by disposition: } 
(13) Gross rent. ___.-- baa sesh a cli tal olga ucla aia r 1, 000 
(14) Other consumption SE eat deiidadale Aleut Sbde , 4, 000 
(15) Change in cash: 
(4)+(5) — (6) —(7)- ma tetas taae ti oe 
(4)+(5) —(7) — (8) )—(9)—(11)- 1 bi uh sds +750 
SER eae SS ee sania’ —250 


Total 5, 5 ¥ i” 5, 500 ; 


Income computed by source: 
(17) Wages. d 5, 5, 000 
(18) Yield on securities ..| 250 | 
(19) Net imputed rent____- abtacaha ae AT eae ; 250 | 


Total | 5, 5 5, 500 


Income computed from present tax provisions: | i 
(20) Wages 5, 000 | 5, 000 
(21) Yield on securities 500 | 250 
(22) Less property taxes _- Lsseghaaeepiton — 200 
Se Rn a oes i tide cous obébaaceaeucs ; —250 


5, 500, | 4, 800 4, 800 





! The rate of interest on the mortgage loan, the rate of return on the equity in the owned home and the 
yield on securities are all computed at 5 percent. Differential returns would spoil the comparison by giving 
rise to different incomes. Managerial return and the vacancy rate allowance are ignored. 


Inclusion of imputed net rentals could be accomplished by adding 
an estimated gross rental value in the gross income of the owner and 
permitting depreciation, maintenance expenses, taxes, and any mort- 
gage interest to be deductible.’ A less complicated alternative would 
be to compute a reasonable interest return on an estimate of the 
owner’s equity, an estimate which could be based on assessment. rolls, 
adjusted by the kind of equalization ratios now in use in many States. 

Without the inclusion of an imputed net rental there is no clear-cut 
equity criterion for the treatment of mortgage interest. To permit 
the deduction as does the present law is to put the mortgagor on a more 
equitable basis with the clear owner but aggravates the inequity to the 
tenant. This well exemplifies the inadequacy of attempts to solve 
equity problems on a partial basis—that is, without reference to the 
underlying income concept. 

The most popular justification for the property deductions is that 
they represent a fiscal encouragement to homeownership. Laudable 
though the general objective may be, the suitability of subsidizing 
homeownership by use of deductibility provisions is open to serious 


™This, roughly, is the British method. 
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question. The subsidy not only becomes larger the more expensive 
the home but for a given home it increases with the size of the tax- 
payer’s income. And to the extent that there is a positive relationship 
between size of income and value of home, the effect of the subsidy 
becomes even more sharply regressive. Surely Federal action to aid 
homeownership can be achiev ed with less sacrifice of equity by direct 
action in the housing and home finance area and perhaps through 
fiscal aid to local governments.® 


Personal and installment interest 


It is convenient, and probably realistically in order of importance, 
to consider first the proper treatment of personal and installment 
interest when the proceeds of the loan are for purposes of acquiring 
durable consumer goods (other than houses). The three cases out- 
lined above in connection with mortgage interest are applicable here. 
The role of “tenant” is filled by customers of the laundromats, and 
commercial launderers, the automobile rental establishments and taxis 
and so forth, as well as by tenants in buildings that furnish services 
of durable goods. The installment purchaser is in the position of the 
mortgagor and the outright purchaser in that of the clear owner. 
Again the ideal solution is to impute return to the owner-user of du- 
rable goods, permitting installment (or other personal) loan interest 
as a deduction for the borrower-owner. This would then put the 
pay-out-as-you-use renter, the borrower-owner, and the clear owner 
on a consistent basis. 

It is, however, impractical to make such imputations for most du- 
rables. Again, as with mortgage interest, the lack of imputation 
leaves the deduction for loan interest in an ambiguous status. How- 
ever, for many consumer durables, particularly automobiles, the renter 
population is comparatively small. In this case it may w ell be argued 
that a larger measure of equity results if the treatment of the borrower- 
owner is made consistent with that of the clear owner by permitting 
deduction of installment and personal interest.° 

With regard to recurrent household expenses, everyone falls in the 
role of tenant—that is, is on a pay-out-as-you-consume basis. <A per- 
son who has sufficient receipts or a cash balance from which to finance 
a given level of such expenses without borrowing has a higher income 
than one who does not. This becomes clear if he should choose to 
borrow for current living expenses anyway, and lend out his own 
cash at interest. Then he has the same consumption as the borrower 
and an equal interest payment to meet, but an offsetting inflow of 

cash adding to his claims which the borrower does not. Therefore, 
wien consistent with the income concept permits the deducti- 
bility of personal interest where the funds are used for ordinary cur- 
rent expenses. 


§ The implications for local finance are considered below. It may also be noted that 
the implied subsidy received by a given houseowner cannot be precisely determined with- 
out stipulation of changes in tax rates contingent on removal of deductions. 

®*It is sometimes said that the interest paid by the purchaser, say, of an automobile on 
the installment plan, is simply part of the price of the automobile, that part which arises 
because he is unwilling to wait until he has saved the purchase price. It is true as indicated 
earlier that the interest represents the cost of having the use of the automobile now rather 
than later. But this does not distinguish him from the clear owner: the latter pays the 
interest cost in the form of forgone earnings. The reason why the deductibility of the 
installment interest is necessary for the equitable treatment of the borrower relative to the 
clear owner is not related to the price aspect of interest but is simply to recognize that, with 
respect to this transaction, the clear owner has a higher income due to his possession of 
greater income earning assets—the cash necessary for the full purchase of the automobile. 


~ wero 


at ma AA 1th GS eee |68O 
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Sales and excise taxes 

Deductions for sales and excise taxes generally may be claimed by 
the person who is lable according to the law imposing the tax, which 
may or may not coincide with the economic incidence of the tax. If 
the economic incidence of the tax is not on the consumer, then there 
is obviously no justification for permitting deduction. But a ques- 
tion of consistency with net income still remains if it is assumed that 
the incidence of the deductible taxes is actually on the consumer. 

One viewpoint is to regard all State and local taxes paid by an 
individual as a measure of his share in the social consumption of 
government services. Their deductibility would then clearly be dis- 
allowed. This viewpoint has greatest applicability to such taxes as 
gasoline taxes, where the tax bill is roughly correlated with consump- 
tion of a government service. But it is difficult to maintain for taxes 
that have no direct relationship to benefits bestowed. 

The valuation of the consumption component of income is that of 
the market. The price paid by the consumer is the accepted measure 
of the value to him of the commodity he buys. If one consumer chooses 
to pay $5 for commodity A and another chooses to pay $5 for B, their 
consumption is equal, irrespective of the fact that the outlay for A 
included an amount to cover an excise whereas the outlay for B did 
not. The presence of the excise is just one of the influences producing 
a sufficient relative scarcity of the commodity to cause its value to 
consumers to rise to the $5 point. A deduction gives preference to 
the consumer who prefers A to B at the $5 price. 

The presence of a general sales tax or a large number of excises in 
one area and not in another may cause price differentials on physically 
identical commodities. But, as already indicated, such differentials 
are not taken into acocunt in evaluating the consumption component 
of income. Furthermore, deductibility can scarcely be maintained 
consistently for all consumers of taxed commodities—either because 
consumption is indirect or because the tax happens not to be levied 
in a way that can be segregated. Finally, deductibility from the Fed- 
eral income tax increases the regressive character of this type of local 
taxation. 


State and local income taxes 

State and local income taxation raises different issues. No adjust- 
ment of consumption or savings habits can alter the impact of a 
general income tax. ‘Thus, an income tax does not produce differen- 
tial tax payments unrelated to economic status which is the major 
cause of the equity issue in considering deductibility for other State 
and local taxes. Of course, if all States and localities levied a pro- 
portional income tax at the same effective rate, no change of relative 
status would be effected and the question would become academic. 
But this is not the case; rate schedules vary significantly among States 
and localities and are generally progressive. Consequently, a person’s 
economic status before levying the Federal income tax is properly 
measured after a State or local income tax. 


1 For example, assume an excise is imposed on a commodity which is consumed in equal 
amounts by X and Y, and which produces a price rise. In response to the price rise 
consumer X shifts some income from the taxed commodity to other purchases whereas Y 
allocates income from other consumption in order to maintain his consumptions of the taxed 
commodity. Both are disadvantaged by the price rise, but Y has a larger offset in the 
form of an excise tax deduction from his Federal income tax. Nothing comparable occurs 
under a State or local income tax. 
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The desirability of deductibility for State or local income taxes is 
reinforced by the practical consideration that it automatically pre- 
vents combined Federal-State-local tax rates from exceeding 100 
percent. 


Implications for State and local finance 


The import of the above discussion of deductibility of State and 
local taxes implies a decidedly unneutral role for the Federal income 
tax in the State and local tax picture. Property, sales, and excise 
taxes would be disallowed as deductions, but income taxes would be 
vermitted. A fairly strong incentive would thus be established for 
State and local governments to increase the share of their total reve- 
nues from income taxation. The resulting increased sensitivity of 
State and local structures to changes in aggregate income may require, 
or perhaps more accurately, induce more advance planning at the 
local level than has been customary in the past. But this can hardly 
be a deficiency. A more sensitive revenue structure combined with 
some form of countercyclical reserve fund offers a more realistic 
adaptation to the kind of economic environment State and local gov- 
ernments are likely to have to cope with in the decades ahead. And 
from the point. of view of economic stability, a more widespread 
adoption of income taxation would increase the countercyclical effec- 
tiveness of the American tax system as a whole. With respect to 
administration, my impression is that many difficulties could be alle- 
viated by increased cooperation between Federal, State, and local 
authorities. 


Medical expenses and casualty losses 


The medical expenses and casualty loss deductions can be considered 
consistent with the net-income concept on the ground that they are 
not voluntary outlays providing satisfaction in the usual sense; they 
represent a nonconsumption exercise of claims and are thus a negative 
component of income. The difficulty here as with other attempts to 
segregate outlays that are partly involuntary, is that the argument 
is too readily extensible. Whether or not these deductions are con- 
sistent with net income is not in any case going to be determinant in 
treating medical expenses and casualty losses. For they are con- 
cerned with a matter as fundamental as any in the area of economic 
ethics—the proper handling of risk. 

Our society is greatly concerned with risk and our economic system 
makes available to individuals a wide range of choice as to the degree 
of risk they wish to assume. Both public and private agencies con- 
tribute on the one hand to the elimination wherever possible of in- 
voluntary risks (insurance companies, unemployment compensation ) 
and on the other hand to the protection of the dazzling rewards that 
occasionally accrue to those who undertake speculative projects and 
are successful. Income-tax policy is influenced by this dual concern 
with risk. The interest in protecting certain high rewards is re- 
flected in sections of the tax law not under discussion here, but some 
note might be made of the generous treatment of firms engaged in 
natural resource development and of capital gains in general. 

A medical expense and casualty loss deduction is an expression of 
the desire to protect against involuntary risk. Together they repre- 
sent a kind of insurance covering contingencies to person or property 
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of a serious and unpredictable nature which are otherwise uninsured.” 
The premiums are in the higher tax rates necessitated by the deduction 
and the consequently higher bills paid by taxpayers in years when 
they do not have large medical or loss deductions. The premiums 
may be considered to rise proportionately with income since, were 
the deduction to be abolished, it would probably be compensated for 
by a general reduction in all rates. The benefit, the reduction in the 
tax bill when the deduction is claimed, is of fractional coverage and 
is proportional to the allowable expense or loss. The fraction covered 
rises progressively with income. Thus the system is probably biased 
to some extent in favor of the higher income groups. In addition 
these groups in general are more sophisticated in tax matters and are 
in a better position to incur the initial expense themselves; hence they 
ure more likely to take full advantage of the system.” 

This is perhaps not such a bad ‘scheme for handling the medical 
expense problem until some form of direct medical insurance can be 
devised that wins widespread community acceptance, but it is certainly 
not an optimal long-run solution. 

Child care 

The recently introduced deductions for child care may be regarded 
as a step toward correcting an inequity in the present tax treatment 
of two-family situations—the working wife, and the single, self- 
supporting parent. The deduction is sometimes justified as a busi- 
ness expense necessary to permit the earning of income, but minimal 
food, clothing, and shelter, as well as numerous other outlays, could 
be so categorized equally well. 

Services ordinarily performed by the wife in the home are a sig- 
nificant element of the normal family’s income—an element which, as 
noted above, cannot in practice be taxed. Nor can the value of the 
wife’s leisure time be included in the tax base where these services 
are performed by servants.* Al]l that can be done is to allow some 
form of deduction to working wives and single parents which will 
moderate the discrimination against them. 

Since the services given up are general household services as well 
as child care, perhaps some deduction is justified even where there 
are no children. One suggestion is that a basic stated deduction be 
given representing the cost of a servant at the going rates with an 
increment for child care. The deduction should be permitted whether 
an explicit expense for domestic service is incurred or not, since in 
the absence of a servant the working wife or single parent sacrifices 
leisure by doing housework in after-business hours. 

The deduction for the working wife is to some extent in conflict 
with the community value still placed on having mothers remain at 
home. The fact that the present law permits the income generated 


11 There may be some point in calling attention to the distinction between uninsured and 
uninsurable risk. Properly it is only the latter that constitutes a truly involuntary as- 
sumption of risk. Those who do not take out insurance when it is readily available, but 
who can expect to get the loss offset in case of casualty, are thereby making a net saving 
as compared with those who pay the premium. 

However this should not be taken to imply that the inequity resulting from the present 
ceiling should be allowed to continue. 

143 On a strict theoretical basis, if a wife works there is no addition to the family’s income, 
since her household services and leisure time are properly evaluated on the basis of potential 
earnings. The appropriate adjustment, then, is to impute to the income of nonworking 
wives the value of their foregone earnings. 
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by home activity to be tax free while outside earnings are fully taxed 
may be interpreted as a form of subsidy meant to provide an incen- 
tive. The recent child-care provisions conform to the value by limit- 
ing eligibility for the deduction in the case of working wives. As 
the law now stands, the deduction is apparently intended only for 
hardship cases—where the husband is incapacitated or where the joint 
earnings are quite low, implying a necessity for the wife to work. 

There is real reason to doubt that the tax provisions represent an 
important element in a mother’s decision. The effect of the tax law 
one way or the other is a relatively small part of the economic calcu- 
lation; the degree of concern for social approval (whichever way any 
particular community makes the evaluation) and the relative aptitude 
for, and satisfaction in, home activities as compared with employment 
are probably the dominant considerations in any case. 


Contributions 


A charitable or other such contribution by an individual is a vol- 
untary allocation of funds, presumably more gratifying than expendi- 
ture on goods and services. Its deduction is ‘thus not an appropriate 
adjustment for the calculation of net income. The deductibility of 
these contributions can best be regarded as one means of implementing 
a policy of decentralization of control over social-welfare activities. 
Direct operation by the Government keeps the control of social- 
welfare institutions ‘completely centralized. A direct subsidy implies 
governmental determination of the total value of resources to be com- 
mitted to any particular institution, but the administration of funds 
once committed would be kept in private hands. Tax abatement leaves 
the decision both as to how resources are to be rationed among eligible 
institutions and the administration of funds in private hands. The 
availability of alternative sources of funds for social-welfare activities 
is important in a pluralistically valued society, and it is worthwhile 
to provide tax incentives in this direction. 

However, present provisions of the law tend to concentrate con- 
trol over the resources available to eligible institutions in the upper 
income groups. There are of course limitations on the size of de- 
ductible contributions, and the Government itself sets the eligibility 
criteria for recipient organizations.. However, within these limits the 
higher the taxpayer’s income the higher the ratio of the Government’s 
contribution to the taxpayers. Thus at a mar ginal tax rate of 75 per- 

cent a taxpayer who decides to allocate $1,000 of his disposable i income 

to an eligible institution of his choice can actually commit $4,000 
worth of funds. At the 40 percent rate, a decision to contribute 
$1,000 of disposable income enables the taxpayer to commit only 
$1,667. 

It cannot be expected that the policies and organizational struc- 
ture of the recipient philanthropic institutions would be independent 
of the viewpoint and perhaps personal influence of those responsible 
for providing a major share of the funds. It would seem more con- 
sistent with the values of a democratic capitalism to encourage wide 
participation by the community in this area as well as other areas of 
social and economic activity. A tax credit device might well be an 
improvement over the present deduction. Some frac tion, say one-half, 
of all contributions up to a specified limit might be made deductible 
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from the tax bill. This would weaken somewhat the incentive to 
contribute for the upper income groups but would substantially 
strengthen it for the middle and lower middle ranges. If effective, 
the device would tend to democratize the source of funds for philan- 
thropic purposes, and it is not impossible that an increased total of 
funds at reduced cost to the Government would result. 


O ptional standard deduction 

The deduction provisions are an instrument for dealing selectively 
With taxpayers and not with those elements of their position common 
to all taxpayers. Consequently a “standard deduction” is almost a 
contradiction in terms. ‘The present standard deduction permits all 
taxpayers with deductible expenses not exceeding 10 percent of ad- 
justed gross income or $1,000 to claim the same total deduction re- 
gardless of individual variations. It is obvious that the same result 
would be approximated by confining deductions to the portion of eli- 
gible expenses in excess of 10 percent of adjusted gross income and 
revising the tax rates downward. Once this is done, it would become 
apparent to all that the only persons benefiting from the deduction 
provisions are those with aggregate expenses in excess of the 10 per- 
cent limit. This is probably an unacceptably high floor considering 
that it is simply an administrative device; partic sul: arly would this be 
so if some of the present items are removed from the deductible cate- 
gory. It is doubtful that the practical advantage of the present stand- 
ard deduction in simplifying the filing of returns, and minimizing the 
discrimination against the unsophisticated, i is sufficiently strong rea- 
son to justify continuation of the option. 


SUMMARY 


The main implications of this paper of direct relevance for policy 
may be summarized as follows: 

1. Consistency of provisions defining the tax base with an economic 
concept of personal net income being the fundamental test for equity, 
should receive more official recognition. This might well take the 
form of an official publication—representing a professional consen- 
sus—containing a formal definition of personal income, a frank dis- 
cussion of the difficulties in translating it into a measurable concept, 
and a detailed examination of the rel: ationship borne to it by each 
of the important provisions of the tax law. Such an undertaking 
would undoubtedly have a salutary long-run effect on the level of 
equity actually achieved in our tax system. 

2. (a) The treatment of household units of varying membership 
iaha well be improved by extension of the principle of income split- 
ting to all household members. However, to allow more accurately for 
the economies of scale possible in household operations, the incre- 
ments in the divisor should be fractional for additional members 
beyond the first, with smaller increments for children. 

(6) To put working wives on a par with nonworking wives who 
have a higher imp: ited nontaxable income some deduction for the 
former is justified, with the deduction larger in the case of children. 
The deduction should be permitted whether or not an explicit expense 
for domestic service is incurred. 
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These changes would displace personal exemptions, credit for de- 
pendents, the head-of-household status, and present income-splitting 
provisions. A tax-free minimum income could be provided by an 
initial zero-rate bracket. 

3. (a) An estimate of net imputed rent should be added to the 
income of the homeowner, thereby correcting a major discrimination 
against tenants. Mortgage interest. and property tax deductions 
should be disallowed, exe ept as a subtraction from an imputed gross 
rental. Alternative e polici ies are available for inducing home owner- 
ship without the conflict with equity. 

(6) The status of personal and installment interest is ambiguous, 
but a larger measure of equity may well be served by continuing their 
deductibility. 

4. Deductibility of sales and excise taxes, which affect the consumer 
through the prices of goods and services which he buys, should be 
disallowed. On the other hand, from the Federal viewpoint, personal 
income is properly defined net of State and local income taxes and 
therefore the deductibility of the latter should be continued. The 
unneutral consequences for State and local financial structure are on 
34 whole desirable. 

The insurance-substitute-supplement function served by the med- 
nial and casualty loss deductions are an overwhelming consideration 
in justifying their continuance. The significance of the medical de- 
duction may be expected to diminish over time as the community 
develops a more adequate approach to this form of involuntary risk. 

6. Deductions for contributions to philanthropic institutions obvi- 
ously are not implied by a net-income calculation, but they are an 
important instrument in restraining the direct role of Government 
in the conduct of social-welfare activities and in developing alterna- 
tive private sources of funds. The technique of a fractional credit 
against the tax bill would be more democratic in its effects than the 
a deduction from taxable income. 

The present optional standard deduction is essentially function- 
sia and somewhat misleading as an instrument of equity. Its effect 
is to put a high floor under e sligible deductions and thus to make the 
selective system of personal deductions nonoperative over a wide 
range. It should be removed and any floor on eligible deductions 
should be much lower. 





VIII. ECONOMICS OF CAPITAL GAINS TAXATION 


THE LOCKED-IN PROBLEM 
JONATHAN A. Brown, New York Stock Exchange 


INTRODUCTION 


Jleaning of economic growth 

What the individual’s weekly paycheck, after taxes, will buy one 
year compared to the next is the real measure of economic growth. 
Fatter paychecks are the main spur to consumption and also the major 
source of all new personal savings. 

Moreover, economists would agree that bigger paychecks, with big- 
ger purchasing power, can only come about through real increases 
in productivity. They cannot come just through fatter pay envelopes 
for those in the best bargaining seats. For bigger pocketbooks alone, 
due to inflation, buy less goods and services for practically all, depre- 
ciate the dollar assets of most Americans, and melt the pension checks 
and savings of millions living on fixed incomes. The concept of eco- 
nomic growth which I wish to deal with in disc ussing the locked-in 


problem i is that of real increases in personal incomes, not just dollar 
increases. 


Relationship of locked-in problem to economic growth 

The relationship of the capital-gains locked-in problem to economic 
growth is not a simple or direct one. It is as complex as our economy. 

But it can be simply stated: Real economic growth depends on ade- 
quate capital formation. Adequate capital formation in turn will 
depend, in the coming decade on: 

1. Greater incentives to attract new savings, especially into equity 
and venture capital opportunities ; 

Adequate mobility for the $600 billion of personal savings in the 

form of bonds, stocks, and other capital assets; and 

3. Greater efficiency in the use of venture capital, because of the 
portending shortage of such capital in the investment decade ahead. 

As of this moment, American investors are locked in with over 
$200 billion of unrealized capital gains. We know that, in stocks 
listed on the New York Stock Exchange alone, there is over $100 bil- 
lion of unrealized appreciation just since 1949. That these investors 
continue to be locked in by the restrictive effects of the capital-gains 
tax constitutes one of the country’s most serious obstacles to economic 
growth. 

Before discussing how important increased productivity and in- 
creased capital investment will be in the next decade, and how the 
problems of locked-in capital in the past may be dwarfed in the 
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future, I would like to analyze in more detail the nature, causes, and 
extent of the locked-in problem as it exists today. 


Tue Locxep-In Prosltem 


Nature of the problem 


The term “locked in” customarily refers to the immobilization of 

capital—a hobbling of desirable « ‘apital transfers, if you will—due to 

the capital-gains tax rate and holding-period provisions of the Fed- 
eral tax laws. 

The key capital-gains tax provisions of the present law applicable 
to the locked-in problem concern percentage inclusion (now 50 per- 
cent), the alternative maximum rate (now DB percent), and the hold- 
ing period (now 6 months).’ 

In this paper the locked-in problem will be analyzed with particular 
veference to the present capital-gains treatment of equity securities 
owned by individual investors. The impact of the tax has been most 
severe on stockholders rather than owners of other capital assets and 

rather than corporate—as distinct from individual—owners. But 
aide of the same harmful locking-in effect applicable to individual 
investors is also applicable to certain financial institutions, industrial 
corporations, and others subject to the capital-gains tax provisions. 

Although the term “locked in” suggests a specific limit to action 
established by a physical barrier, the actual effect. is more analogous 
to the hobbling of an animal, or the attractive force of an electro- 
magnet rather than a locked door. For the effect of a hobble or a 
magnet will vary widely depending on the relative sizes and weights, 
the strength and makeup of the materials involved, and about as 
many other factors as are involved in getting an investor to transfer 
his capital funds from one asset into another. 

Thus, the phrase “locked in,” in essence, refers to the restraints of 
present tax rates imposed on individuals considering the transfer of 
capital assets in which they have incurred a gain. 

Under the present law there are two scales of tax rates, both exces- 
sively high in terms of their adverse economic impact on capital 
Ts 

Regular income taxes on any realized gain for an asset held 
Re than 6 months. Because of the high” progressivity of our 
current income-tax rates, this means that the holding period itself 
acts as a locking-in or magnetic force repelling new investors and 
magnetizing present ones to their present investments. 

The other tax-rate scale concerns the capital-gains-tax pro- 
visions, which are either half the regular income-tax rate or not 
over 25 percent (maximum alternative). 

These two forms of locking up, tax rates and holding period, and 
how they actually lock people i in, are illustrated in detail below: 


Three examples of locked-in investors 
Example A (investor considering switch from “blue-chip” to “ven- 
ture company”) : 
Bill Jones bought 100 shares of Du Pont common stock in June 
1949 at a cost of $43.75 per share. As of September 30, 1955, 


1The pertinent sections of the law are in subch. P of the Internal Revenue Code of 1954. 
Since 1942, the capital-gains-tax provisions of the law have remained virtually unchanged, 
with just two classes of capital gains—long term (for capital assets held over 6 months) 
and short term (for assets held under 6 months). 
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Du Pont was selling for $219.75 per share, and yielding 3 percent. 
If Bill should sell, he would realize a capital gain of $176 per 
mmre, imposing upon himself a capital-gams-tax liability of up 
to 25 percent or up to $44 per share. Ignoring the cost of selling 
commissions and stock transfer taxes, his capital would be re- 
dueed from $22,000 to $17,600, if he were single, by the impact of 
the capital-gains tax. Such a reduction obviously induces a 
strong desire in Bill Jones, and thousands of investors like him, 
to hang on to their present investments rather than to seek new 
and potenti: uly more profitable ventures. 

Bill Jones is locked in, because he is unable to justify selling 
the asset and transferring his capital elsewhere, due to the exces- 
sive tax penalty—in his case $4,400—required on the gain which 
would be incurred. 

Whether he sells or not, the economy suffers. If the new in- 
vestment opportunity seems worthwhile, in spite of the tax, the 

capital available for the new venture would first be subject to a 
capital levy of 20 percent. If no transfer takes place, the more 
promising venture must go without the effect on the price of its 
stock which Bill’s bid would reflect. Lack of Bill Jones’ bid, in 
turn, affects the company’s ability to issue new stock and often 
its expansion potential. In the case of the newer and smaller 
companies in our highly competitive economy, this adds one more 
competitive disadvantage. 

Example B (investor adding to price instability) : 

Tom Smith decides that a temporary imbalance in the supply 
and demand for Du Pont has put the price for the stock too high. 
But in deciding to sell, he must consider whether the stock could 
be repurchased—within some reasonable time—at a price lower 
by roughly the amount of his tax ($44 in the circumstances cited 
in ext umple A above), or at $176 per share. 

He is particularly badly locked in if another stock he owns 
should have a sharp rise and appears to him overpriced before 
the end of a 6-month holding period. Then, there would be an 
extra locking-in effect due to normal income-tax rates—at least 
double and often triple regular capital-gains-tax rates. This 
multiplies the magnetic force holding investors to their securities, 
substitutes the calendar for investment judgment, and intensifies 
the locked-in problem. 

In either case, if Tom Smith decides to sell, the tax owing on 
his gain represents a net loss to the capital funds available to the 
pr ivate sector of our economy. 

If he fails to sell, he is aggravating the shortage of stock al- 
ready existing. His being locked in, thereby, contributes to eco- 
nomic instability by intensifying price fluctuations in the stock 
market. 

This problem of price stability is one of the worst aspects of the 
locked-in problem, because relative stability—without short-term ex- 
cessive price movements upward and downward in any major seg- 
ment of the economy—is highly desirable for continuing economic 
growth. 

From September 1, 1953, to September 1, 1955, the market value of 
all stocks listed on the New York Stock Exchange increased from $111 
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billion to $198 billion. There were many reasons for this increase of 
$87 billion. , 

Certainly one of the most important was the reluctance of thou- 
sands of investors to add to the supply of stock because it did not make 
sense—it was not economically justified—to sell and pay the present 
capital-gains-tax penalty. AT 

Here is what Dean Somers at the University of Buffalo has to 
say—in part—on the capital-gains-tax contribution to price insta- 
bility and adverse effect on economic growth: 

The above analysis points to the capital-gains tax as an element of instability. 
The analysis of tax shifting indicates that the tax accentuates price rises and 
price falls. At atime when prices are rising the tax promotes higher prices than 
would otherwise prevail. At a time when prices are falling the tax promotes 
lower prices than would otherwise prevail. * * * The net effect, however, is 
that the tax accentuates upswings and downswings in security and other asset 
prices. * * * The destabilizing effect of the tax through its accentuation of 
price fluctuations is, however, of considerable importance and, insofar as cycli- 
eal fluctuations retard the long-term trend of capital formation, the capital-gains 
tax may be said to have a detrimental effect on economic growth.’ 


A careful consideration of this and other aspects of the locked-in 
problem suggests that the capital-gains tax—since it yields less than 
3 percent of total tax revenues—is more harmful in its effects on 
stability and growth of the economy than is justified by the relatively 
small amount of revenue it contributes. 

Example C (older investor) : 

Mr. Roberts, 67 years old, typifies a third major type of locked- 
in investor. The present high-tax-rate provisions of the capital- 
gains and estate-tax laws practically preclude any action on his 
part in transferring capital assets in which there has been any 
substantial gain. This is because of the likelihood—within 2 
relatively few years—of a double tax on his capital—once to pay 
a tax on the gains incurred in transfers when living, and once 
for an estate tax on the reinvested assets at the time of Mr. 
Roberts’ death. Both of these taxes would be at substantially 
higher rates than are in the interest of maximum economic growth. 

This typifies the straitjacket in which over 1 million investors, 
age 65 and over, owning over $50 billion of equity securities, find 
themselves. A large portion of their holdings have been locked in 
longer and more tightly than any other group of investors. 

The problem for the older investor has been described clearly by 
Standard & Poor’s Corp., in their January 17, 1955, issue of the 
Outlook: 

The age of wealthy investors ranges principally from 50 to 75 years. Selling 
advices to such clients must give full consideration to the tax factor. The 
combination of a current 25-percent capital-gains-tax liability and an ultimate 


estate-tax liability is too great a penalty on profit taking, as viewed by most 
well-to-do investors. * * * 


; 2 — - oe age ae causes of the increase up to January 1955, see Factors Affecting 
the Stock Market, staff report to the Committee on Banking and Currency, Uni tates 
Senate, April 30. 1955. , ” seer 

* Harold M. Somers, An Economic Analysis of the Capital Gains Tax, National Tax 
Journal, September 1948, p. 232. , 
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Causes of the locked-in problem 

The locked-in problem starts with a failure to differentiate between 
taxation of capital and of income. The problem has been greatly in- 
tensified in the last decade because of inflation and retained earnings. 
While there are other causes of increased security values, such as 
changes in public psychology and a decline of interest rates, inflation 
and retained earnings are so important as causes of the current locked- 
in problem that they deserve special analysis: 

1. Inflation of security values—especially equities—comes about 
due to increases in the monetary, as contrasted with the real, value of 
securities. It is usually caused by an increase in the general price 
level, but—in a related sense—may also reflect a decrease in interest 
rates or a higher market evaluation of future earnings. 

Inflationary engendered gains are largely fictional in terms of real 
purchasing power. Since stock prices roughly follow the movement 
of general prices, over which investors have little control, taxation 
of gains due to such price movements is clearly a capital levy. This 
is particularly so when there is virtually no tax relief given for capital 
losses due to inflation. 

The inflationary factor has obviously been of tremendous impact in 
the last two decades, when the price level has more than doubled. 

For any stock which has doubled in price, the capital-gains tax is— 
depending upon the income bracket of the seller—a transfer tax 
ranging from a minimum of 5 percent to a maximum of 1214 percent 
on the entire market value of the stock being sold. This is an ex- 
ceedingly high transfer tax to place on capital assets. 

Congress recently recognized the inequity of taxing illusory gains 
at such high rates, when it exempted appreciation in personal resi- 
dences from the impact of the capital gains tax if the owner bought 
another home. 

The problem has also been recognized in Great Britain and many 
other foreign countries, where there is firmly established recognition 
of the distinction between capital and income, and no capital gains tax 
comparable to ours exists. 

Here is what the British Royal Commission on the Taxation of 
Profits and Income, final report, June 1955, page 37, said in part in its 
conclusion on the Problem of Taxing Capital Gains: 

In the light of these general considerations we came to the conclusion that 
we could not safely attach any weight to the economic arguments that were 
advanced in favor of the tax. On the other hand we felt that we must give 
weight to the fact that such a tax would have some, even possibly a serious, 
disincentive effect on the private saving which now takes place * * *. 

2. Retained earnings: In addition to inflation as a cause of the 
locked-in problem, there is the problem of retained earnings, which 
is largely another manifestation of the inflationary factor. 

In the period of inflation prevailing from September 1939 to Janu- 
ary 1953, corporate earnings, as reported publicly and for tax pur- 
poses, both before and after tax payments, have been overstated in 
terms of their true economic worth. 

As Prof. Dan T. Smith expresses it in his book, Effects of Taxation: 
Corporate Financial Policy, Boston, 1952: 

A failure to retain earnings would commonly have led to the deterioration of a 


company’s position absolutely, as well as relatively. Under continuing inflation, 
the problem of maintaining real capital will persist (p. 111). 
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On the inflation treadmill, corporations, as well as individuals, must go through 
the motions of going forward to keep from going back. The retention of the 
same amount of earnings without inflation would be a basis for real expansion 
and progress (p. 114). 

Customary accounting practices—plus the revenue laws of the coun- 
try—necessitated that these earnings be overstated, in a real economic 
sense, for the following reasons: 

(a) Depreciation costs had to be calculated on the basis of the 
original investment. These allowances were much too low to permit 
replac ement of the wornout facilities in terms of current cost. Thus, 
a substantial portion of retained earnings was needed to fill in the big 
gaps between depreciation reserves allowable on the old plants and 
actual construction costs of new plants. 

(6) Profits occurring from underdepreciation and inventories at 
understated costs are all too often considered as corporate profits for 
the tax purposes, although they are often substantially fictitious. 
Moreover, such overstated profits were subject to corporate income 
taxes exceeding what should have been paid if the taxes had been levied 
on correctly calculated earnings. 

In the case of corporate working capital alone, it took almost twice 
as much at the end of 1954 ($96 billion) as at the beginning of 1946 
($52 billion) to do business, according to SEC data. This is $44 
billion additional working capital, the equivalent of half the earnings 
plowed back by corporations in the entire period. Such retained 
earnings were, of course, subject to a corporate income tax generally 
exceeding 50 percent. To subject the increased corporate monetary 
values inherent in these plowed-back earnings to an additional capital 
gains tax when an investor seeks to tr ansfer his funds to other enter- 


prises—results in dual taxation—all originating from the inflationary 
spiral. 


Extent of the problem 


It is impossible to estimate the precise amount of capital locked in 
by the holding period and rate provisions of the present tax law. But 
it is tremendous—e ertainly over $100 billion for New York Stock 
Exchange stocks only. 
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Just in 10 stocks alone listed on the New York Stock Exchange, for 
the price appreciation between January 1, 1949, and September 1, 1955, 
the minimum unrealized gains total about $25 billion, as shown in the 
following table: 


Vinimum unrealized gains in 10 selected issues listed on New York Stock 
Bachange--toe: Z, 10-Hon. 1, 1958 


| Total market value Approxi- 

shares outstanding Total mate Minimum 
| apprecia- | average unrealized 
tion | annual gains 
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1 Adjusted to reflect turnover on a basis of presently outstanding shares, by giving effect to stock splits 


since January 1949. 
? Excluding Du Pont holdings of General Motors stock now aggregating 21 million shares. 


Note.—T hese turnover ratios include specialist and other member trading, but do not give effect to odd- 
lot volume or sales on other exchanges, except to the extent of offsetting roun4d-iot transactions on NYSE. 
These factors would approximately offset each other, 


Since financial institutions such as insurance companies, pension 
funds, and investment trusts hold approximately a sixth of all listed 
issues, it is estimated that individuals, personal trusts, and other 
organizations subject to the full brunt of the capital-gains tax, hold 
over $20 billion of the total unrealized gain in these 10 stocks. 

The above 10 stocks, as of September 1, 1955, comprised 24 percent 
of the total New York Stock Exchange market value. And, in turn, 
stocks listed on the New York Stock Exe hange are estimated to total 
approximately half of the value of all equity corporate securities— 
both public and private. Therefore, as of September 1, 1955, stocks of 
United States corporations are estimated to have been worth roughly 
$400 billion. This may be compared to an estimated value of less 
than $90 billion in 1939. Thus, the total $310 billion appreciation in 
value due to both inflation and the growth in physical assets of all 
United States corporations—r epresents a potential supply of capital 
for thousands of new companies each month, providing it is sufficiently 
accessible to new entrepreneurs, on reasonable ierms. 

The economy's need to increase the disposition of investors to trans- 
fer their capital from large and successful companies to new ventures 
is What makes the locked-in problem so important. For, to the extent 
that desirable transfers of equity capital assets are hampered or held 
up entirely—due to various forms of locking up—there will be that 
much less capital available to finance new ideas, new entrepreneurs 
and new jobs of the next decade. 





374 FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 


1956-65: Tue Investment DecapE 


Greater consumption is assured 

There is one thing already assured about the decade ahead: Levels 
of consumption will chalk up new records virtually every week. 
This is guaranteed by the present rapid growth in our population 
(currently growing at the rate of 25 million net additional persons 
per decade), 40 million youngsters born since World War II, a uni- 
fied CIO-AFL labor organization representing 15 million workers, 
unprecedented mass-marketing techniques, millions of workers covered 
by wage contracts promising 4 to 8 cents per hour annual productivity 
increases over the next several years. 

The only limit on potential consumption will be the amount of 
tools and horsepower available to expand the earning capacity—and 
the real paycheck—of each American worker. The answer to that 
question will determine how much the average worker can earn in 
terms of purchasing power to buy more milk, more meat, more clothes, 
better houses, and newer cars. 


increased real income demands unprecedented investment 

The question is important for the next decade because our economic 
performance in the last decade has not been as good as generally 
believed. It has actually been surprisingly poor in terms of real 
economic gains for everyone. Per capita disposable income (in 1954 
prices) actually declined from $1,551 in 1946 to $1,525 in 1952. Even 
today, the average person is only 5 percent better off than he was in 
the first year after World War LI, in terms of real purchasing power 
as measured by his disposable income (in 1954 dollars). Moreover, 
this gain has all been accomplished in the last 3 years—primarily due 
to a stable price level in the face of substantial wage increases. 

To reach the desirable economic goals of the next decade—sufficient 
productive capacity to insure bigger real payrolls—we must have an 
unprecedented level of capital investment. It is only through such 
capital investment that we can achieve the economic growth that, by 
1965, will mean 76 million Americans in our civilian labor force, food 
consumption up 50 percent, average family income up 21 percent to 
$8,600, in terms of 1955 dollars; and the physical output of goods 
and services up 39 percent above present record levels. 


Capital investment to offset drags on productivity 

The need for unprecedented capital investment in the decade ahead 
becomes even more vital when we recognize that there are two grow- 
ing burdens dragging constantly at our ability to increase our real 
productivity : 

1. The acknowledged desire of all of us for full pay but a 
shorter workweek, longer paid vacations, and guaran pay in 
cases of sickness, temporary unemployment, and permanent dis- 
ability. 
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2. The rising proportion of people in our population who are 
not producing—generally children under 18 years of age, and 
those 65 years old and over. The impact of this factor by 1965, 
compared to 1954 and 1940, is shown in the following table: 


Ratio of children and adults 65 and over to working force and total population 
PER 100 WORKERS 


1965 (esti- 
mated) 


Number of children under 18 years__............-..-.-.------- ; 91.4 
Number of adults 65 years and over ’ 23.7 


115. 1 


AS PERCENT OF TOTAL POPULATION 





Number of children under 18 years q * 
Number of adults 65 years and over . 4 
5 


35. 1 
9.1 


41 44.2 


Sources: U. 8. Department of Commerce, Bureau of the Census; Potentialf[Economic Growth of the 
United States During the Next Decade, Joint Committee on the Economic Report, 1954, pp. 32-33. 


This growing burden of nonproducers and more leisure time for 
all can only be achieved—without slashing our living standards— 
through a tremendous increase in the level of capital investment 
between now and 1965. The years 1956 through 1965 will have to be 
the investment decade if we are to achieve the better life that we all 
aspire to. 


INDISPENSABILITY OF GREATER CaprraL Mosiniry 


llow much capital formation? 

To achieve an average per family income of $8,600 by 1965 (in terms 
of present dollars) will require an estimated $530 billion of gross cap- 
ital investment in new plant and equipment in the next decade. In 
the corporate sector alone, new plant and equipment requirements 
will amount to $375 billion. In addition, corporations will need an 
estimated $145 billion for other uses, including increased working cap- 
ital. For corporations, this is an average of about $50 billion a year, 
against which there are only these major sources: 

1. Depreciation and amortization charges of corporations, which 
last year totaled about $12.5 billion; and retained earnings and 
depletion allowances of corporations—which were $7 billion in 
1954. 

2. That portion of personal savings which corporations are able 
to obtain for their capital needs—through rights offerings, new 
stock issues, and various debt instruments, including convertible 
bonds. Net savings out of current personal incomes decreased 
from $18.3 billion in 1954 to $16 billion (annual rate) in the first 
half of 1955. For both of these periods, new stock and bond issues 
totaled the equivalent of only about 40 percent of these net sav- 
ings—the balance going into mortgage amortization, nonincor- 
porated business, time deposits, and other forms of savings. 
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There are serious limitations to both these sources of capital for 
financing our future growth—in the corporate sector of our economy, 
Reinvested earnings and depreciation charges may be ample to supply 
many large and established corporations. But if we want to keep our 
economy competitive and dynamic, our tax laws should give ample 
opportunity to the expansion of the newer and smaller companies. 

With respect to personal savings, over half of the $16 billion (includ- 
ing $6 billion flowing into life insurance companies in 1954) are con- 
tractual savings flowing through some 20,000 institutions. These 
institutions, because of their fiduciary capacities, must necessarily be 
conservative in their investment policies. Even the 5 percent a year 
being put into equities by life insurance companies is not what anyone 
would term venture capital. 

The facts are that, based on present levels of personal savings, insti- 
tutionalization of such savings, and anticipated levels of depreciation 
allowances and retained earnings, there will not be enough new equity 
capital to meet the next decade’s tremendous investment demands. — 

How big will the gap be between sources and needs for capital 
funds? With intend exenass of funds not adequate to cover all their 
anticipated investment needs, corporations will have to seek an esti- 
mated $160 billion of external capital for the 11-year period between 
1955 and the end of 1965 or an average of about $1414 billion per year. 
Of this $160 billion, it would be highly desirable to the economy that 
at least half of it, or $80 billion, come from new equity stock issues. 

A continuation of recent experience would produce only about $271, 
billion in new outside equity capital from stock issues ($214 billion 
per year) and about $75 billion (87 billion per year) from debt financ- 


ing. This means a total gap of about $55 billion ($5 billion per year), 
which should be 100 percent in stock rather than bonds, if we want to 
have the soundest possible corporate financial structure. 


Relationship to “locked-in” problem 

If we are going to be short of the necessary capital funds, especially 
equity capital, in order to finance the investment needs of the future, 
we must find ways to be more efficient with the use of the existing 
supply. Here are three ways by which unlocking even a relatively 
small portion of locked-in capital could improve capital efficiency : 

1. A prompter transfer of investment funds into newer, more 
promising industries and companies, ranging from those making 
automatic machinery and electronically controlled plants to fiber- 
glass, polyethelene, organic fertilizers, miracle drugs, aluminum 
wire, and thousands of other new products. 

2. A more rapid flow of capital from relatively less profitable 
enterprises to those which are more profitable and have greater 
growth potentialities. 

3. An increased availability of capital on reasonable terms for 
small and newer corporations which show above-average promise 
for the future, but suffer from inadequate internal funds to buy 
new tools, equipment, and labor-saving machinery. 

A more efficient use of the present supply of capital can lead to a 
substantial reduction or even a complete wiping out of the estimated 
$55 billion gap between future equity capital needs and anticipated 
funds available for them. To the extent that the mobility of capital 
funds is improved over the next decade, the end result can only be 
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an increase in the rate of growth of our economy, greater real income 
and savings for the worker, and more funds available to overcome 
these shortages in equity capital, and especially venture capital. 

This basic problem of greater capital efficiency and mobility for 
maximum economic growth warrants the fullest consideration of every 
possible solution, several of which are discussed briefly in the follow- 
Ing section. 

PossisLE SOLUTIONS 
Elimination 


Complete elimination of the capital gains tax is the only final solu- 
tion to the locked-in problem which would insure complete mobility 
to capital movement—without the present distortions of tax consider- 
ations. This is the predominant solution in most leading industrial- 
ized countries of the world, including Great Britain and Canada. 

In my opinion, from an economic point of view, complete elimina- 
tion of the capital gains tax would so free the flow of present capital 
funds and provide such an incentive to the attraction of new savings 
into equity investment, that it would more than repay—through its 
stimulus to economic growth—any immediate, relatively minor, direct 
loss in revenue. It particularly would help small-business men, by 
providing a wealth of previously unavailable capital for their expan- 
sion plans and other investment requirements. 

The two principal obstacles to complete elimination are not eco- 
nomic matters. One is a question of political practicality, for this 
country has never—since the beginning of the modern income tax— 
made a fundamental distinction between income and capital—a dis- 
tinction which all economists recognize and which has prevailed for 
generations in the tax laws of most other countries. The other ob- 
stacle is a definitional one, for there are certainly many cases where 
the line between capital and income is not clear cut. One of the big 
advantages of the present holding period provision of the law is that, 
administratively, it is simple to understand and relativ ely free of legal 
interpretations. 


Reduction 


A second area of solution is, of course, to reduce the impact of the 
rate and holding period provisions of the present law by reducing the 
length of the holding period and cutting the applicable rates. The 
New York Stock Exc change has been one of the leading exponents of 
this approach for many years, advocating a 3-month holding period 
und a halving of the rates by reducing the percentage of gain on which 
a tax must be paid. Here are two statements summarizing this point 
of view taken from President Keith Funston’s testimony before the 
Senate Finance Committee on April 12, 1954: 


(A) First, there is the arbitrarily long holding period, which requires an in- 
vestor to substitute a calendar for investment judgment. Now it is true that 
most investors do hold securities for more than 6 months. But the requirement 
that they must hold them for at least 6 months in order to qualify the transaction 
for capital gains treatment, not only places a severe limitation on an investor’s 
freedom but, even more important, deters him, in many cases, from entering into 
the transaction at all. 

(B) A second change that I would like to urge is a substantial reduction in the 
rate of tax. I recommend that this be done by requiring only 25 percent of 
the gain, instead of 50 percent as at present, to be included as taxable income. 
The Government could benefit by taking a smaller tax from a greater number 
of transactions, thereby substantially increasing the total tax yield. 
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Multiple holding periods 

One solution frequently advocated for the “locked-in” problem is 
that of multiple holdin periods and a sliding scale of rates or per- 
centage inclusions. This proposal was actually enacted in 1934 and 
prevailed through 1937. There were five holding periods and various 
percentages of gain included in ordinary income, as shown below: 


Capital gains holding period and percent inclusion —1934-37 


Alternative 
maximum 
rate 


Holding period ee 


_- 


Das tld ed cdldb rea kines and sh cdeiacaivassbens nnteeudnbiats~ 
1 to 2 years 
2 to 5 years__.- ‘ hitaceibtiad wu 
int k3+ dp einek hen te~abncbeboseth ees 
Over 10 years 


From 1938 to 1942, this was revised, as follows: 





Alternative 


Percent Effective 
Holding period inclusion — maximum 


Percent Percent 


30 
aD asad ae So Pee St Sh cinkd cabbodeeecutacwcut 30 


Although such sliding scales have the theoretical effect of pro- 


gressively unlocking as the holding period is extended, the impact 
on capital mobility is actually more damaging than a single holding 
period. The investor naturally tends to delay the sale of appreci- 
ated securities for the longest period and the lowest rate. 

Thus, the ee of a multiple holding period is that of a multi- 


locking rather than an unlocking device. Here is what a 1951 Treas- 
ury Department study on capital-gains taxes said on page 5 about the 
1934-37 experience: 

A graduated percentage-exclusion method was employed for a short period 
during the years 1984-37. The system in force at that time provided for five 
age classes of capital gains and for large increases in percentages of exclusion 
between classes in relation to the holding period. This complicated the statute 
without necessarily producing more equitable results. The 1934-37 plan operated 
to postpone selling appreciated investments because of the tax advantage of the 
longer holding period. 

Certainly, the results in terms of tax revenues collected in 1934 to 
1937, and 1938 to 1942 suggest that the multi-holding-period proced- 
ure has not worked effectively. The estimated tax collected from 
capital gains and losses of individuals averaged $75 million per year 
in 1934-37 compared to $668 million per year from 1948-51—the latest 
4 years for which data are publicly available. From 1938 through 
1941, the tax collected from individuals on their capital gains and 
losses averaged a negative amount of $19 million per year. 

Investment decisions are, of course, often based on factors other 
than just tax considerations and the calendar, but while such tax- 
calendar factors may not be controlling, they can be restrictive enough 
to be quite harmful. Anything which inhibits capital transfers as 
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much as multiple holding periods will result in artificial restrictions 
on the supply of stock and accentuate security price fluctuations. 
These, in turn, will affect economic growth. 

Sliding scales and multiple holding periods would also undoubtedly 
have a serious adverse effect on the Telenia of the stock market. This 
would be a blow to economic growth, for recent correlation studies 
made by the exchange indicate that a reasonable level of New York 
Stock Exchange volume—approximately 3 million shares average 
daily—is needed to insure even a modest flow of new stock isues. New 
equity issues, in turn, are essential for the economic growth that is a 
prime goal of tax policy. 

The “rollover” 

Of the several possible solutions—partial or complete—to the 
locked-in problem, one which appears to offer perhaps the most signifi- 
cant possibilities is the “rollover” proposal. The term “rollover” 
refers to a tax provision, probably optional, under which transfers 
of capital assets, including gains, could be made without incurring a 
capital-gains-tax liability, as long as the asset was reinvested in ay 
ductive enterprise, within certain specified limits. This principle is 
not new. It has already been adopted in the law in the case of ex- 
changes in kind, the sale of personal residences, and involuntary 
conversions. 

A regular tax would be levied on realizations which were not rein- 
vested within a prescribed period, manner or type of investment. 
The proposal might be limited to an initial fixed invested amount per 
individual taxpayer, such as $100,000. Thus Mr. Williams could 
elect to set up such a personal investment with initial value, say in 
cash, not exceding $100,000. He could buy and sell equity securities 
within the limits set up, but pay no capital-gains tax as long as he 
kept his funds reasonably fully invested in productive enterprise. 

The possibilities of such a plan for improving the mobility of in- 
vestment capital are readily apparent. There would be full freedom 
of investment action without tax deterrent, unless disinvestment or 
some other form of taxable event took place. 

This proposal wou’d, of course, involve some administrative com- 
promises, and an immediate loss of tax revenue from those investors 
who elected the option. However, the overall value to economic 
growth—and the greater ultimate revenues from the long-range stimu- 
lus to the economy—would more than offset any immediate direct 
revenue loss. 


Credit against estate tax 


The solution to Mr. Robert’s (age 67) financial incarceration— 
mentioned earlier—would appear to be in some form of estate-tax 
credit for all capital gains taxes paid after age 65, or perhaps within 
5 years of death. 

The full amount of all such capital gains taxes paid could be de- 
ducted from the gross estate tax. Thus, if Mr, Roberts were to die 
with a gross estate of $150,600; but in the several years prior to his 
death had paid capital gains taxes of $5,000, his gross estate would be 
taxed on $150,000, with fuil credit against his estate tax for capital 
gains taxes paid in the 5 years prior to his death. 

Such a tax credit would be an equitable improvement in our tax 
laws that would go a long way toward unlocking the older investor. 
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Moreover, it would almost certainly occasion very little loss in reve- 
nue, because older investors can’t afford to sell anyway under the 
present law. 

Under the proposed credit, there would be larger tax revenues 
from the larger estates which would be left, from the fact that some 
older unlocked investors would pay a capital gains tax but outlive the 
credit period, and because of the general benefit to the economy of 
the country. 


Other proposals 

Included in the list of other proposals for alleviation of the locked- 
in problem are the following: 

Averaging.—Averaging is a device which has been considered 
many times, especially in relation to ordinary income taxes. The 
possibilities of this solution are especially appropriate in sports, enter- 
tainment, brokerage (real estate and securities) and other specialized 
fields where incomes may be sporadically high or irregular. How- 
ever, it would appear to be of interest for the tax treatment of capital 
gains only as part of a more general application to all income-tax 
policy. 

2. ‘Automatic adjustments for price level changes.—This proposal * 
suggests the adjustment of asset values and realized gains in accord- 
ance with changes in the general price level—using some recognized 
index of price changes such as is employed in building contracts, etc. 
It is designed to adjust for the inflationary component which exists 
to such a great extent today in capital gains and thus provide a more 
equitable basis for taxing such gains. “Dr. Cloe, in his article, states 
that “the most significant effect of price correction might well be the 
freeing of so-called locked-in investments.” 

3. Maximum tax limits —One of the greatest anomalies in the op- 
eration of the capital-gains tax is that persons who have scored the 
greatest gains—and who are often the most venturesome investors 
and best able to finance new enterprises—are the most badly locked-in. 
This condition often occurs in persons who have held investments for 
long periods of time. It may happen to those who are approaching 
old age, with a larger proportion of their total estate in one security, 
and a desire to dive ersify their holdings or at least liquidate part of 
their locked-in position. 

To help unfreeze the investors in this situation, one suggestion— 
which appears to have real merit—is to establish a maximum per- 
centage limit—say 5 percent—of tax liability based on the total value 
of the assets sold rather than a tax on the gains realized. For, in view 
of the fact that the capital-gains tax is in effect a self-imposed transfer 
tax, a maximum of 5 percent of the total assets being transferred 
would appear to be a heavy enough penalty under any circumstances, 
and would be of real value in increasing capital mobility. The effec- 
tiveness of this proposal for unlocking investors would, of course, de- 
pend primarily on the size of the fixed maximum percentage and the 
proportion of the capital gain to the total value of the property sold. 


‘Carl Cloe, Capital Gains and the Changing Price Level, National Tax Journal, Septem- 
ber 1952, p. 207. 
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CONCLUSION 


We now have mass markets to match our mass production economy. 
In the expanding decade ahead, we will need mass investment to 
insure expanding markets and expanding production. More capital 
investment is the key to bigger markets, and greater production 

cannot be achieved without it. 

Thus, economic growth depends on additional incentives for equity 
and other capital investment. It means, particularly, greater incen- 
tive for the attraction and prompt movement of apital to those uses 
where it can do the greatest good for the economy. It will require 
much greater capital ‘mobility —only possible through real tax help— 
by a solution to the locked-in problem, inherent in the present rate 
and holding-period provisions of the ¢ apital gains tax. 

The present capital gains tax provisions of the law are the result 
of many compromises. <A critical examination of those provisions— 
as they stand today and have evolved over the years—suggests that 
the provisions have been developed with insufficrent regard for their 
harmful economic effects. 


INVESTORS’ DECISIONS, EQUITY, AND THE CAPITAL 
GAINS TAX 


WaLTeR W. HELLER, University of Minnesota 


The always difficult problem of achieving a balanced perspective in 
tax policymaking is nowhere more acute than in the capital-gains field. 


In the abserice of conclusive evidence and a value ¢ onsensus, the policy- 
maker finds himself caught in cross-currents of facts, conjectures, and 
competing economic objectives. Even after he successfully navigates 
his way through these turbulent waters, he still faces hard choices be- 
tween the : accepted dictates of tax equity and the intensified demands 
for tax incentives to investment. The locked-in problem is an excel- 
lent case in point. 

A balanced view of this problem begins with the available facts, 
buttressed by reasonable conjectures, beari ing on this question : To what 
extent does the capital-gains tax lock investors in existing invest- 
ments? The next step is to appraise the economic consequences of 
the lock-in effect, especially the charge that it interferes with market 
stability and investment mobility. But the appraisal is incomplete 
unless it also considers the possibility that the advocates of the lock-in 
argument have overlooked some offsetting beneficial effects. And per- 
haps the unlocking action they call for—redueing the capital-gains 
tax and shortening the 6- month holding period—w ould itself have 
some unwanted repercussions on market prices and investment 
patterns. 

But even as thus rounded out, the lock-in analysis is far too restric- 
tive a context in which to consider, much less to settle, the eapital- 
gains tax problem. Even if the lock-in effect were accepted as both 
valid and controlling, it is by no means self-evident that a lower 
rate and shorter holding riod are the only answer. Instead of 
lowering the capital- -gains barrier at the front door marked “market 
transactions,” it may be just as effective—and more desirable on equity 
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grounds—to close the back door marked “tax-free transfers at death” 
and the side door marked “tax-deferring transfers by gift.” 

Clearly, we have to back far enough away from the myopic con- 
fines of the lock-in controversy to bring into the range of our vision 
the other economic effects of the capital-gains tax, especially its im- 
pact on basic investor motivations and investment patterns. Yet no 
tax issue, least of all the capital-gains issue, can be resolved solely 
on economic grounds. Balanced decision making requires that we 
broaden our perspective to embrace equity considerations ; e. g., wheth- 
er the tax treatment of capital gains and losses is fair in terms of its 
relation to the tax treatment of other forms of income, and what dis- 
tortions it introduces through conversion of ordinary income into 
capital gains. And finally, while focusing primarily on economic and 
equity criteria, we should keep the revenue impact and administrative 
feasibility of proposed solutions clearly in view. 

Because so much has been made of the lock-in argument, a large 
part of the following analysis will be devoted to it. But since no 
sensible decision on the tax treatment of capital gains can be reached 
in terms of this problem alone, my paper presses the search for per- 
spective through the thickets of other economic implications al on 
into the jungle of equity considerations. Perhaps I should note 
at the outset that I emerge with no pet panaceas. 


EXTENT OF THE LOCK-IN EFFECT 


More than in any other phase of the income-tax law, the capital 
gain and loss provisions offer the taxpayer options as to the applica- 
tion, timing, and even the size of his tax liability. On any s item 


of appreciated property, he can either incur tax liability by selling 
now, postpone it by selling later, transfer it by gift, or cancel it by 
death or charitable contribution. If “now” is less than 6 months since 
he bought the asset, he pays from 2 to 224 times as much tax (the ratio 
rising with the size of his income) as he would if he sold after 6 
months. 


The holding period as a deterrent 


To dispose of the last point first, it is abundantly clear that such a 
large tax differential—whether it occurs after 6 months, 3 months, 
or 2 years—will have a-significant effect on the timing of investment 
transactions. That many sales are deferred until the lower rates 
apply is strongly suggested by income-tax statistics reflecting the 
reactions of investors to changes in the length of the holding period 
in the thirties. Similar conclusions were reached in the Harvard 
Business School taxation study which approached the problem in 
terms of the investment behavior of 746 individuals in its “active in- 
vestors sample” (drawn from the customer lists of investment banking 
firms cooperating in the study).? Roughly 21 percent of the entire 
group, and 41 percent of those with incomes over $100,000, reported 
that they tended to defer realization of capital gains until the 6 
months’ holding period had elapsed. 

The postponement problem associated with the holding period will 
be with us as long as we retain the distinction between short-term and 
long-term gains and a sharp differential in their tax treatment. Any 
action that narrows this differential—either by raising the capital 
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gains rate or lowering the rates on ordinary income—will moderate the 
problem. Splitting the differential into many small steps by a 
multiple-holding-period system (with more and smaller stepdowns 
than the 1934-87 system) would also serve to dull the impact of the 
tax on timing decisions.* 

Shortening the holding period to 3 months has also been proposed 
as a means of alleviating the postponement problem.* Any change 
in the length of the holding period at present tax differentials will de- 
Jay some transactions and accelerate others. Many speculators and 
short-term investors who now wait till 6 months have elapsed would 
sell after 3 months. Others who now sell, say, between 1 and 3 months 
after acquisition would delay until 3 months had passed. The al- 
ready negligible volume of “short-term gains”—$247 million out of 
total gains of $6.7 billion (100-percent basis) reported by individuals 
in 1951—would shrink to the vanishing point. 

Lengthening the holding period to 12 or 18 months would also set 
up opposing forces in relation to the lock-in problem. Many security 
holders who now delay selling to take advantage of the drop in taxes 
after 6 months would be unwilling to risk waiting until 12 or 18 
months after acquisition. In contrast, other transactions which now 
take place between 6 months and 12 or 18 months after acquisition 
might be postponed until the lower rate takes hold.* 

Where the net advantage of shortening or lengthening the period 
would lie in relation to market liquidity and the relative roles of in- 
vestors and speculators is not entirely clear. Even if it were, how- 
ever, the decision on the length of the holding period has to take other, 
probably more compelling, considerations into account. For ex- 
ample, the 1951 Treasury recommendation that the holding period be 
lengthened to at least 1 year was based on the desire (1) to subject 
a larger proportion of speculative gains to full income-tax rates and 
(2) to make the holding period correspond with the annual basis on 
which the income tax is levied and thus make more sense in relation 
to the argument that, in the absence of income averaging, preferential 
treatment of capital gains is needed to compensate for the “bunching” 
of income often associated with realization of capital gains.° 

The moment we leave the holding period behind, the appraisal of 
the lock-in effect has to proceed largely in terms of arithmetic and 


_? Lawrence H. Seltzer, The Nature and Tax Treatment of Capital Gains and Losses, Na- 
tional Bureau of Economic Research, New York, 1951, pp. 167-172. Like others probing 
into the field of capital-gains taxation, I am more deeply indebted to Professor Seltzer’s 
standard work on the subject than specific citations may reflect. Other basic studies on 
which I have drawn heavily are the U. 8. Treasury Department study, Federal Income Tax 
Treatment of Capital Gains and Losses, Washington, D. C., 1951, and the Harvard Business 
School study by J. K. Butters, L. E. Thompson, and L. L. Bollinger, Effects of Taxation: 
Investments by Individuals, Cambridge, 1958. On the lock-in controversy, the hearings 
before the Senate Committee on Banking and Currency, Stock Market Study, Washington 
March 8—23, 1955, and the staff report to the committee, Factors Affecting the Stock 
Market, Washington, April 30, 1955, are particularly illuminating. 

2 Butters et al., = cit., pp. 339-348. 

®The Treasury study puts the matter this be & “Use of patpe percentages of exclusion, 
either in connection with single or multiple holding periods, has provided significant in- 
ducements to continued holding of appreciated investments. For this reason, the use of a 
number of holding periods, with only a slight rate graduation for each, might be desirable. 
Moreover, slight rather than sudden drops in rates between holding periods might produce 
more equitable tax results.”” U.S. Treasury Department, op. cit., p. 55. 

*See, for example, the article by Charles Klem, The Stock Exchange Point of View on 
Capital Gains Taxation, Proceedings, 1953 Conference of the National Tax Association, 
Sacramento, 1954, pp. 141-143; and New York Stock Exchange, Taxes—Equity Capital— 
and Our Economic Challenges, New York, 1953, p. 39. 

®° The New York Stock Exchange's Study of Public Stock Transaciions on September 10 
and 17, 1952, showed that 23 percent of the shares sold had been held less than 6 months: 
a — from 6 months to 1 year; 48 percent, over 1 year; and 3 percent, no indication 
(ibid.). 

® See U. S. Treasury, op. cit., pp. 58, 56. 
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conjecture. One of the few facts at our disposal is provided by the 
Harvard study already cited. Only 5.7 percent of the 746 investors 
interviewed reported that the timing of their investment transactions 
was affected by the tax on long-term gains.’ The proportion was 
higher—7 to 10 percent—for investors with incomes above $25,000, a 
group which accounts for one-third of the “public individuals’ share 
volume” on the New York Stock Exchange and over two-fifths of total 
capital gains.® 

Such empirical evidence as we have, then, suggests that apart from 
postponement of profit-taking sales beyond the 6-months’ line, the 
lock-in effect of the capital-gains tax is not a major force in the 
securities markets. But the evidence is meager, and the situation may 
have changed with the tremendous appreciation of stock-market prices 
since 1953. Soa further inquiry into the logic and arithmetic of the 
matter is in order. 

The long-term capital-gains tax affects the terms of trade of the 
potential seller of an appreciated asset in three ways: (1) if he post- 
pones the sale, he postpones the tax and thereby saves interest on the 
postponed tax; (2) if he refuses to sell at all, he may save the tax itself, 
provided he holds the asset until he passes it on by gift, charitable 
contribution, or death; (3) if his income is in higher tax brackets this 
year than he expects it to be next year, he can reduce his taxes by 
delaying the realization of gains but taking his losses promptly, and 
vice versa. Where the motive for selling is to switch from one secur ity 
to another in search of higher income or greater capital appreciation, 
the impact of the apital- gains tax is to increase the income or 
appreciation premium the investor demands of a new security as a 
prerequisite to selling the old. This can be readily demonstrated. 
Leaving out the interest and inter year income fluctuation factors, 
the following examples define this ‘differential for several types of 
potential sellers in a variety of capital-gains circumstances. 

The first set of figures applies to an income-minded investor who is 
seeking a higher yield than the 5 percent his present stock yields him. 
Assuming a purchase price of $10,000 and a present market price of 
$12 2,000, he would pay a capital-gains tax of $500 at the ceiling rate of 

25 percent (which applies above $32,000 of taxable income for a mar- 
ried taxpayer and $16,000 for a single taxpayer). On the remaining 
$11,500 (ignoring broker’s fees), any stock yielding more than 5.3 
percent would produce a higher income than the 5- -percent return on 
the $12,000 market price of his present stock. If his capital gain 
were 50 percent instead of 20 percent, the yield would have to exceed 
5.5 percent to justify the switch; if his gain were 100 percent, the 
breaking point would be 5.7 percent ; with a 200 percent gain, it would 
be 6.0 percent. 

Turning to the appreciation-minded investor, what prospective gain 
in an alternative stock is required to lure him out of a present holding 
from which he expects no further gain? If he has experienced a 20)- 
percent gain on his present stock, any expected gain of more than 4.4 
percent in the aaa orice of the alternative “stock would make a 
switch worth while. if his existing gain were 50 percent, the break- 


7 Butters et al., op. cit., p. 339. 

8 New York Stock achanee, Stock Market Activity—-A New Portrait, New York, August 
— 5, p. IV. and Senate Committee on Banking and Currency, Factors Affecting the Stock 
larket, p. 78. 
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ing point would be 9.1 percent; at 100 percent, it would be 14.3 per- 
cent; and at 200 percent, it would be 20 percent. 

Another group of potential sellers consists of those seeking to sell 
and then buy back the same stock at a lower price. To “shake out” 
the capital gains tax, i. e., buy back the stock at a price far enough 
below the selling price to recoup the capital-gains lability, would 
require a price decline of at least 4.2 percent for the seller who had 
experienced a 20-percent capital gain; 8.4 percent in the case of a 50- 
percent gain; 12.5 percent at 100 percent; and 16.2 percent at 200 
percent. Stockholders who accurately gaged the pulse of the market 
during the summer and fall of 1955 had ample opportunity to “shake 
out” substantial gains taxes. Out of one group of 30 major stocks, 
the prices of one-third (including Du Pont, General Electric, and 
Johns-Manville) were more than 10 percent below the year’s highs 
at the close of business Tuesday, September 27. Another third (in- 
cluding Bethlehem Steel, Eastman Kodak, General Foods, and Stand- 
ard Oil of New Jersey) were down more than 7 percent.° 

From the preceding figures, it is apparent that only where the 
accrued gain is large and the expected differentials in yields or price 
movements are small does the tax on long-term capital gains make 
switching financially unattractive. Thus, even with a 50-percent gain 
on his present holding, the potential seller subject to a 25-percent gains 
tax can (a) improve his income position by any switch promising a 
yield increase of one-half of 1 percent or more; (b) improve his capital 
position by any switch promising a differential gain of 10 percent or 
more; or (c) “shake out” the capital-gains tax by selling and then 
buying back at any price 84% percent or more below his sales price. 
Our dynamic economy and dynamic security markets present myriad 
opportunities to cross these modest tax thresholds. Moreover, for a 
large proportion of potential transactions, the foregoing figures over- 
state the height of the thresholds. Income-tax statistics suggest that 
nearly two-thirds of all long-term gains are realized by persons paying 
less than the 25-percent ceiling rate.” 

Not only is the capital-gains barrier low relative to dynamic market 
opportunities, but many decisions to hold or sell securities fall largely 
or entirely outside of its sphere of influence. First, a substantial and 
growing share of stockholdings is in the hands of institutional in- 
vestors, i. e., either colleges, pension funds, and other institutions ex- 
empt from the capital-gains tax or financial intermediaries less directly 
responsive to it. Of the potential market supply of $268 billion of 
capital stock in all American corporations at the end of 1954, $66.5 
billion, or 25 percent, was held by institutional investors.” 


® Business Week, October 1, 1955, p. 166. 

1 Of net long-term capital gains reported on taxable individual returns in 1951, only 35 
percent were subject to the ‘‘alternative tax’’ at the 25-percent rate. Of the $6.6 billion 
of gains (100-percent basis) reported by individuals in that year, nearly 60 percent were 
realized by persons with adjusted gross incomes (before personal deduction and exemp- 
tions) below $25,000; 40 percent by persons with incomes below $10,000; and 10 percent 
by persons with no net income. In other words, 10 percent involved no tax, while that 
part of the additional 30 percent under $10,000 which accrued to married persons paid a 
tax of no more than 12.3 percent (and would pay no more than 11 percent under present 
rates). (Statistics of Income for 1951 (pt. 1), especially pp. 77—79.) 

1 This represented an increase of 44 percent in the market value of institutional stock- 
holdings as against 28 percent in individual stockholdings in 2 years. More than half of 
the institutional holdings ($37 billion were in the hands of bank-administered personal 
wera Committee on Banking and Currency, Factors Affecting the Stock Market, 
pp. } 





386 FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 


Second, a large proportion of security holders fall outside of the 
category of “potential but undecided sellers” whose decisions might be 
influenced by the capital-gains tax. On one hand, many holdings are 
“frozen in” by the desire to maintain control of family type 
corporations or listed corporations retaining a strong owner-director- 
manager interrelationship; * sheer inertia—the observed tendency of 
persons outside the “active investor” group to stay in a given invest- 
ment unless somehow forced to make an overt choice among alterna- 
tives—also takes its toll of market transactions. On the other hand, 
many realizations take place irrespective of tax considerations, e. g., 
in the case of called stocks, maturing bonds, and liquidations to 
finance extraordinary purchases like a house or car, living expenses 
of retired persons, or emergency cash needs for personal or business 
purposes. 

Third, even when we have worked our way down to the hard core 
of those for whom “to sell or not to sell” is an active question, we 
find that the point of maximum gain for the confirmed profit takers 
(i. e., those not lured by the alternative of tax-free transfers by gift 
or death) is in no way affected by the long-term capital-gains tax. 
Rational behavior for profit seekers is to buy at the bottom and sell 
at the top, i. e., to follow their investment judgment without refer- 
ence to the tax (except, of course, for interyear tax differentials) .“ 

After screening out the investors and market situations that are 
more or less immune to the long-term-gains tax, how much scope is 
left for its lock-in effect? Far less, certainly, than our worst fears 
(ably translated by the officials of the New York Stock Exchange) 
would suggest. But can we dismiss it as insignificant? In the 
absence of more adequate and decisive facts, the answer is “no,” for 
three main reasons: (1) After all the screening, there remain rational 
investors at or near the margin of selling whose decisions are affected 
by the tax, i. e., whose reservation price is higher than it would be 
without the tax; (2) in the face of uncertainty, many investors will 
not trade the likelihood of a more-than-compensating improvement 
in yield or capital appreciation on a new security (or drop in price 
of the old) for the certainty of an immediate diminution of capital 
via the gains tax; and (3) in the light of frequent investor inertia 
and irrationality, the tax may exert a psychological effect not limited 
to its actual cost (though it does not follow that the capital-gains 
tax is actually guilty in the many cases where it is made the scapegoat 
for failure to sell at the most advantageous point). One should add 
that, however limited the net impact of the lock-in effect may be, 
2 years of stock market boom have given it a greater volume of 
unrealized gains to work on than ever before. 


122To cite but one example from the New York Stock Exchange, roughly 80 percent of 
the stock of the Stauffer Chemical Co. (annual sales ; $100 million) is held by its directors, 
officers, associates, and their families. 

In his column, Business Outlook, J. A. Livingston stated this general position very 
effectively, as follows: “Taxes are beside the point. The sophisticated investor doesn’t 
allow the tax collector to make his market cecision * * *. If you no longer like a com- 
pany or an industry, if you think the stock is overpriced, then you ought to get out, taxes 
or no. You might want to sell part of the stock in the fall and part in January, to spread 
your capital gain over 2 years—so as to reduce the amount of tax. If you held a stock 
for 5 months, you might want to hold it another month to take advantage of the 6-month 
long-term holding period. But that’s about as far as tax considerations go.” (The 
Washington Post and Times Herald, October 12, 1954.) 
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ECONOMIC CONSEQUENCES OF THE LOCK-IN EFFECT 


What adverse economic consequences are said to flow from such 
lock-in effects as the capital-gains tax may have? First, by making 
realization of gains less attractive and losses more attractive, the tax 
is said to accentuate upswings and downswings of the stock markets. 
Second, to the extent that it dams up funds “where they are instead 
of letting them flow into new and expanding enterprises, the tax is 
said to interfere with economic efficiency and growth. 


[mpact on market stability 


In the 1954-55 bull-market setting, the instability argument has 
quite naturally centered on the alleged contribution of the gains tax 
to the upward pressure on stock prices."* This pressure is said to 
arise from the “artificial scarcity” the tax induces by inhibiting sales. 
Harold Somers has put this point in formal supply-demand terms 
based on the canenitle proposition that the “real, definite, and cal- 
culable” tax liability facing potential sellers curtails the supply of 
securities more sharply than the “vague and indefinite” tax liability 
facing potential buyers curtails demand. The net effect is to accent- 
uate upward movements of stock prices (while the corresponding ef- 
fects in the case of losses accentuate downward movements).’® But 
this reasoning, which is often used to bolster the case for a lower capi- 
tal-gains tax, overlooks several important aspects of the relationship 
betwean the tax and supply-demand conditions in the security 
markets. 

First, in focusing on the incentives to enter or leave the market 
rather than the flow of funds within the market, it seems to lose sight 
of the “Say’s law of the stock market”: Especially in a rising market, 
supply largely creates its own demand in that most of the proceeds 
of security sales reenter the market as demand for other securities. 
This being so, will tax reduction exert a bearish influence in a boom 
market? George Shea, columnist for the Wall Street Journal, pro- 
vides the following answer: 


The real question is what the presently unwilling sellers would put their 
money into if they sold. If they simply kept the cash, or bought goods or real 
estate, the effect might well be to put downward pressure on stock prices. But 
if they simply switched to other stocks as most investors do when they sell an 
investment, the net effect on the stock market could be nil. 

Indeed, a suggestion of Mr. Funston’s for easing the burden of the capital 
gains levy was self-defeating as far as any effect on the price level would be 
concerned. He proposed that a switch from one stock to another be freed of 
the tax. Obviously, however, in such case the level of the market might not be 
affected at all.1¢ 


Second, in the largely circular flow of market funds, the gains tax 
drives a sizable wedge between the amounts realized on the sale of 
appreciated assets and the amounts that go back into the market as « 
demand factor. At present levels, the tax on capital gains of indi- 
viduals is yielding well over $1 billion, more than four-iifths of which 


14 See, for example, the hearings before the Senate Committee on Banking and Currency, 

oP, | ie Dp. 77, 100, 205, 253, 276. 
Harold M. Somers, An Economic Analysis of the Capital Gains Tax, National Tax 

Joutaae September 1948, pp. 226-232. 

© Wall Street Journal, March 7, 1955, p. 1. Similar judgments on the relation of the 
tax to eet price levels were expressed several times in the 1955 stock market hearings, 
e. g., by J. Galbraith ee op. cit., pp. 276-277), Marriner Eccles (p. 483), and 
Benjamin Graham (p. 547). 
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is attributable to gains on the sale of securities.” Cutting the tax 
would release some of these moneys to reenter the market as a demand 
and price stimulant. 

A third factor often overlooked in assuming that lowering the 
gains tax will ease upward pressure on market prices is the magnetic 
attraction which the preferential treatment of capital gains exerts 
on investible funds. If we shift our perspective from the absolute 
level of the tax as a deterrent influence in security markets to its rela- 
tive level, i. e., to the tax advantage of long-term gains over ordinary 
income, the responses to reduction of the tax appear in a very dif- 
ferent light. For reduction means widening the tax gap between 
ordinary income and capital gains and correspondingly increasing the 
preference for those savings outlets which promise capital appreci- 
ation. The resulting increase in demand for stocks would hardly have 
a bearish impact on a bull market. Quite the contrary. Given a 
sharp reduction of the tax, the lock-in effect might give way to the 
flock-in effect.° This suggests that if we seek abatement of bullish 
pressure in the stock market, perhaps a higher rather than a lower 
gains tax is the answer. 

The foregoing three points, largely addressed to the problem of 
dampening the speculative fervor of a boom market, make clear (a) 
that the tax on capital gains exerts opposing influences—some bullish, 
others bearish—and () that reducing it is neither a cure nor perhaps 
even the right medicine for a bloated market. Space does not permit 
spelling out the lessons for a falling market implicit in the three 
points. But a fourth and separate point relating to the stabilizing 
force of the “lock-in” effect during a market decline following a long 
and strong advance (more or less the current situation) merits further 
examination. 

To moderate or stop a market decline requires, above all, stoppage 
of the outflow of funds into cash balances, bonds, other forms of sav- 
ings, and consumption. Therefore, in a market which, though falling, 
still represents substantial or even huge unrealized gains, the lock-in 
effect may well come into its own. On one hand, to the extent that the 
investor’s choice changes from a stock-to-stock switch to a stock-to- 
bond or stock-to-cash switch—that is, when improved income or ap- 
preciation prospects are ruled out of the investment calculus—the 
lock-in effect may gather strength. On the other, to the extent that 
it impedes liquidation of stocks, it will exert a welcome stabilizing 
influence. To be sure, as prices fall from their peaks, loss taking 
becomes possible and, especially near the end of a year of zestful gains 
taking, attractive taxwise. This is the familiar accentuating effect 
of the capital gains tax structure in a downswing. But a correct 
assessment of the influence of gain and loss provisions on market sta- 


17 This proportion is derived from findings by Seltzer, op. cit., p. 145. 

The pulling power of the capital-gains tax was acknowledged by several witnesses in 
the stock-market hearings. For example, the president of the Midwest Stock Exchange, 
Mr. James E. Day, stated: “Yes, I think the capital-gains tax of just 25 percent is a real 
argument to get into the market. Yes, sir. Advantage and a good selling point’ (hear- 
ings, op. cit., pp. 205-206). The statement by Mr. Benjamin Graham in this connection 
was also illuminating. After noting that the argument for a lower gains tax to unfreeze 
holdings showing large profits has “some merit,’ he went on to say: “But I regret that 
the issue has usually been presented by Wall Street—-of which I am proud to consider 
myself a part—in an incomplete and rather one-sided fashion * * * while a lightening of 
the tax might well increase the supply of common stocks by persuading holders to take 
large profits, it might at the same time stimulate further speculative buying, attracted 
by sat new tax advantage. The net result of such a move cannot be foretold” (ibid., 
p. 5 
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bility requires that we take full account not merely of whether the 
oan is rising or falling, 1. e.. its direction, but whether it is high 
or low relative to its previous position, i. e., its level. 


Impact on investment mobility 


Apart from stability considerations, it is argued that capital-gains 
taxes interfere with fluidity in financial m: arkets and thereby impede 
the mobility of physical resources which is essential for economic effi- 
ciency and growth. Tax reduction is urged to help dislodge funds 
from old, well-established, oversized, inefficient, and st: ignant com- 
panies or industries and make them available to new, unseasoned, 
small, efficient, and growing producers. But it is questionable, first, 
whether the ex isting | tax is cuilty as charged and, second, whether the 
beneficial effects of reducing it would outweigh the detrimental effects. 

It is worth recalling, first of all, that only irrational investors will 
let the capital-gains tax lock them into a stagnant or declining com- 
pany. Further, the capital appreciation possibilities provided by 
dynamic newcomers on the national scene will readily pull funds out 
of old investments over the capital-gains threshold. But some inter- 
ference with the free flow of investment funds will unquestionably 
occur, especially as long as the alternative of tax-free transfers at 
des ath or gift remains open. 

Perhaps the most serious criticism on this score is that the tax will 
impede the flow of capital into the venturesome undertakings that 
keep the economy active, competitive, and growing. But this ‘char ge 
seems to arise from a faulty perspective which views the imposing 
barrier of the capital-gains tax only from below, i. e., from a no-tax 
position, rather than balancing this with a view from above, i. e., from 
the high platform of rates up to 91 percent on ordinary income. The 
view from the tax heights puts the long-term gains tax in an entirely 
different light as one ‘of the lowest sections of the tax wall. Appar- 
ently this is s the view taken by a great number of active investors. The 
Harvard study concluded that the ‘apital-gains tax has caused ven- 
turesome individuals “to shift funds out of relatively conservative 
investments, offering little or no opportunity for ‘apital appreciation, 
and into more venturesome types of investment such as relatively 
speculative marketable common stocks, closely held companies, new 
ventures, real estate, and oil properties.”*° In other words, quite 
contrary to the indictment, the facts established by cross-examination 
of investors show that it is precisely in drawing funds into new ven- 
tures and unseasoned securities that the ¢ apital- gains tax at present: 
rates exerts its strongest investment influences. 

Turning to the effects of lower ing the tax, one can readily visualize 
some unloc ‘king of appreciated investments and redirecting of the 
released funds into other investment outlets. Insofar as this would 
replace “decisions by inertia” with active choices among investment 
alternatives, an improved allocation of financial and ‘physic ‘al re- 
sources would result. But other, unwanted, activities might also be 
stimulated. 

To remove all tax restraints on market transfers might convert 
many investors into speculators and traders. Market activity, in other 
words, is not an end in itself. To the extent that it represents a diver- 


1° Butters et al., op. cit., p. 42. 


68595-5526 
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sion into market gambling of energies and resources that would other- 
wise go into useful productive activity, it worsens rather than im- 
proves the allocation of human and material resources. Further, inso- 
far as such activity exercises a destabilizing effect on the security mar- 
kets and the economy, it increases economic uncertainty. Since uncer- 
tainty tends to discourage capital investment, the end product of 
removing or gutting the capital-gains tax might be to interfere with 
rather than promote economic growth. 

The inviting option of tax-free transfer of appreciated assets by gift 
or death may well have more to do with the undesirable pinning down 
of investment funds than any other single aspect of the gains tax. If 
the investor knew that, there would surely be a day of reckoning on 
his unrealized gains, he might press the search for improved invest- 
ment opportunities more actively than he does today. This move 
would tend to convert passive into active investors rather than in- 
vestors into speculators, thus not merely promoting financial activity 
but improving the allocation of resources. 


OTHER ECONOMIC EFFECTS 


A number of the economic effects of the capital gain and loss pro- 
visions have already been brought out as points or counterpoints in 
the lock-in controversy. But it is important to move the economics 
of the capital-gains tax out of the narrows of that controversy and into 
the broader context of the basic issues raised earlier in this volume. 
In other words, how does the present treatment of capital gains and 
losses affect the level and composition of investment? Are these effects 
in harmony or conflict with national economic policy ? 

Clearly I can do no more here than indicate the nature of these issues. 
With respect to the level of investment, it seems clearly established that 
the preferential treatment of capital gains has been a powerful magnet 
for investment funds. It is one of the chief factors that has held the 
tax rate on income beyond $50,000 to 50 percent or less in the face 
of marginal rates ranging as high as 91 percent.?° By blunting the 
cutting edge of the top progressive rates in their application to invest- 
ment proceeds cast in the form of capital gains (either naturally or by 
dint of skillful manipulation), it has increased the total volume of 
investment substantially. Apart from the price that may have been 
paid for this stimulus in reduced tax equity, this raises two main 
questions. 

First, is there any limit to the amount of investment that is good 
for the economy? That is, although it can be demonstrated that we 
have huge capital needs, are we not in danger of getting too much of 
a good thing in the sense (a) that productive capacity may outstrip 
consumption capacity and thereby lead to the idling of resources; (6) 
that we may devote a larger proportion of our income to capital for- 
mation than a sensible balancing of the interests of present and future 
generations may justify; and (c) that a high-investment economy may 
be difficult to keep on an even keel?“ Given our growing understand- 
ing of, and increasing willingness to use, fiscal and monetary tools 
to keep the economy at full employment, these limits are more remote 


* Butters et al., op. cit., p. 85. 
For an examination of some of these points, see Walter W. Heller, Appraisal of 
the Administration’s Tax Policy, National Tax Journal, March 1955, pp. 18—23. 
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than they were in the past. But in determining capital-gains tax 
policy, it would be unwise to rate the investment-stimulating effect 
an asset under any and all circumstances. 

Second, is the pattern of investment stimulated by the huge rate 
differential between ordinary income and capital gains a desirable 
one for the economy? To be sure, the stimulus to venturesome invest- 
ment is widely welcomed as a source of economic progress. But some 
limits must be observed here, too: (1) If the capital-gains lure is made 
too powerful, it may pull investment resources beyond the boundary 
between reasonable and foolhardy risk taking and thus invite business 
failures and consequent resource waste; (2) as already noted, if all 
capital-gains restraints are removed, markets may become so specu- 
lative that they will send out the wrong signals to the economy as to 
how its resources should be deployed for optimum growth and output; 
(3) the sanctity of the capital-gains tax as a venture capital stimulant 
in preference to other tax measures (and nontax measures, too) should 
not be taken for granted. 

In reference to the third point, it is worth reminding ourselves that 
preferential capital-gains treatment does not achieve its status as 
a desirable or necessary stimulant in a vacuum but only in relation 
to other characteristics of the tax system. The primary factor is the 
severity of the tax rates under which investment returns would other- 
wise be taxed, but other features such as tax-exempt securities (which 
draw potential investment funds into riskless channels) also play 
urole. All tax advantages represent an economic stimulus, an attrac- 
tion to resources. Over the years, we have in effect set up a system 
of tax subsidies and penalties which invite resources into some uses 
und repel them from others. It is always open to us to redress the 
balance of this system by terminating the subsidies and lowering tax 
rates accordingly. Whether the more natural allocation of resources 
that would result is preferable depends not only on economic tests 
but on value judgments. With specific reference to the gains tax, the 
issue appears as follows: In its present form, the treatment of gains 
and losses redirects resources from natural channels not only into 
venturesome investments but also into more questionable directions 
associated with cloaking ordinary income with the capital-gains man- 
tle and gaining the advantages of specific extension of capital-gains 
treatment to timber, coal royalties, certain farming situations, and the 
like. Should the incentive to devote resources to these later uses be 
sharpened by reducing the capital-gains rate? Or should it be dulled 
by narrowing the tax gap between ordinary income and capital gains? 
These questions can be resolved only by matching the influence of 
the gain and loss provisions on investment patterns against national 
policy on resource allocation. 


EQUITY CONSIDERATIONS 


Three main charges against the present capital-gains tax have been 
brought forward by proponents of the lock-in argument to buttress 
their case for lower taxes on capital gains: (1) Capital gains are not 
income and do not represent taxable capacity; (2) a large proportion 
of capital gains are the outgrowth of inflation and hence illusory; 
and (3) since only realized gains are taxed, the capital-gains tax dis- 
criminates unfairly against active investors who realize gains and in 
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favor of passive investors who do not. This section examines each of 
these assertions briefly and comments also on the use of capital-gains 
provisions for tax-avoidance purposes. 

The assertion that capital gains are not income is frequently sup- 
ported by reference to the observable fact that investors ordinarily 
view capital appreciation in a different light from income from sal- 
aries, interest, dividends, and the like. Can their view be accepted 
as controlling in formulating capital-gains-tax policy? The answer 
is clearly “no” on grounds that I have stated elsewhere in the following 
terms: 


Many, if not most, of us have at one time or another gone through the pleasant 
experience of having an investment grow in its capital value, and we tend to 
think of that as a growth in the fund of our capital rather than in the flow 
of our income. Even if we switch from one investment into another, we like 
to think that we have a right to maintain the investment at whatever size it has 
attained. The capital-gains tax interferes with that right. But is it any more 
valid to allow us to judge our own taxable status on capital gains in terms of 
“undiminished capital” than it is to permit the wage earner to dictate the taxes 
on his wages in terms of “undiminished take-home pay?’ Certainly, the investor 
feels put upon when a piece of his investment is snipped out by taxes when he 
shifts from one security into another. But from the vantage point of the small- 
income recipient who does not have access to this form of enrichment, a capital 
gain must look like a very capable form of taxpaying income. If each man were 
to be the judge of his own taxes, the tax take of the United States Treasury 
would be very small indeed. In taxation, as elsewhere, we should expect to 
be governed by value judgments made by a jury of our peers rather than by 
our own, often highly colored, judgment of what taxes we should pay.2? 


The second contention, that gains arising from inflation are 
illusory, has gained rather wide acceptance. Capital appreciation 
that merely keeps up with the rise in the price level is said to confer 


no increase in real economic power on the asset holder. Only the 
administrative impossibility of identifying and weeding out the capi- 
tal gains and losses arising from inflation and deflation keeps the 
serious advocate of this argument from urging their exclusion from 
the tax base. The New York Stock Exchange group, contending that 
most gains have their origin in secular or cyclical inflation, uses the 
argument to support reduction or elimination of the gains tax. 

To dispose of the last point first, one need perhaps do no more 
than point to the 50-percent increase in stock prices from September 
1953 to January 1955, plus a further advance to September 1955. 
That is, in a period when the general price level was holding steady, 
upward of $75 billion was added to the market value of stocks. It has 
been said that this was merely the delayed impact of inflation express- 
ing itself. But whether this means the post-World War IT inflation 
or the post-Korean inflation (which came to a stop early in 1951), in 
either case, the delay was so long as to cast doubt on the strength and 
perhaps even the validity of the point. Most of the rise can be ex- 
plained in terms of higher earnings and earnings prospects, strength- 
ened financial position of corporations (especially through retained 
~arnings), reductions of taxes on profits and income, and a reduction 
in the capitalization rate for earnings (expressed in a rising price- 
earnings ratio). There is nothing illusory about these gains. 

But this does not meet the main question: Are capital gains illusory 
and unfit subjects for income taxation to the extent that they repre- 
sent merely a keeping pace with the price level? If one concentrates 


22 Heller, op. cit., p. 26. 
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* absolute economic position, the answer is likely to be affirmative. 

But the entire emphasis of modern income tax: ition is, quite properly, 
on relative economic positions. The taxpayer who protects himself 
from inflation by holding common stocks or real estate is certainly 
better off than the one who holds fixed-income securities or no securi- 
ties at all. To exempt inflationary gains would be to ignore signiti- 
cant changes in the relative taxpaying capacity of individuals.” In 
this light the illusion argument loses much of its force. This is not to 
deny that the income tax would be fairer without inflation than with 
it. But it does suggest that an income tax with inflationary gains in 
its base is fairer than one without them. 

Turning to the third count listed above, one may readily acknowl- 
edge that ‘the practical necessity of restricting the tax to realized gains 
and losses complicates the equity problem. That is, within the con- 
tine of the gain-and-loss category, strictly equal treatment of equals 
cannot be achieved because those who realize gains pay a capital- 
diminishing tax while those who hold on to their accrued gains con- 
tinue to enjoy the full fruits of their capital. But this argument, 
especially when offered on behalf of tax reduction, is incomplete and 
unconvineing. 

Some inequity within the capital gains category can be tolerated as 
a small price to pay for avoiding the far greater inequity that would 
result if we were to exclude this entire class of income from the tax 
base. In fact, for this class as a whole, the option the taxpayer has of 
timing the tax to suit his needs or even avoiding the tax entirely would 
suggest greater rather than lesser ability to pay. 

Moreover , the indicated remedy for the internal inequity is not. to 
lower the tax but to close off the options of tax-free transfer by death 
and gift. If such transfers were treated as constructive realization, 
the accrual-versus-realization inequity would largely vanish except 
tor the interest differential between earlier and later realizations. All 
property would go through the capital-gain-or-loss screen of the in- 
come tax at least once during the owner’s ‘lifetime. Only a timing dis- 
crepancy would remain. 

An attempt to arrive at a fair tax treatment of gains and losses must 
vo beyond questions of the internal equity of the tax and the most 
equitable relationship between the gains category and ordinary in- 
come. It must take account of the perversions of tax justice growing 
out of the great tax differential between ordinary and capital gains 
income. The wider that differential the greater is the temptation to 
give ordinary income the form and appearance of long-term gains 
shielded by the 25 percent ceiling rate.** The already intense pres- 
sures on Congress to add to the ¢ ategories of “ ‘apital assets” eligible 
for these favored treatments would become even greater if the gains 
tax were reduced or eliminated. The dominant role already plac ed 
by capital gains and losses among tax avoidance devices is indicated 
by the fact that between one-third and one-half of the C asey and 
Lasser volume, Tax Sheltered Investments, is devoted to the tax at- 
tractions of gain and loss situation.*® 


% This position is persuasively illustrated in the Memorandum of Dissent in the recent 
Final Report of the British Royal Commission on the Taxation of Profits and Income, 
June 1955, p. 366. 

“For a eee discussion of 16 categories of tax avoidance via capital gains, see 
Seltzer, op. cit., 

*% Casey, Wiiliam J., and Lasser, J. K., Tax Sheltered Investments, Business Reports, Inc., 
New York, 1951, 
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CONCLUSIONS 


The foregoing analysis leads us to the following conclusions: 

1. The extent, severity, and economic impact of the lock-in effect 
have been seriously overrated. 

2. By the same token, the beneficial economic consequences of reduc- 
ing the long-term capital gains tax rate and shortening the holding pe- 
riod have been substantially overstated ; it is doubtful that this action 
would greatly increase capital mobility and, all things considered, it 
might well increase rather than decrease market instability. 

3. Putting the capital gains issue in the full context of the economic 
and equity criteria that have to be satisfied to reach a defensible solu- 
tion tends to dwarf the lock-in effect as a policy determinant. 

4. In the economic sphere, the role of the tax-favored position of 
capital gains as an attraction to investment in general and venture- 
some investment in particular probably deserves more weight than 
questions of impact on market fluidity and stability. 

5. In the sphere of equity one finds little in the generally accepted 
standards of fairness in taxation that support, and much that militates 
against, the case for lighter taxes on capital gains. 

6. Even after all the facts are brought forward and put in focus, 
conclusions as to the proper treatment of capital gains and losses 
cannot be reached until conflicts between equity dictates and economic 
objectives are resolved. 

7. Given a desire to strike a proper balance between the promotion 
of investment and the maintenance of an equitable and progressive 
income tax, the following policy actions gain support from the points 
made in this paper: 

(a) Constructive realization at gift or death would serve both 
equity and economic objectives. 

(6) Lengthening rather than shortening the holding period is in- 
dicated by equity criteria and gains some support on economic 
grounds. 

(c) A tightening of the capital gains structure to cut down avoid- 
ance possibilities would improve the fairness of the income tax with- 
out adverse repercussions on investment. 

(7d) Narrowing the gap between the capital gains tax and the tax 
on ordinary income would clearly serve the interests of equity and, 
if accomplished, by lowering ordinary rates, would also serve to stimu- 
late investment. Even accomplishing this end by raising the capital 
gains rate would not necessarily have the dire consequence on the flow 
of investment funds that is often assumed. 


RELATION OF CAPITAL GAINS TAXATION TO TAX 
TREATMENT OF UNDISTRIBUTED PROFITS 


Car. 8. SHovup, Columbia University 


Tue Existence or Unpistrrsutep Prorirs, PostrivE AND NEGATIVE 


Most corporations in the United States retain, in prosperous years, 
a considerable fraction of the year’s profit that is left after paying 
corporation income tax. Many of these corporations are small, closely 
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held concerns, but, in terms of the total amount of dollars involved, 
more importance attaches to those companies whose stock is held in 
considerable part by large numbers of the stockholders, most of them 
without any personal link at all with the men who direct the produc- 
tion policy of the corporation and its dividend policy. For the 10-year 
period 1945-54, undistributed profits of corporations in the United 
States aggregated $89 billion. 

The percentage of disposable profits that is retained in prosperous 
years varies widely from one concern to another. A few large, pros- 
perous, and expanding companies whose stock is listed on organized 
exchanges, or is actively traded in over the counter, have for several 
years past been retaining from 90 to 100 percent of profits. At the 
other extreme can be found corporations paying out in dividends 
more than 100 percent of disposable earnings. Some, indeed, even 
continue to pay dividends while operationg at a loss. These corpora- 
tions show negative undistributed profits. This diversity of practice 
renders a solution of the problem of taxing undistributed profits more 
difficult, but it also makes the discovery of such a solution more im- 
portant, to the end that discrimination among individual stockhodlers, 
and among individual taxpayers generally, may be minimized. 

In deep depression, as in the 1930’s, corporations in the aggregate 
show negative undistributed profits. For each of the years 1930 to 
1938, inclusive, corporations in the aggregate, in the United States, 
paid out in dividends more than they were earning currently in profits 
(after corporation income tax) ; indeed, this excess of aggregate divi- 
dends over aggregate profits cumulated to $20 billion for the 9 years 
1930-38.? Still, even wn such a period of depression, many corpora- 
tions will be paying out less in dividends than they are earning. Much 
of the aggregate of negative undistributed profits is attributable to 
companies that are showing a loss, but are still paying dividends. 


HieH-INcomE INvEsTorS, AND UNDISTRIBUTED Prorrrs IN WipeLy Hep 
CoRPORATIONS 


The practice of retaining a fraction of corporation profits, or even 
the whole, during prosperous years, is no doubt traceable, in part, to 
a natural desire to minimize personal income tax. This motive may 
be quite strong with respect to closely held corporations. But this 
aspect of the problem of undistributed profits, which has been worked 
over so much in the flood of articles on the old section 102, has been 
given far more attention than it deserves, relative to the problem 
posed by retention of earnings by large corporations, much of whose 
stock is held by individuals who are in no position to influence divi- 
dend policy. Tax favoritism raises an ethical problem even when 
it is not actively promoted by the beneficiary. A wealthy investor 
buys some shares of a rapidly expanding corporation listed on the stock 
exchange (or over the aunts a corporation whose directors dis- 
tribute only a small proportion of earnings each year, or even none 
at all, primarily because the opportunity for profitable expansion of 


1If inventory valuation adjustment is made, the figure is $69 billion. U. S. Department 
of Commerce, National Income, 1954 edition, pp. 164-165, and Survey of Current Business, 
July 1955, pp. 11-12. 

?If inventory valuation adjustment is made, the $20 billion becomes $16 billion. U. 8. 


Depasenent of Commerce, National Income, 1954 edition, pp. 164-165. Carl S. Shoup, 


Principles of National Income Analysis, pp. 130-134. 
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the firm is so inviting. Such an investor benefits, taxwise, from the 
expansion policy, even though it has not been adopted with his interests 
in view. He competes with other wealthy investors, it is true, for the 
floating supply of the stock, but common observation suggests that 
he is often able to buy in at a price that leaves him well off, after 
all income taxes, compared with what the individual income-tax rate 
schedule in the law implies he should be, relative to low-income 
investors. 

But while the investor who gets the benefits of undistributed profits 
is being considered, we must not lose sight of the investor who reaps 
on balance only a net undistributed loss, an investor whose holdings 
of corporate stocks, on balance, produce for him dividends that exceed 
the amount the corporation has earned during the period he has held 
the stocks. This investor pays more in personal income tax than 
the earnings of the corporation imply that he should. Perhaps this 
aspect of the problem will never again be as important as it was dur- 
ing the 1930’s, for a good deal has been learned about how to avoid 
such economic catastrophes. But it will always exist to a degree, even 
in prosperity. 


Taxtne Carrrat Garns As A Mernop or Reacutng UNDISTRIBUTED 
Prortts 


What methods are available for bringing undistributed profits of 
widely held corporations into personal income-tax returns? And 
how may the extra taxation that accompanies negative undistributed 
profits (dividends in excess of current earnings) be eliminated ? 


One approach is to include in the individual’s taxable income the 
amount of capital gain he realizes when he sells his stock, and to allow 
him deduction for capital losses. 

Insofar as retained profits have built up the market value of the 
shares, such profits are brought into the individual income tax net 
through the taxation of capital gains. They are brought in, along 
with all the other influences that make for capital gains—shrewdness 
in taking advantage of periods of market depression, and of boom 
psychology, changes in the value of money, changes in long-term in- 
terest rates, and so on. To the degree that tax policy does not want 
to take account of these other forces in fixing the amount of individual 
income tax, the capital-gains method of solving the undistributed 
profits problem is too much of a blunderbuss. However, it is possible 
to make adjustments in the capital-gains reckoning for some of these 
other forces, at least for changes in the value of money (changes in 
price level). 

The inclusion, in individual taxable income, of capital gains, the 
method just mentioned for subjecting undistributed profits to per- 
sonal income taxation, is not found in certain other countries, Great 
Britain, for instance. If one asks, how does Great Britain subject 
undistributed profits of widely held corporations to personal taxation, 
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the answer seems to be that Britain has not made a serious etlort to 
do so, perhaps considering any such aim impracticable.* 

Even in the United States, inclusion of capital gains is so restricted 
that the way is still open for the wealthy investor, if he is wise, and 
tortunate, to build up an estate and to pass it on to his heirs, quite 
free of individual income tax, by buying into widely held corpora- 
tions that retain most of their earnings, ‘and by keeping this invest- 
ment position intact over a long period when the companies are eXx- 
panding. He may similarly escape all personal taxation on the un- 
distributed profits by giving his shares of stock to a religious, chari- 
table, or educational institution after they have grown in market 
value, taking the market value as a deduction in his income-tax return, 
but paying nothing on the appreciation in value.‘ 

If the investor does not succeed in avoiding entirely all personal 
taxation of the undistributed profits, he may yet come out with a low 
personal income-tax charge because of the relatively mild rate of 
taxation on capital gains (25 percent mi iximum rate, exc ept for gains 
on property held for only 6 months or less). 

The unsuccessful investor, on the other hand, is given only restricted 
tax relief, because of limitations on deductions for « capital losses. 

Finally, since capital gains are taken into account only in the year 
in which they are realized, by the sale of the stock, rather than piece 
by piece in the years in which the gain is accruing, there is a post- 
ponement of tax on the undistributed profits (transmuted into c apital 
gains) that saves the taxpayer an interest charge or its equiv: alent, a 
saving that may be important over a long term of years. Correspond- 
ingly, the unsuccessful investor must part with his stock—and not 
buy it back at once, either (under the “wash sale” provision )—if he is 
to get a deduction for his capital loss. Thus, even if the present pro- 
visions that allow complete escape of capital gains, and enforce com- 
plete neglect of capital losses, at time of death or of transfer to 
charitable, etc., organizations were altered, the taxing of undistributed 
profits through the ‘apital-gains route would be imperfect because 
of the long delay available. 


CurRRENT Fanuactes Respecring ReLAtrionsHie or CaprraL-GAINns 
TAXATION TO UNDISTRIBUTED PROFITS 


Before proceeding to suggest possible ways out of the present im- 
passe, some widely ac cepted fallacies must be noted. 

One fallacy is the assumption that the case for bringing capital 
gains to account as a method of reaching undistributed profits is de- 
pendent on there being an exact correspondence between the amount 


’The latter attitude seems to be that adopted by the recent Royal Commission on the 
Taxation of Profits and Income in Great Britain. See its Final Report, Cmd. 9474, June 
1955, pp. 25-40, and compare the Memorandum of Dissent by three members of the Com- 
mission, ibid., pp. 358-360 and 365-382, especially pp. 370-371. In 1938, about one-third 
of profits after tax was retained, on the average, by British corporations, excluding closely 
held “‘private’’ companies. In each of the years 1952, 1953, and 1954, about two-thirds was 
retained, only one-third being distributed in dividends. ‘Profits’ here refers to profits as 
reported, plus or minus adjustments for inventory profits or losses and for depreciating 
fixed assets at replacement costs. Aggregate dividends paid net of tax (ineluding minor 
plus items for change in dividend reserves), which totaled £315 million in 1938, had risen 
only to £405 million in 1954. These data exclude from both periods companies that have 
been nationalized. See table 4 in F. W. Paish, Company Profits and Their Distribution 
Since the War, District Bank Review, Spring Gardens, Manchester 2, England. 

4In extreme cases, the saving in the donor’s taxes is larger than the amount he could 
realize, net of taxes, by selling the property’ (Lawrence H. Seltzer, The Nature and Tax 
Treatment of Capital Gains and Losses, New York, 1951, p. 301). 
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of capital gain and the amount of retained earnings, in every case, 
No such sweeping, exact correspondence exists, of course. There are 
too many other forces playing on stock prices; and even if there were 
not, a dollar of profits retained might put the price of the stock up 
by less than or more than $1° (compared to what it would have been 
ex-dividend if the dollar had been distributed), depending on what 
investors think of the vigor and astuteness of the management, and 
prospects for the industry and the economy. 

Justification for reaching undistributed profits through capital 
gains depends, not on any such extreme and unrealistic assumption, but 
rather, on the postulates that (1) the other forces that operate, along 
with undistributed profits, to determine the amount of capital gain are 
proper factors to take into account in determining the individual’s 
ability to support -government through the income tax, or, if they are 
not, can be isolated and removed by adjustment of the amount of the 
capital gain (for example, change in value of the dollar), and (2) that 
the accumulation of retained profits is indeed a significant factor in 
creating capital gains in a considerable number of cases. The first 
part of this postulate remains beyond the scope of the present brief 
memorandum; as to the second part, no investor familiar with the 
stock market will doubt its validity. 

The fact that there is no exact correspondence between the amount 
of undistributed profits and the amount of capital gain shown by the 
company’s stock is a recommendation for the capital gains method 
rather than a count against it, in those cases where the common stock 
is preceded by so heavy a senior capitalization that it is exceedingly 
doubtful how much benefit, if any at all, the stockholders are going to 
get by the company’s retaining profits. This point is especially im- 
portant where there are large accumulated preferred dividends unpaid, 
or where income bonds are an important part of the capitalization, 
or where ordinary senior obligations are massive in amount and not 
very far off in maturity. In such cases, the market itself judges what 
the retained earnings are worth to the common stockholder—along 
with all the other factors playing on the price of the stock—and by 
taking the market’s judgment, as expressed in capital gains or losses, 
the tax law gets a more accurate appraisal of the economic worth of 
the retained earnings to the shareholder than would, for example, the 
so-called partnership method, which would require the stockholder 
to include in his income-tax return his share of the corporation’s earn- 
ings for the taxable year. 

A second fallacy is that, so long as the amount of revenue involved 
is not very important, there is little point to making an effort to solve 
the problem of taxation to the individual of undistributed profits. 
The nature of this fallacy may be exposed by supposing that some 
responsible official of the Treasury (say) vidgutid that complete ex- 
emption from the personal income tax should be granted to all indi- 
viduals with incomes of $1 million or more, on the grounds that the 
impact on the Federal revenue would be negligible, and that there 
would clearly be some saving in administration and compliance costs, 
not to mention the boost given to incentive to invest. The public 


* See Oscar Harkavy, The Relation Between Retained Earnings and Common Stock Prices 
= anes, Listed Corporations, Journal of Finance, September 1953, passim, and references 
therein. 
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would properly be outraged at such a proposal, even though no tax- 
payer could claim that his own tax burden would be Se in- 
creased by the fiscal measures that would be needed to make 7 the 
minor loss in revenue. The issue at bottom is an ethical one, and it is 
so, indeed, largely just because so small a percentage of taxpayers are 
favored. 

A third fallacy has to do with capital gains accrued at death. Under 
present Federal income-tax law, capital gains that have accrued on 
stocks that the taxpayer is holding at the time of his death are not 
brought to account for the income tax, either then or later. If the 
heirs sell the stock they pay tax only on the further gain, if any, that 
accrues after the taxpayer’s death. With reference to this point, it is 
sometimes argued that this gap in the income-tax structure is made 
good by the fact that the shares of stock are included in the estate of 
the taxpayer, and hence are subject to the death tax. But the estate 
tax applies equally to savings that have been accumulated from divi- 
dends or from salaries. Hence it does nothing to redress the balance 
in favor of undistributed profits (as compared with other forms of 
income) that has been created by the income tax, on stocks held by 
high-income taxpayers. 


DIFFERENCES IN TIMING OF CAPITAL GAINS AND ACCRUAL OF 
UNDISTRIBUTED PROFITS 


There is, then, a virtual certainty that a substantial capital gain 
will arise on the stock of a corporation that retains most of its earnings, 


especially if that corporation is favored by having able management 

and by being in a rapidly growing industry. In this sense, undistrib- 

uted profits - rise to capital gains, and taxation of capital gains is 
1 


a way of making undistributed profits subject to personal income tax. 
md now another question arises. Who gets the capital gain, and 
when ? 

Before the investing public realizes that the corporation in question 
is headed for a long period of rapid expansion, its stock will sell in 
the market at a modest price in terms of current earnings. As the 
years pass and the growth characteristics of the company become 
more widely appreciated, the market value of the stock is bid up 
faster than the earnings rise, faster than the undistributed profits 
accumulate or than the dividends increase. Ultimately, the corpora- 
tion becomes accepted as a paragon of growth, and investors eager to 
participate in tax-free or tax-favored capital gains reach for the stock 
at lofty prices that fully discount, and in some cases overdiscount, any 
growth that can reasonably be assumed even by the most optimistic 
(but sane) investor. From then on, the price of the stock increases 
slowly, though the corporation grows rapidly, just as anticipated, 
through retention of profits. 

Consider what happens to an investor who buys into the company 
at such a late point in time. He holds the stock faithfully, he sees 
the undistributed profits accumulate rapidly as predicted, yet the 
market value of the stock rises only gradually, even over a decade or 
two, from the price that he paid for it.6 Undistributed profits have 


*See John C. Clendenin and Maurice Van Cleave, Growth and Common Stock Values, 
Journal of Finance, December 1954, pp. 365-376. 
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given rise to roughly corresponding capital gains, but the two have 
not materialized in the same time periods at the same rate; the capital 
gain has preceded, in large part, the earning of the undistributed 
profits. Hence the capital gains have accrued to those investors who 
were astute enough to buy into the corporction before its growth char- 
acteristics were fully appreciated. Thus the corporation may start 
in year 1, and grow rapidly for 50 years; the market value of its stock 
may rise only modestly during the first 10 years, say, roughly corre- 
sponding only with the growth of the undistributed profits during 
that period (or even by a lesser amount) ; in the second decade the 
price of the stock may be bid up far more rapidly than the undistrib- 
uted profits accumulate, until by the 20th year the price discounts all 
the future undis : s—as well as dividends, of course—that 
are anticipated to accrue over the remaining 30 years. Anyone buy- 
ing the stock in year 20 will find that he gets little capital gain the 
next 30 years, relative to the large amount of undistributed profits 
that will be earned in the same period. These anticipated undistrib- 
uted profits have already been siphoned off, so to speak, by the stock- 
holder who is now making his exit, after his 20-year speculation. The 
new purchaser, to be sure, has made a good investment in the sense 
that he gets a modest 5 percent return (if that is what he figures on), 
over the next 30 years, dividends and capital gain considered together, 
but the amount of capital gain will be very small compared with the 
amount of undistributed profit that is accumulated during those 30 
years. 

To put it another way: If everybody agrees that growth of the cor- 
poration is to occur at a certain rate, due to retention of earnings in 
a favorable climate, and if the growth does in fact take place at “that 
rate, competition among investors will have developed before that 
growth occurs, so that the price of the stock will have been pushed 
up to a point where only a modest capital gain will be accrued to the 
current purchaser, even though the corporation’s surplus grows at the 
rapid rate expected. 

Of what significance is this discounting of future undistributed 
profits, in the formulation of income-tax policy ? 

One aspect is this: The astute investor who gets in early can trans- 
mute into capital gains for his personal use not only the undistributed 
profits of the years that he holds the stock, but also the undistributed 
profits of years to come. If capital gains are not taxed, or are taxed 
at favorable rates, such an investor gains an enormous economic ad- 
vantage over his fellow investors who stay with corporations that 
pay out most of their earnings in dividends and hence either grow 
not at all or grow only by obtaining fresh capital through sale of 
securities. 

Another aspect is that, once the bidding up of the price of the 
stock has taken place, and the astute early ‘investors have given way 
to the later purchasers, it is too late to increase the personal income 
tax ona large part of the future undistributed profits. A Government 
that has, up to that point, not taxed capital gains or has given them 
favorable treatment, cannot reach most of the undistributed profits 
yet to come, by measures designed to tax capital gains accruing in the 
future. However, new-growth companies are continually being born, 
or are about to be recognized as such, and with respect to investors 
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in such companies, it is not too late to reach their future undistributed 
profits through taxation of capital gains yet to accrue. Moreover, 
wide swings in investors’ sentiments occur; in periods of depressed 
markets even well recognized growth stocks fail to discount at a normal 
rate the undistributed profits to come. 

Finally, even if the stock of the growth company has been fully 
recognized as such, there remains some capital gain to accrue in the 
years ahead, representing part of a normal return on the purchase 
price, and this gain will be the larger, the larger is the percentage of 
future earnings that is to be retained. Ifa corporation is to distribute 
no div.dends at all for a substantial period ahead (but is sure to 
distribute correspondingly large dividends after that), its stock should 
be expected to show a capital gain of close to 5 percent, for instance, 
if 5 percent is the normal rate of return on an investment of that 
degree of risk. This 5-percent return will escape personal income 
taxation to the extent that capital gains are not fully taxed as ordinary 
income. 


THe Orprnary Corporation TAX as A MEANS oF TAXING 
UNDIS?PRIBUTED PRoFItTs 


It may be asked, does not the present corporation income tax go a 
long: way toward solving the undistributed profits problem, since a 
corporation’s entire profit, including the undistributed portion, pays 
the 52-percent tax (30 percent on the first $25,000) ? 

The difficulty is that any corporation tax is just a flat-rate, across- 
the-board levy, insofar as the various stockholders are concerned. 


Some stockholders have very modest incomes, even if we include, in 
computing their incomes, their shares in the undistributed profits of 
the corporations in which they own stock. Such stockholders are 
overtaxed, under the present system, even if the corporation retains 
all its profits and thus deflects from its stockholders the impact of the 
personal tax. The corporation tax is in effect a 52-percent levy on 
the investment income of such shareholders, unless the tax is thought 
to be shifted on to consumers in higher prices, or back to wage earners 
in lower wages.’ Some of the corporation tax may be so shifted, for- 
ward or backw ard, but it seems unlikely that Congress believes that 
most of it is. Other wise, Congress would have had to justify extract- 
ing nearly $20 billion annually, mostly from low and moderate income 
consumers or wage earners, by what would amount to a general excise 
tax imposed chiefly on the necessities of life, or a hidden payroll tax. 
(Moreover, would Congress under this view, have granted virtual 
exemption to intercorporate dividends?) In the name of consistency, 
and until economists come up with more definite indications that the 
corporation income tax is shifted, the 52-percent levy must be assumed 
to bear indirectly on the investor, at either high- or low-income levels. 
At low-income levels it is obviously excessive. 

At high-income levels, however, the corporation tax, even at its 
present 52-percent rate, is a deficient substitute for the personal in- 
come tax, with respect to undistributed profits. The fitilithebme 
investor who some time ago bought into a rapidly growing corporation 
that retains all its earnings is paying only 52 percent (indirectly) on 


* See also the qualification made below, concerning stockholders who have bought into 
the corporation since the 52-percent tax became established. 
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his share of the undistributed profits, against 60, 70, 80, or even nearly 
90 percent that a fellow investor is paying on dividends from another 
corporation. 

No doubt the existence of the high corporation income tax lessens 
the tax favoritism granted one high-income investor as compared with 
another. But just because it is so high, it increases the discrimina- 
tion between the low-income investor and the high-income investor. 

Moreover, there is one more complication to consider. Investors 
who are buying into corporations now, as compared with those who 
bought into corporations a decade or so ago, are buying with full 
awareness that 52 percent of the corporate income will be taken in 
tax for an indefinite period in the future (and if not exactly 52 per- 
cent, then apparently something not far from that). For this current 
crop of investors, the proper tax comparison may well be on the basis 
of what happens to the remaining 48 percent of the profits, disre- 
garding the initial 52 percent. The answer then is plain: if the 48 
percent of the profits is retained in the business, it is taxed not at all; 
if it is distributed in dividends, it is taxed at the personal income-tax 
rates (minus the small abatement given to dividends in the Revenue 
Act of 1954). 

In general, then, an ordinary corporation tax cannot be used to 
eliminate the tax differential in favor of investors who accrue capital 
gains through undistributed profits.* 


Tax ON UNDISTRIBUTED PROFITS 


A special corporation tax levied on undistributed profits would not 
redress the balance as among individual investors with different 
amounts of income. Like the ordinary corporation income tax, an 
undistributed profits tax imposed on the corporation comes out as a 
tax at the same rate for all stockowners of the corporation, whatever 
their individual levels of income. The low-income stockholder is hit 
just as hard as the high-income stockholder, by any tax the corpora- 
tion pays (and does not shift). Even an undistributed profits tax at 
rates graduated according to the percentage of the corporation’s 
profits that are retained is nothing more than a flat-rate tax so far as 
the several stockholders of any one corporation are concerned. To 
be sure, if the undistributed profits tax is so heavy that it forces every 
corporation to pay out all current earnings in dividends, the imme- 
diate problem of equitable treatment among stockholders is solved ; but 
so heavy a tax would give rise to other licens no less important. It 
is not implied here that those problems would necessarily be insoluble, 
but discussion of them lies outside the scope of this paper. The point 
is that a tax on undistributed profits, if it yields any revenue itself, 
directly, is by that very fact shown to be failing in the task of re- 
dressing the balance among the stockholders of any one corporation, 
and probably also between stockholders and other income recipients. 

Evidently the undistributed profits tax, however useful it may be 
in dealing with closely held corporations, is no solution to the problem 
with respect to widely held corporations, unless it is so heavy as to 


® See Carl 8S. Shoup, The Divided Exclusion and Credit in the Revenue Code of 1954, 
National Tax Journal, March 1955, pp. 136-147. 
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force out all pretts in taxable dividends. As an imperfect solution 
it may still of course prove better than the existing system, or some 
more ineffective substitute. 


Tue “ParTNERSHIP MerHop” 


Every stockholder might be required to include in his taxable in- 
come his share of the corporation’s current earnings, distributed and 
undistributed. Actual dividend payments would then be disregarded 
in computing the stockholder’s income. However, the amount of cap- 
ital gain or loss realized upon disposition of his stock would have to 
be adjusted to allow for the excess of profits reported in his returns up 
to that time over the dividends received up to that time, if extra taxa- 
tion was to be avoided. 

In this manner the stockholder would be treated, with respect to 
current earnings of the corporation, as partners and sole proprietors 
are treated with respect to the current earnings of partnerships and 
sole proprietorships, no account being taken of the amount of such 
profits that is distributed or undistributed. The kind of adjustment 
for capital gains and losses noted immediately above has been used 
with respect to sale of partnership interests. 

Application of the partnership technique to corporate stockholders 
has gained substantial support among tax students.° However, even 
aside from the difficulty alluded to above that emerges when heavy 
senior capitalization makes common share earnings mean little to 
common stockholders, there are troublesome technical difficulties in 
the partnership method.” And capital gain or loss, as just noted, 
would still have to be taken into account when stockholdings were 
disposed of. 


SuMMARY 


The analysis immediately above suggests that no matter where one 
searches for methods to meet the problem posed by undistributed cor- 
porate profits, taxation of capital gains and bMiration of capital 
losses remain essential ingredients of the formula. Indeed, the two 
income-tax problems posed by capital gains and by the undistributed 
profits of widely held corporations are intertwined, inextricably. 

To say that capital gains are to be taxed is to say also that capital 
losses must be allowed as deductions: otherwise, discrimination be- 
tween high and low income investors is simply replaced by discrimina- 
tion between successful and unsuccessful investors. 

The particular techniques to be used in taxing capital gains and 
allowing capital losses cannot be compared here; the choice is wide, 
and has been analyzed in detail elsewhere." The provisions of the 
present Federal tax law are far from the best, technically, that can 
be devised ; they represent, in fact, not so much a logical development 


_* See, for example, Report of Committee of National Tax Association on Federal Taxa- 
tion of Corporations, Robert M. Haig, chairman, Proceedings of Thirty-second Tax Con- 
ference, 1939, pp. 534 ff.: and Report of Committee of National Tax Association on the 
Federal Corporate Income Tax, Harold M. Groves, chairman, Proceedings of Forty-third 
Conference on Taxation, Pittsburg, 1951, pp. 54 ff. 

1% See Vickrey, op. cit., pp. 161-162, and Henry C. Simons, Personal Income Taxation, 
Chicago, 1938, pp. 190-194. 

See Seltzer, op. cit., chs. 6, 7, 10, 11; Carl Shoup, Roy Blough, Mabel Newcomer, 
directors of research, Facing the Tax Problem, Twentieth Century Fund, New York, 1937 
(see index, Capital gains and losses) ; William Vickrey, Agenda for Progressive Taxation, 
New York, 1947, chs. 5 and 6. 
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of capital gain-and-loss treatment designed for a given end as they 
do a simple compromise between two groups with quite opposing 
views on what are the proper ends—those who believe that capital 
gains and losses should be taken into account somehow in arriving at 
personal income for tax purposes, and those who believe they should 
be entirely excluded. The middle ground reached in a compromise of 
this sort is not likely to be one that is technically very suitable for 
anything at all. 

In any event, something is gained, whatever one’s ultimate views 
as to taxable ability, if it is kept in mind that capital gains cannot 
be intelligently discussed without some reference to undistributed 
profits, nor undistributed profits without reference to capital gains. 


DEFINITIONAL PROBLEMS IN CAPITAL GAINS 
TAXATION 


STANLEY S. SurReEy, Harvard University 


The income-tax provisions of the 1954 Internal Revenue Code repre- 
sent probably the most complex revenue law ever enacted in the fiscal 
history of any country. The subject singly responsible for the largest 
amount of complexity is the treatment of capital gains and losses. 
and the single factor in that treatment which is accountable for the 
resulting complexity is the definition of capital gain and of capital 
loss. The fact that our tax law is complex does not necessarily mean 
that it isa poor law. Instead, the complexity of the law may well be 
recognized for the most part as a testimonial to the achievement of 
the tax sophistication necessary to operate an income tax raising $50 
billion and applying to about 75 million individual taxpayers and 
700,000 corporate taxpayers. But if the complexity is to be kept 
within reasonable bounds, we must at all times have an awareness 
of the factors responsible for each particular complication and the 
values which that complication serves, so that the two may constantly 
be compared and weighed. So viewed, the complexities caused by 
the treatment of capital gains and losses far outweigh the values 
which it is asserted are served by that treatment. Moreover, the 
present congressional approach to the definition of capital gains and 
losses inevitably results in more and more complexity, so that the 
difficulties can only grow worse. 

The treatment of capital gains and losses in itself is relatively 
simple. On the gain side that treatment for an individual is dis- 
tinctly preferential: an individual taxpayer may deduct 50 percent 
of a long-term capital gain, so that only one-half of the gain is sub- 
ject to tax. Further, if the rate of tax applicable to the remaining 
gain exceeds 50 percent (a point reached at $18,000 of income for a 
single person and $36,000 for a married person), no further tax is 
to be paid on the gain. Put differently, the entire capital gain is 
subject to a maximum rate of 25 percent. On the loss side, that treat- 
ment imposes limitations: capital losses in excess of capital gains 
are allowed to offset only up to $1,000 of ordinary income, and the 
losses not utilized in any one year may be carried forward for 5 years, 
offsetting, until exhausted, the capital gains in those years plus $1,000 
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of ordinary income. For a corporation, the preferential treatment 
consists of the 25-percent maximum rate for long-term capital gains; 
the deduction of capital losses is limited to the offsetting of capital 
gains. To be sure the above summary omits some of the nuances. 
But even when these are added the complete treatment, and the statu- 
tory provisions in which it is expressed, come to no more than a 
readily acceptable amount of detail. In fact, only four short sections 
are involved. It is only when attention is focused on one bit of de- 
tail—the fact that this treatment is applicable only to capital gains 
and capital losses—and the search begins for the definition of those 
capital gains and losses that we start to uncover the enormous com- 
plexity and confusion inherent in this treatment. 

The term “capital gain” has been used in the tax law for so long 
a period of time and with such wide a that it has acquired a 
very familiar ring. We are led to believe that it has a readily ascer- 
tainable content and as respects its comprehension and application 
stands on no different footing from other items of income such as 
salary, interest, rent, and the like. But we must remember that a 
fully developed concept of “capital gain” has not been offered to 
the tax law by either the economist or the accountant, so that its 
content cannot readily be supplied by reference to those branches 
of discourse. Many economists see “income” as a “gain’-—the result 
obtained by adding to the wealth on hand at the end of a period 
of time the consumption during that period and then subtracting the 
wealth existing at the beginning of the — But once having 


defined income as “gain,” they do not offer—nor have they really 


any occasion to offer—any workable concept of a a gain” as 


a component of that “gain.” The accountant, in turn, knows of “net 
income” and while he has occasion sometimes to seek a capital-gain 
component so as to charge a profit on the sale of certain fixed assets 
to surplus rather than current operations, his concept of capital gain 
is a much narrower and essentially different concept from that sought 
in the tax law. And even the only definition of “income” seriously 
essayed by the Supreme Court before it abandoned the attempt—the 
Eisner v. Macomber definition of “income” as “the gain derived from 
capital, from labor, or from both combined”—spoke of “gain from 
capital” and not “capital gain.” Consequently, when the Congress 
in the Revenue Act of 1921 introduced the term “capital gain” into 
our technical tax law and was therefore faced with the problem of 
defining that term, it was embarking upon a journey through areas 
previously unexplored in this country. When we turn from the be- 
ginning of that journey in 1921 and pass over 34 years to arrive at 
the present definition in the Revenue Code of 1954, we see that while 
the Congress has added many maps and charts and much elaborate 
equipment, it still has not uncovered a clear and useful trail. 


Tue Derinition or Caprrat Asser 


The code (sec. 1222) defines “capital gain” in terms of “the sale 
or exchange of a capital asset,” which for the most part merely passes 
us along to the question of what is a “capital asset.” It is here, in 
the definition of “capital asset,” that the code itself discloses the 
enormity of the problem. For it commences to define “capital asset” 

68595—55——27 
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as “property held by the taxpayer (whether or not connected with 
his trade or business)” (sec. 1221). Since in one sense everything 
that the taxpayer holds is “property” and hence will be a capital asset, 
at this point it would seem to follow that all income could well be 
“capital gain”—for any moneys received by a taxpayer could readily 
be regarded as the result of the surrender by him of “property” in the 
form of either tangible assets or intangible property such as claims 
to moneys. Hence unless the definition is to be useless, exclusions 
must be found. But in seeking to give content to the definition 
through the development of appropriate exclusions, it must be recog- 
nized that one facet, and perhaps the basic facet, of the present difli- 
culty thereby emerges. For unless a particular item of income is 
covered by an exclusion it will become a capital gain by passing 
through the residual category of capital asset. Given a maximum 
‘apital gain rate of 25 percent when the regular starting rate is 20 
percent and the top rate 91 percent, so that the taxpayer has a terrific 
stimulus to seek to classify his income as capital gain, this method 
of definition works directly to his advantage. 

The generality of the definition of “capital asset,” when placed in 
the chain of definitions involved in giving content to “capital gain,” 
also involves another important decision. It is clear that an increase 
in the value of an asset can result from many causes. Thus, in the 
case of shares of stock an increase in their value may come from 
accumulated corporate earnings, from innovations or discoveries such 
as the development of a new product or market, from the seasoning 
of the business organization or the efforts of the shareholder-managers, 
from the weaknesses of competitors, from an improvement in the 
general level of economic activity, from inflation, and so on. An 
increase in the value of land may result from the discovery of new 
resources in the land, from the development of new uses for its 
resources, from the growth of population, from the growth of crops 
on the land, such as timber, over the passage of time. The value of 
a bond may increase through a change in general interest rates. And 
so it goes, through the effects of the expected and planned or the 
unexpected and erratic, through the effects of inflation, war, depres- 
sion, invention, the vagaries of public taste. Are all of the resulting 
gains to be regarded as “capital gains”? The Congress answered in 
the affirmative when it commenced its definition of “capital asset” to 
mean all “property” and then did not embark on the search for exclu- 
sions essentially related to the causes of the increase in value. Conse- 
quently, the additional value imparted to a taxpayer’s stock through 
factors within his control, as the accumulation of corporate earnings 
or his personal efforts as corporate president, was regarded in the 
definition used as no different from increases in value caused by forces 
beyond his control. Taxpayers were quick to perceive the enormous 
range of possibilities in planning for capital gain under such a defini- 
ee approach. Here again, the pattern of definition was all in their 

avor. 


Tue Prositem oF DISTINGUISHING INVESTMENT AND BUSINESS 


Let us turn to the all-important exclusions from “capital assets.” 
The first (sec. 1221 (1) ) is that of— 


stock in trade of a taxpayer or other property of a kind which would properly 
be included in the inventory of the taxpayer if on hand at the close of a taxable 
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year, or property held by the taxpayer primarily for sale to customers in the 
ordinary course of his trade or business ; 

The main objective of this exclusion is reasonably clear, but the 
scope of the problem is not so evident. For in these deceptively few 
words the Congress is attempting to exclude from “capital gain all 
of those profits which it regards as the everyday profits of the business 
and commercial world. Here is the first important concept to give 
content to capital gain—the division between “business” and 
“investment.” 

Property held for sale to customers 


The intent of this exclusion and its application to the obvious situa- 
tions are relatively clear—the daily receipts of the corner grocery 
store, of the big city department store, of the large manufacturing 
concern, are ordinary income even though they arise from the sale 
of “property.” But a sale of stock on the stock exchange by the 
average investor, a sale of a parcel of undeveloped land purchased 
as an investment, or a sale of a residence are to give rise to capital gain. 

But beyond the obvious are great areas of uncertainty. The inves- 
tor to realize his increase in value must sell his investment and at that 
point he is engaging in an activity that will have many of the charac- 
teristics found in the activity of some of the everyday businessmen 
whose profits from sales are regarded as excluded from capital gains. 
John Jones has bought a tract of land many years ago as an investment 
and now he desires to sell. He must find buyers and to do so he may 
have to add improvements, advertise, hire an agent, subdivide, and so 
on. John Jones is a college professor of the classics and would be 
shocked to think of himself as a real-estate dealer. Yet John Jones 
may have more land or choicer land to sell than the everyday real- 
estate dealers in town, so that, for the moment, John Jones, classics 
professor, is, in reality, the biggest real-estate operator in the area, 
Is the land which John Jones bought years ago as an investment now 
“property held by the taxpayer Permeriy for sale to customers in the 
ordinary course of his trade or business”? The courts have struggled 
for years with this problem, and Congress, in 1954, added a section 
(sec. 1237), covering a page and a half, which only resolves a few 
situations, and in doing so manages to create a great many problems. 
Moreover, the section is essentially limited to unimproved land. 
What about Harold Smith, who decides to invest his money in rental 
housing and builds 200 houses? He had at first sought a return on 
his capital in the form of rent, but after several years he now desires 
to sell those houses and retire. Harold Smith now has more houses 
for sale than many a real-estate broker. Is Harold Smith now a 
businessman ? 

These issues are not restricted to land—the estate of Richard is 
disposing of an inventory of $1 million in furs left by the decedent 
in his fur shop; the estate of Robert is selling a large quantity of 
antiques collected by the decedent in his lifetime; the estate of Mary 
is selling a large amount of valuable jewelry which she had owned. 
Norman, a motion-picture director, has invested in a story which he 
desires to sell to a studio. He wishes then to direct the production 
of a picture based on that story; also, on the other side, consider the 
case of the businessman whose inventory greatly appreciates in value 
because of unforeseen conditions, such as war, shortages due to strikes 
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or other factors, and the like. Has the inventory become an invest- 
ment? In all of this, what is “investment” and what is “business” and 
how can we describe the differences with the precision desirable in tax 
law ? 


Peal property and depreciable personal property used in business 

The aspect of “investment” as distinguished from “business” has 
another important facet—what about those assets of an admitted busi- 
ness activity which are other than inventory, such as the building and 
land on which the business is conducted or the machinery used 1n the 
business operations? If these are sold, is the profit ordinary income 
because we are dealing with an admitted business, or may the business- 
man be regarded as “investing” in these business assets? The Con- 
gress on this question has been deluged with advice, but, unfortunately, 
the advice has been conflicting. Thus, farmers holding livestock for 
breeding or dairy purposes and then selling the livestock desired clas- 
sification of the property as capital assets. This was only natural, 
after one considered that the sale of the livestock would produce a 
tax profit, since the expense of raising them had been previously 
deducted and their tax cost was zero. On the other hand, railroads 
and other users of machinery and equipment which were sold after 
their utility had declined desired classification of that property as non- 
‘apital assets. This was only natural, after one considered that the 
equipment was sold at a loss, which loss could have been deducted as 
an ordinary item through depreciation if the property had been re- 
tained until the end of its useful life or scrapped. But both livestock 
and machinery were “property’”—and “property used in the trade or 
business.” Faced with this dilemma, Congress resoived it in an in- 
tensely practical fashion—such property would in effect be a capital 
asset for gain purposes but not a capital asset for loss purposes (secs. 
1221 (2), 1231). Farmers and railroads could both depart pleased, 
but one searching for a concept of capital gain was left only with an 
added appreciation of both the theoretical difficulty of the task and 
the congressional flexibility in escape from dilemmas. 

There are other interesting ramifications of these congressional solu- 
tions in the business area: The value of standing timber before it is 
cut by a taxpayer in the timber business is a capital asset (sec. 1231 (b) 
(2)) and the value of unharvested crops sold with the land is also 
a capital asset (sec. 1231 (b) (4)), though in each case the distinction 
from everyday profits is debatable, and in treating livestock as a 
capital asset the Congress excluded “poultry” (sec. 1231 (b) (3) ; also, 
in another section, Congress has partially ventured into the area of 
exclusive dealing arrangements, sales agencies, profitable leases, favor- 
able purchase contracts, and the like by in effect classifying the profits 
on the sale of certain but not all of these arrangements as capital gains 
(sec. 1241). The point here is that, lacking an adequate definition 
of “capital gain,” the Congress is gradually moving to dealing with 
particular assets 1 by 1. In such an endeavor any possible concept is 
likely to be lost in the welter of lobbyists. 

Further, the treatment of real property and depreciable personal 
property used in the business as a capital asset on the gain side leads 
into considerable difficulty when one considers the deduction pro- 
visions. If a taxpayer can recoup the cost of the asset at a rapid rate 
through 5-year amortization or accelerated depreciation or through 





FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 409 


percentage depletion and intangible drilling expenses, thereby receiv- 
ing ordinary deductions, and then sell at a tax profit receiving a capital 
gain, the combination is a most happy one. Congress sometimes 
worries about this, more often not—but the resulting statutory com- 
plications are apparent. And, from this, one is led to another inter- 
locking problem—suppose the asset is acquired by merely buying the 
property subject to an indebtedness so the dollars of the deduction 
are dollars not yet spent by the taxpayer. Here the capital gain 
trail thus leads into the maze of assumptions of indebtedness, taking 
property subject to an indebtedness and even cancellations of in- 
debtedness, where most of the law is in the cases and not the statute. 
On the other hand, on the loss side the treatment of this property as 
an ordinary asset leads into the provisions involving the practice of 
purchasing corporations owning high basis-low value business real 
property so as to obtain the ordinary loss benefits from the sale or 
depreciation of that real property. The “devil and the deep blue 
sea” are thus usually present in these problems of capital asset classi- 
fication, although the Congress may not always perceive the perils on 
both sides of the road. 


THe PROBLEM OF DISTINGUISHING INVESTMENT AND SPECULATION 


Congress, in the few words earlier quoted which form the first 
important exclusion from capital assets, is also concerned with another 
set of distinctions which it regards as important. These involve those 
groups who make their profits in the stock market. Here Congress 
apparently saw three main groups: the dealer in securities, the specu- 
lator, and the investor. The dealer in securities was regarded like 
the grocer except that his inventory consisted of securities and not 
groceries, and hence his assets, the securities, were not capital assets. 
The investor, who holds his securities for their annual return but 
whose securities appreciate in value, was the prime example for Con- 
gress of the capital gain taxpayer and his securities were capital assets 
so that their appreciation in value would be a capital gain. Even 
here a problem presented itself when a taxpayer was both a dealer 
and an investor, and a section was adopted to aid in classifying his 
securities (sec. 1236). But the profits of the speculator were not 
regarded as worthy of preferential treatment. However, the Congress 
could see no way to distinguish the speculator from the investor by 
reference to the nature of the assets held, for both simply held 
securities. So it resorted to another criterion and added a holding- 
period requirement under which a capital asset had to be held a certain 
length of time to obtain preferential treatment. That period is now 
6 months. 

But the double test—capital asset and holding period—leaves some 
strange results. In the nonpreferential area are left traders, those 
speculators who are seeking an eighth or a quarter of a point and 
whose turnover of securities generally involves a period of hours or 
days rather than months. But the other market participants are all 
grouped together—the professional speculator whose purchases and 
sales are substantial and frequent, the large investor who is constantly 
perfecting his portfolio through changes in its composition, the modest 
investor who occasionally changes his portfolio, and the amateur spec- 
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ulator who takes a chance now and then. The only differentiation pos- 
sible under the statute is in the length of time that the securities have 
been held, and this factor cuts through these last four groups in in- 
discriminate fashion rather than between groups. In fact, it is much 
more likely to put all of these groups safely on the capital-gain side, 
in view of the short length of the holding period. In 1951 there were, 
in the tax returns showing net capital gains, $6.5 billion of net gains 
involving securities held more than 6 months and only $240 million 
of net gains on securities held less than 6 months. 

We are thus left with a congressional feeling that speculation and 
investment are different matters, but with no statutory differentiation 
between the two except as respects the in-and-out daily traders. Also, 
we find that the person who makes his profits by sagacious buying and 
selling of securities is on the capital-gain side, but his counterpart in 
the real estate or other personal property area is on the noncapital 
side. Further, even this almost ineffective use of the holding-period 
requirement has brought with it considerable complexity, for Congress 
has found it necessary to adopt two pages of statutory provisions to 
protect that period from the manipulations possible through short 
sales, puts, and calls, and then to protect certain arbitrage operations 
from the effect of the first set of provisions (sec. 1233). 

So much for the first exclusion from capital assets in the words ear- 
lier quoted and its ramifying statutory provisions. The Congress has 
in the most general way sought distinctions betweeu “business” and 
“speculation” on the one hand and “investment” on the other. But its 
own concepts are unclear, and it is beginning to appreciate that these 
terms do not have the settled significance in the world of economics or 
commerce necessary to support statutory differentiation. Hence, a 
piecemeal approach is developing, and we are being led into a maze 
of complexity. 


Tue ProstemM or DISTINGUISHING INVESTMENT PrOFITs FROM THE 
REWARDS OF PERSONAL EFFORTS 


The next principal exclusion of certain property from capital assets 
(sec. 1221 (3)) is that of: 


a copyright, a literary, musical, or artistic composition, or similar prosperity, 
held by * * * a taxpayer whose personal efforts created such property. 


Here the Congress is pursuing another factor in its concept of capi- 
tal gain. Apparently, profits attributable to “personal efforts” are 
not entitled to capital-gain treatment. This is, presumably, a result of 
the realization that salaries, wages, commissions, and professional fees 
are on the ordinary income side, along with the everyday profits of 
the businessman, and the feeling that profits coming from other per- 


1There are of course many other aspects that could be considered. For example: (1) 
If a businessman must deposit Government bonds in escrow as a guaranty under a sales 
contract and buys bonds solely for that purpose, is the purchase of the bonds an inde- 
pendent investment or an integral part of the sales contract? (2) An individual who 
buys a bond selling at a premium and callable at the corporation’s option on 30 days’ 
notice can deduct the amount of the premium against ordinary income thereby reducing 
his tax cost to par, hold the bond for 6 months and then sell it at a tax profit equal to 
the premium but taxable only at capital-gain rates—the net effect is an ordinary deduc- 
tion of the premium against, say, a 91-percent rate, at the price of a 25-percent rate on 
the premium (sec. 171 (b) (2) left this practice largely undisturbed): (3) the sale of 4 
stock just before it goes ex dividend will transform the dividend into capital gain: (4) 
on the loss side, there are differences in the classification of (a) stocks and bonds whether 
the taxpayer is an ‘investor’ or “promoter,” (b) debts represented by notes if he is an 
“investor” and (c) debts represented by notes if he is a “promoter” (secs. 165 (g) ; 166). 
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sonal efforts belong with these classes of income. One can under- 
stand such an attitude and accept the exclusion. Yet one becomes 
considerably nonplussed when he finds an entire section devoted to 
classifying the profits of an inventor as capital gain (sec. 12385). 
Moreover, this capital-gain treatment is extended even to one whose 
business is that of promoting inventions. And it applies whether the 
profits are received in a lump sum or through royalties. One’s faith 
in the apparent conclusion regarding the congressional view of profits 
from personal efforts is further shaken when it is noted that 4 pages 
of the statute are devoted to classifying the rewards under executive 
stock option arrangements as capital gains and about 2 more pages 
to making the capital gain preferential status available to employees 
who on their retirement obtain lump-sum payments from pension 
plans (secs, 421, 402, 403). The latter provisions of course lead 
into the intricacies of pension plans and profit-sharing arrange- 
ments, especially in the case of closely held corporations, since they 
become the rainbow leading to the capital gain pot of gold. One can 
only conclude that the exclusion regarding authors and other creative 
artists does evidence the basic congressional concept that the rewards 
from personal efforts should be outside the capital-gain area, but that 
significant pressures can often turn aside the application of that con- 
cept. 

These aberrations in the patent, stock option, and pension trust 
situations really involve a congressional tax bounty through the gift 
of a capital-gain status and should not obsecure the definitional prob- 
lem. Since all “property” unless excluded is a “capital asset” and 
since personal efforts result in creating “property”—be it a book, a 
patent, goodwill for an individual business, a trade name, a contract 
not to compete, a profitable employment contract, an exclusive agent’s 
contract to represent an actor or a writer, or a promoter’s stock in a 
corporation whose value rises because of his business sagacity—the 
magnitude of the problem is apparent. Where does the emphasis on 
the personal efforts cease so that the resulting “property” may become 
a “capital asset?’ The Congress has here given little guidance other 
than the ad hoc statutory decisions described above and these are 
confiicting. The problem of classification is largely left to the courts, 
who tend to find noncapital gain when the personal service element 
predominates or when the asset is of a character distinguishable from 
the traditional capital-gain area. Hence the sale of an employment 
contract would probably produce ordinary income while the pro- 
moter’s stock would be a capital asset. But the fact that these prob- 
lems are largely unanswered in the statute does not eliminate them. 
Again they illustrate that while Congress on the whole may be seeking 
to distinguish between “investment profits” and “the rewards of per- 
sonal efforts,” the world of affairs does not offer any neat division. 


Tue Prostem or CLAssiryInG TRANSACTIONS INVOLVING THE SALE OF 
Recurrine Recerpers 


A consideration of the problems created by the all-inclusive scope 
of “property” in the statutory definition of “capital asset” leads to 
still another source of difficulty. The Congress as respects capital 
gains presumably had in mind a distinction between recurring receipts 
such as salaries, wages, interest, rents, dividends, royalties, and the 
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like on the one hand and the nonrecurrent realization of the apprecia- 
tion in the value of property on the other. It is sometimes difficult to 
be clear about this, for here also there are aberrations, and the capital- 
gain status has been conferred by statute upon timber and coal royal- 
ties (sec. 631 (b) and (c)). But since Congress has so far refused 
to extend this treatment to oil and iron-ore royalties, one may suppose 
the principle still stands though in the end it may turn out to have 
little application in the natural-resource area. But the right to a 
salary earned, or to interest accrued or a dividend due, is “property” 
in the legal sense. Does such a right when sold therefore transport 
the salary, interest, or dividend out of the ordinary income area and 
into the capital gain category via the term “property” in the definition 
of capital asset? Here again the Congress has dealt piecemeal with 
parts of the problem. <A cryptic clause added in 1954 appears to ex- 
clude from capital assets the sale of claims for salary earned as well 
as claims for goods sold (sec. 1221 (4)), but there is nothing as to 
other items. ‘There is over a page devoted to the allied problem of dis- 
count bonds, with the purpose of treating as ordinary income the inter- 
est element in the discount (sec. 1232). On the other hand, there is 
a section (sec. 1241) making the amounts received on the cancellation 
of a favorable business lease or a favorable distributor’s agreement 
-apital gain though the continuation of the lease or agreement would 
have been reflected in larger profits for the business. But aside from 
these stray pieces of legislation, the matter has been left to the courts 
with varying results. The decisions permit the future distributions 
toa life beneficiary of a trust to be converted into capital gain through 
the sale of his interest in the trust. The courts may be in the process 
of permitting a similar result in the case of oil payments. In the 
case of the sale of salary claims or of matured interest or dividend 
claims, the decisions require ordinary income treatment. Here again 
the absence of a statutory answer does not remove the problem. While 
we are clear as to the ordinary-income treatment of recurring receipts, 
what result should obtain if the right to the receipts is sold (a) along 
with the underlying asset, as in the case of the sale of a stock or 
bond; (6) apart from the underlying asset, as in the sale of only the 
right to dividends or interest but not the sale of the stock or bond; or 
(c) where there is only the right to the future receipts and that right 
is sold, as in the case of the claim to salary, the trust distribution to 
a beneficiary, or the right to oil payments? Can workable statutory 
concepts and provisions be devised to cover the myriad situations in 
this area ? 


THe TRANSFORMATION OF TANGIBLE Assets Into INTANGIBLE PROPERTY 
Riguts to THosr Assets 


Collapsible corporations 


The problems considered so far have dealt with the attempts to 
classify the myriad types of “property” between capital and noncapital 
assets. Difficult as these cabins are, their resolution unfortunately 
does not represent a successful end to the question of definition.  In- 
stead, the answer to these problems projects the capital-gain definition 
into an entirely new set of problems which, in the structure of the 
income tax, raise difficulties even more complex than the previous 
issues. For when a particular piece of “property” has been neatly 
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cataloged as a noncapital asset, the taxpayer may with relative ease 
change the legal cloak which covers his relationship to that property 
and substitute a new relationship from which a different piece of 
“property” emerges. Thus, suppose that an individual in business 
owns appreciated inventory which represents the major value of the 
business. Since “inventory” is in the property group classified as a 
noneapital asset, its sale w ill produce ordinary income. The individ- 
ual now incorporates his business, and then sells the stock of the 
corporation. Stock, we have seen, is in the pocpenty group classified 
as a “capital asset.” The obvious question is whether the individual 
has transformed the profit on the sale from ordinary income to capital 
gain by changing his legal cloak from that of individual proprietor 
to sole shareholder. Since stock is an accepted type of property, the 
courts could hardly come to any general conclusion, except possibly 
in the crudest of arrangements, other than that the individual in 
selling the stock was selling “property”—the stock itself—and the 
“property” so sold was a “capital asset.” But this result obviously 
makes unimportant for this situation the classification of inventory 
as a noncapital asset. Nor is this result limited to the particular case 
of inventory. Whenever an individual could interpose a corporation 
between himself and a noncapital asset and then sell the stock in the 
corporation, the individual could thereby deal in a capital asset rather 
than in a noncapital asset although it was the noncapital asset which 
imparted value to the capital asset. 

x wide area of the problem of defining capital gain thus became 
a shell game, with the taxpayer in control because he could determine 
under which legal shell to place the asset. Individuals formed cor- 
porations to produce a single motion picture, to construct a housing 
project, to develop a tract of real estate—all transactions which would 
if handled by the individuals themselves result in ordinary income— 
and then disposed of the corporate stock when the venture was ready 
for sale. The tax bar early gave the colorful name of ‘ ‘collapsible 
corporations” to these single-shot corporate ventures. Congress in 
1951 recognized that this procedure could make a shambles of the 
vapital-gain definition, and in a complicated two-page section at- 
tempted to meet the difficulty (sec. 331). But the section, while 
highly intricate, is not generally regarded as an effective solution or 
even a theoretically proper solution. More effective and more com- 
prehensive solutions, however, would be even more intricate in their 
structure and operation. 


Collapsible partnerships 

Congress, spurred on by the Treasury Department, in 1951 thus 
recognized the problem of the collapsible corporation and its threat 
to the capital asset definition. But both failed to comprehend how 
fluid and subtle was the capital gain shell game as conducted by 
resourceful tax practi aoners, For soon the “property” was found 


under another shell, that of an “interest in a partnership.” The 
individual simply adopted the partnership form of doing business and 
transferred his noncapital assets to the partnership. Then, when he 

vas ready to sell, he was selling not the none apital assets but a “part- 
nership interest’ Fond a partner rship interest is “property” of the type 
classified as a capital asset. Again, the capital-asset classifications 
could be turned into a shambles by this substitution of legal cloaks. 
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The 1954 Revenue Code devotes a number of sections to this problem, 
and they represent the most complicated portion of the partnership 
area. Whether they will be effective as presently written is another 
matter. Moreover, the solution here adopted for the collapsible part- 
nership differs from that chosen for the collapsible corporation, al- 
though the problems are similar. 

In this general area of the sale of business assets the 1954 code 
presents three different solutions depending on whether the business 
assets are owned by the individual as a proprietorship, a partnership, 
or a corporation. This result concretely illustrates the tremendous 
difficulties inherent in the attempt to classify property between capital 
and noncapital assets under.a complex legal structure which offers 
many patterns of property ownership. Such a legal structure by per- 
mitting a tangible piece of property in effect to proliferate itself into 
various types of intangible assets, each in itself a form of “property,” 
dooms any tax classification under the present definitional approach, 
if possible at all, to extremely intricate and detailed solutions. More- 
over, the fact that it has taken us over 30 years to perceive these 
structural problems underscores the difficulties of definition in the 
capital gain field. 


Tue TRANSFORMATION OF OrDINARY INCOME INTO Stock APPRECIATION 


The accumulation of corporate earnings 

Complex and difficult of analysis as the above set of definitional 
problems may be, they are surpassed by even more formidable prob- 
lems in the corporate area. As was pointed out at the outset, stock 
in a corporation is classified in the property group of capital assets. 
An increase in the value of that stock will thus on its sale become 
‘apital gain. This is so whether the increased value of the corpora- 
tion is traceable to an increase in corporate earning power because of 
better management, product development, general business conditions, 
or any of the other factors affecting the fortunes of business enter- 
prises or whether it is traceable to the retention and consequent ac- 
cumulation of annual corporate earnings. In the latter situation, if 
the earnings had been distributed currently as dividends, they would 
have come to the shareholder as ordinary income. The accumula- 
tion of the earnings in the corporation therefore transforms that ordi- 
nary income into capital gain to the extent the accumulation is re- 
flected in the value of the stock, for the stock is a capital asset and a 
profit on its sale is capital gain. To this extent the flexibility of the 
corporate form of organization in our legal system thus renders in- 
effective all of the effort spent in excluding the everyday profits of 
the business world from the definition of “capital asset.” All of the 
difficulties earlier described in distinguishing “investment” profits 
from “business” profits must be surmounted if there is to be a proper 
definition of capital assets. Yet once they are surmounted the result 
to a considerable extent becomes pointless when the individual in- 
corporates and accumulates the “business profits” in his corporation. 
As to those profits the individual substitutes the lower combination 
of the corporate rate plus the capital gain rate for his individual 
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rate—and if he retains the stock until death will eliminate the capital- 
gain rate.’ 

This dilemma was early perceived and provisions aimed at restrain- 
ing the accumulation of profits in a corporation are a familiar part 
of the income tax. In their most severe aspect they comprise the 
personal-holding-company tax (secs. 541-547) and the foreign per- 
sonal holding company provisions (sees. 551-557). In considerably 
less severe form they represent the special accumulated earnings tax 
on corporations improperly accumulating surplus (secs. 531-537). 
These measures take up 24 pages of the code. But while the dilemma 
was early ee and has been dealt with at greater and greater 
length as the years pass by, there is general agreement that it by no 
means has been satisfactorily solved. On the contrary, it represents 
one of the basic issues in the complex relationship of corporate and 
individual income taxes. Moreover, it is constantly appearing in 
new forms, as is attested by the recent appearance of the Canadian 
investment trusts whose shares are quoted and publicly dealt in. 
Through these trusts an American investor may invest funds in 
Canadian stocks, see the dividends on those stocks go untaxed in 
Canada and the United States, have the dividends accumulate in the 
Canadian investment trust without hindrance from United States or 
Canadian tax law, and then with his investment thus appreciated 
through the unhampered accumulation of earnings realize his profit 
at capital-gain rates on the sale of that investment. As a conse- 
quence, the elaborate detail of the personal-holding-company provi- 
sions and the special poobennabelied earnings tax on corporations, 
adopted to prevent much of the capital-asset definition from becom- 


ing pointless, in turn itself is rendered pointless by the tax treatment 
accorded to these Canadian investment trusts and their shareholders. 
These tax savings are not limited to incorporation in Canada, and 
many a wealthy American is having his advisers survey the “tax 
havens” of the world to find the most suitable place in which to estab- 
lish the foreign corporation which will hold his investments and those 
of his associates in the enterprise. 


Corporate distributions 

In recent years the maneuvers of taxpayers and intensive study of 
the technical tax problems of corporate distributions are combining 
to demonstrate that the problems just described growing out of the 
accumulation of corporate profits are unfortunately only one facet of 
the difficulties caused by that procedure. For more and more the 
shareholders of corporations with accumulated earnings are seeking to 
realize those earnings at capital-gain rates without, however, a com- 
plete sale of their stock which would end their relationship to the 
corporation. Consequently, they are devising corporate arrangements, 
short of a complete sale, which operate to draw down to the share- 
holders some of the accumulated earnings at capital gain rates but 
which still leave the shareholders in control of the corporation and 
its future operations. Since corporate laws are extremely flexible 
and since in a closely held corporation the shareholders can readily 


_ ? Through his control over the choice of the form of business organization the taxpayer 
is able to achieve an “ordinary loss-capital gain’’ position. He can organize the business 
as a partnership, so that if it loses money the losses may be taken by him as ordinary 
losses. If the business is profitable he can under some circumstances then simply elect to 
be treated as a corporation (sec. 1361) or he can always actually incorporate, so that 
the profits may be accumulated and eventually realized as capital gain. 
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shape the corporate structure to suit their tax ends, the ema 
for maneuvering are rich and varied. Almost overnight, the Treasury 
Department has been forced to cope with the bewildering problems 
presented by this maneuvering. This is the area of the distribution 
of preferred stock dividends then sold by the shareholders and re- 
deemed by the corporation ; of corporate divisions under which some 
corporate assets are placed in a new corporation through spinoff, 
splitoff, or splitup, whose stock is then distributed to the shareholders 
to be sold by them; of corporate stock redemptions and partial liquida- 
tions under which the corporation distributes some of its assets for 
some of the shareholders’ stock but leaves them through their remain- 
ing stock with their control unhampered; of complete liquidations 
followed by a reincorporation of part of the assets, leaving the share- 
holders with control of those assets and with the remaining assets in 
their hands; of mergers and reorganizations involving in more com- 
plex form the types of transactions described above. As a consequence, 
the most significant and probably the most complex of the corporate 
provisions adopted in the 1954 Revenue Code revolve about these 
capital gain-ordinary income classifications, such as those dealing with 
distributions or redemption of stock and stock dividends (sees. 302- 
307, 318); with partial liquidations (sec. 346); and with corporate 
divisions (sees. 355-356, 368). Many of the solutions adopted are new 
and untested, sometimes inconsistent, and certainly incomplete. In 
sum, the 1954 Revenue Code with all its detail and intricacy repre- 
sents in this area, when judged against the problems known to exist 
today, in reality only a first draft of the possible answers. When 
judged against the fact that we have been working at refining the 
definition of “capital gain” for over 30 years and against the constantly 
growing ingenuity of tax practitioners spurred on by the relentless 
drive of their clients for capital gains, the technical level of solution 
reached in the 1954 code should not leave us optimistic as to the 
future.’ 
CoNCLUSION 


In sum, the difficulties inherent in the present approach to the defi- 
nition of “capital gain” are formidable almost beyond belief. We 
have considered the necessity at the initial level of distinguishing “in- 
vestment” both from “business” and from “speculation”; of differen- 
tiating the rewards for “personal efforts” from the rewards of 
“investment”; and of separating the disposition of those recurring 
receipts which are in the stream of ordinary income from the dis- 
position of other assets. All of this must at present occur in the 
context of the classification of “property.” We have seen how any 
success at this level in the classification of tangible property can be 
swiftly negated through the creation of intangible property rights 
to the tangible property by use of the corporate and partnership 
forms. We have also seen how the familiar but unsolved problems 
of using the corporate form to change ordinary income into capital 
gain through the accumulation of corporate earnings and the sale of 


* The definition of ‘capital gain’? and “capital loss” also involves the sale or exchange 
of a capital asset. This “sale or exchange” requirement in itself involves a host of 
problems, which add to the complexities of the capital gain definition. Some of the 
ramifications of this aspect of the definition are considered in Surrey & Warren, The 
vena Tax Project of the American Law Institute, 66 Harvard Law Review, pp. 761, 808 
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stock have suddenly spread in far more intense and complex forms 
throughout the entire area of corporate distributions. 

The result has been a snowballing accumulation of complex and 
intricate provisions in the tax law which, not solving our present 
difficulties, can only promise still greater complexity if the present 
approach is continued. Yet there is no escape from plunging deeper 
and deeper into this technical morass of the definition of capital g gain 
as long as the following conditions exist: 

(1) Preferential treatment is given to “capital gains,” either 
through exemption, a preferential rate, or permission to average 
those gains while other items of income are not so averaged ; 

(2) The rate schedule with respect to non-capital-gain items 
is of such steepness as to make the preferential treatment of cap- 
ital gains significantly advantageous; 

(3) The definitional approach to the content of “capital gain” 
follows the refined and intricate character of the present code ; 

(4) The Congress follows the practice of granting relief from 
high rates of tax through the device of bestowing “capital gain” 
status on those taxpayers who are successful in pressing their 
claims for a tax reduction applicable in their situations. 

At this point I wish to observe that the title of this paper refers 
to the definitional problems of capital gains—not to a Jefinition of 

“capital gain.” The task is to describe the present labyrinth in which 
we are wandering, and not to discover the path which takes us out 
of it. However, I venture the following suggestions as to that path: 

(1) Reduce the present high rates of tax in the top brackets while 
at the same time (I emphasize this) eliminating the various devices 
by which favored groups now escape those high rates—tax-exempt 
securities, the various natural-resource tax shelters, the dividend credit, 
investment in life-insurance policies, and so on. 

(2) Reduce the present large differential between the capital-gain 
treatment and the treatment of ordinary income by (a) eliminating 
the present exemption of one-half of the capital gain; (6) increasing 
the maximum capital-gain rate to the level of the ‘middle bracket mar- 
ginal rates. At the same time, increase the allowance for capital 
losses, 

With respect to possible incentive effects, the lowering of the top 
bracket rates will permit an increase in the maximum ‘capital- -gain 
rate, since the greater attractiveness of income yield resulting from 
the first step serves to offset the lessening in the attractiveness of 
capital-gain realization that may be caused by the second step. Per- 
haps consideration should be given to maintaining some differential 
not through a maximum rate but through an exemption of part of 
the capital gain, such as one-quarter or one-third of the gain but not 
as much as the present one-half. 

(3) Contract the definition of “capital asset” by— 

(a) withdrawing the capital-gain label from such areas as 
employee stock options, pension-trust terminations, oil and timber 
royalties, patent dispositions, real property, and depreciable prop- 
erty used in business, and the like; 

(b) increasing the holding period to at least 3 years. 

(4) Permit 3-year averaging of all capital gains, by spreading the 
capital gain pro rata over the current year and the 2 preceding years. 
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Extend this form of averaging to other classes of income as experience 
is gained and as administrative feasibility and fiscal appropriateness 
is demonstrated. 

(5) Tighten the provisions relating to corporate distributions seek- 
ing to transform ordinary income into capital gain and the corporate 
and partnership provisions respecting the sale of a business. Under- 
take study and analysis of other aspects of the definition of “capital 
asset,” as “investment” and “business” and the sale of recurring 
receipts, to see whether measures are available to surmount the present 
difficulties. 

(6) Consider whether the above measures are adequate or whether 
it is necessary to go further and 

(a) tax at death or gift unrealized capital gains; 

(6) further increase the length of the holding period. If the 
holding period is lengthened, consider a combination of staggered 
periods with increasing differentials until the maximum differ- 
ential suggested in (2) above is reached. Thus, for each 3-year 
period the maximum rete on capital gains could drop 10 percent 
until the maximum suggested in (2) es is reached. 

These suggestions, I repeat, are ventured and not guaranteed as 
a solution to the present definitional problem. The capital-gain area 
involves significant and difficult fiscal, social, and technical issues. In 
this area the only statement one can make with conviction is that the 
present state of affairs is highly unsatisfactory, is steadily worsening, 
and therefore makes attempts at solution imperative. The above sug- 
gestions by no means will take us out of the woods. They do not elim- 
inate all of the problems of the definition of “capital gain” which have 


been described. But they will considerably lessen the strain which 
is placed on that definition today and which it is incapable of bearing. 
While the suggestions therefore do not take us completely out of the 
woods, they will not lead us farther into the jungle. 





IX. IMPACT OF FEDERAL TAXATION ON NATURAL 
RESOURCES DEVELOPMENT 


DISTINCTIVE TAX TREATMENT OF INCOME FROM 
MINERAL EXTRACTION 


Henry B. Fernarp, Loomis, Suffern & Fernald, New York City 
I. Inrropucrory 


The distinctive problem in determining taxable income from min- 
eral extraction is that the mineral sold is a part of the capital asset 
represented by the mineral deposit itself. This is a different problem 
from that of the merchant or manufacturer who purchases from others 
limited short-time supplies of goods or raw materials for sale or 
manufacture, pays for them only as he obtains them and finds them 
satisfactory and expects to replace what he has sold or used by similar 
purchases. In mining,’ as the deposit is exhausted the mineral is not 
replaceable in any such manner. Other deposits may perhaps be 
found, with much uncertainty and risk of discovery and development; 
with expenditures made and effort given without knowing what may 
be obtained and with extended deferment of realization. (Replace- 
ment by purchase of a developed producing property would probably 
be at high cost, even if possible.) An exhausted mineral deposit is 
not to be replaced as the merchant or manufacturer may expect to 
replace his goods or materials, 

Nor are expenditures for mines, with all their uncertainties, compa- 
rable with the capital expenditures normally made by others. Hopes 
for profitable mineral may fail. Even when mineral is found, there 
may be great variations in its character and quality, in costs of produc- 
tion and in market prices from year to year. Some good results may 
be offset by poor. Even ultimate realization is apt to be long deferred. 
lf the mineral venture is not successful, expenditures for the deposit 
and its plant and equipment cannot readily be shifted to other uses. 

Most mineral deposits found, even most of those developed to a 
production stage, never yield profits and never repay the expenditures 
forthem. To furnish incentive for trying to find, develop, and bring 
into production mineral properties, there must be the hope of finding 
a successful property whose profits, after taxes, will be adequate to 
cover the costs for it and the losses on unsuccessful ventures, and yield 
a net overall gain, commensurate with the expenditures, effort, and 
risk involved. Taxation at high rates should take this into account 
if incentives for mineral production are to be maintained. This our 
income-tax laws have endeavored to do in their distinctive provisions. 


The terms ‘mine’ and “mining” mee here be used, as sometimes in the law, broadly to 
r 


cover all mineral extraction, whether 


om what are technically mines or from wells or 
otherwise. 
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While mineral extraction in general has its common and distinctive 
problems, there are many differences in nature and location of mineral 
deposits, in methods and conditions of their discovery, development, 
and operation, and in the recovery, treatment, and sale of their prod- 
ucts, and our law recognizes that de ‘pletion allowances are to be made 

“according to the pec uliar conditions in each case,” even though under 
common provisions of the law. (Particularly, for oil and gas, the 
problems in many ways differ so materially from those of the solid 
minerals that special rules are to be applied, as we later note.) Our 
law, regulations, and rulings have made many special rules to govern 
the application of the mineral provisions to various circumstances and 
conditions. A statement such as this can present only a general out- 
line, which must be considered as subject to the many provisions of law, 
regulations, rulings, or decisions applicable thereto. 


II. Hisroricat Review or Derierion ALLOWANCES 


1. Depletion in general 

It was early recognized that the allowance of depletion for ex- 
haustion of mineral deposits was distinctive and different from depre- 
ciation or other allowances and that it must be specifically dealt with 
in the law if a fair and equitable allowance was to be made. 

The 1913 act authorized “a reasonable allowance for depletion * * * 
not te — 5 percent of the gross value at the mine of the output 
for the year.” The 1916 act, ‘abandoning the 5 percent limitation 
(which genet cial gave inadequate allowance), authorized (a) for oil 
and gas “a reasonable allowance for actual reduction in flow and pro- 
duction” and (0) for mines a reasonable allowance for depletion “not 
to exceed the market value in the mine of the product * * * mined 
and sold”; under regulations by the Secretary ; not to aggregate more 
than cost or 1913 value. 

In the 1918 act the general provision for depletion was— 

In the case of mines, oil and gas wells, other natural deposits, and timber, a 
reasonable allowance for depletion and for depreciation of improvements, accord- 
ing to the peculiar conditions in each case, based upon cost including cost of 
development not otherwise deducted: (with provisions that 1913 value be used 
in lieu of cost, where applicable, and that deductions be equitably apportioned 
between lessor and lessee). 

Discovery depletion, first provided under the 1918 act, is later 
referred to. 

The early acts had stated “cost” (or 1913 value) as the basis for 
depletion and for gain or loss on sale of property, but this left many 
questions as to “cost” and adjustments to be made thereto. The 1924 
and later acts have dealt more definitely with this question of basis for 
property (including cases of tax-free sales or exchanges), and adjust- 
ments to be made in different cases. Without following through the 

technicalities we may refer to “cost depletion” as depletion based on 
“cost. (or other basis)” and subject to required adjustments. 

The general basis and method for “cost depletion” thus adopted 
have been continued, although with some changes in detail from time 
to time in the law or in regulations, practices, and procedures, 

. Discovery depletion 

In 1918 the low prewar rates of income tax had been greatly in- 
creased and a heavy excess-profits tax imposed. Such taxes at high 





FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 42] 


rates had become a serious block to exploration for and development 
of mineral resources and had a naturally deterrent effect upon desired 
increases in production. ‘The discovery depletion provision was 
accordingly made— 

That in the case of mines, oil and gas wells, discovered by the taxpayer on or 
after March 1, 1913, and not acquired as the result of purchase of a proven tract 
or lease, where the fair market value of the property is materially dispropor- 
tionate to the cost, the depletion allowance shall be based upon the fair market 
value of the property at the date of the discovery, or within thirty days 
thereafter. 

The 1921 act provided this allowance should not exceed the net 
income from the property for the year. The 1924 act limited it to 50 
percent of the net income from the property for the year. 

The principle of discovery depletion was simple in recognizing that 
the mineral deposit was essentially capital, the realization of which, 
through extraction and sale of the mineral, should not be taxed as if 
it were income. However, the technicalities in determining what con- 
stituted a discovery, its value, and the allowances to be made, were 
very great, and amendments to the provision from time to time failed 
to avoid them. Percentage depletion was therefore substituted, first 
for oil and gas, later for other minerals, until today discovery deple- 
tion has been entirely superseded by percentage depletion. Accord- 
ingly discovery depletion need not be further discussed, but its prin- 
ciple should be recognized. 


3. Percentage depletion 

By 1926 the discovery depletion provision had been found not to 
be working satisfactorily in its administration and application, par- 
ticularly for oil and gas. Accordingly the percentage depletion plan 
was adopted for oil and gas, which (to give on the average substan- 
tially the same allowances the industry had previously received), was 
to be at 2714 percent of the gross income from the property, not to 
exceed 50 percent of the net income from that property; but not less 
than the cost depletion allowable. 

Cost depletion, if more than percentage depletion, was to be allowed 
because in many cases, even though some mineral might result, the 
amount realized would not be sufficient to repay the investment. These 
were merely liquidating operations from which no income resulted. 
Percentage depletion would not cover such cases. 

After pereentage depletion had first been allowed to oil and gas, its 
extension to other minerals was a subject of extended studies by the 
Treasury and by the staff of the Joint Congressional Committee on 
Internal Revenue Taxation, resulting in a staff report of 1929. This 
contained recommendation for allowance of percentage depletion for 
metals at 15 percent of the gross income, which was somewhat less 
than the average of prior depletion allowances based on cost, 1913 
value or discovery. (It did not attempt to compute corresponding 
rates for all the other minerals.) The report contained alternative 
recommendation for percentage depletion at 3314 percent of the net 
income from the property as a reasonable allowance for all minerals; 
which, was also urged in special hearings before the joint committee 
in 1930. However, Congress in 1932 decided to follow for mines the 
previously established pattern and allowed percentage depletion for 
metals 15 percent, sulfur 23 percent, and coal 5 percent of the gross 


68595—55 28 
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(the minerals for which it had satisfactory evidence of the average 
of previous allowances) ; in no case to exceed 50 percent of the net 
income from the property for the taxable year; but only if the tax- 
payer elected percentage depletion in lieu of cost depletion. (This 
elective requirement was eliminated in 1942, to permit for mines, as 
for oil and gas, allowance each year of cost or percentage depletion, 
whichever was greater. ) 

After passage of the 1932 act the interpretation and application 
of the new provisions to the many different methods of mining, treat- 
ing, and selling the various minerals covered thereby was considered 
at length by the Treasury. The new enactment for mines in no way 
changed percentage depletion for oil and gas; for which the gross 
income from the property was to represent the price for which the oil 
and gas were sold or salable at or in the vicinity of the well, where 
posted or representative market prices were generally established. 
There was no such uniformity of cutoff point for the minerals falling 
under the new provision. It was recognized that the ordinary treat- 
ment processes normally applied by mineowners or operators to ob- 
tain the commercially marketable mineral product or products should 
be included in mining. For some mines there were representative mar- 
ket prices for the crude mineral as customarily shipped from the mine 
after ordinary processes to prepare the crude mineral for shipment. 
For others there were many different processes, varying at different 
mines, to obtain the customarily marketable products. For most of the 
metals there was no representative market or field price for the crude 
minerals; for these, the “net smelter return or its equivalent” seemed 
the intended general standard. After extended consideration, appro- 
priate regulations, practices. and procedures were established by the 
Treasury, covering particularly determination of gross income and of 
net income from the property (not then defined in the law). Some 
features of these were later questioned and in 1943 Congress wrote into 
the law a definition of “gross income from the property” to accord 
with the original requirements; stating the general principle that the 
ordinary treatment processes were to be included as part of mining, 
with some listing of particular processes which, under stated classi- 
fications, were to be so included. Most of the minerals later included 
have not been specifically referred to in the definition in the law; to 
some extent Treasury regulations have indicated their treatment; but 
in general they have been left to fall under the gross income definition 
as written into the law. 

The later additions to the 1932 list were relatively few until 1951 
when many others were added. The record is not clear how the per- 
centages for these minerals were determined. This seems not too im- 

ortant, since the allowances to them do not constitute a relatively 
arge aggregate in the total percentage depletion picture. It may be 
more important to establish reasonable, broad classifications than to 
dispute over an exact rate applicable to each. Finally, in 1954, there 
were some reclassifications as to percentages, and percentage depletion 
was extended to all minerals (except a few specific exclusions). 

“Net income from the property,”—not defined in the law, but in 
the regulations—is ditartinnd, in brief, by deduction from “gross in- 
come from the property” of the cost of mining and various other re- 
quired expenses. 
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From time to time there have been amendments in specifications of 
the law or regulations which we cannot attempt here to mention in 
detail. 


III. Present TAXaTiIon or INcomE From MINERAL EXTRACTION 


Our present Federal taxation of income, under the Internal Revenue 
Code of 1954, follows generally the system and method of taxation 
developed under prior law, and most of its provisions are substantially 
thesame. Yet there are differences, sometimes major, sometimes quite 
minor, in nature, specifications and result. Except as these differ- 
ences have their effect, we may presumably expect interpretative and 
administrative regulations, rulings, and precedents to be carried from 
prior law to the present, and shall so assume in this outline. 


A. DEPLETION 


Depletion, to take into account the exhaustion or diminution of the 
mineral asset as extracted and sold, is allowable to a taxpayer who 
owns a mineral deposit or has the required depletable economic interest 
in the mineral. If there is divided interest in the property, appro- 
priate allocation of depletion is made; but, for simplicity, we outline 
the depletion provisions as applicable to a single owner and operator. 

Depletion is allowable when mineral produced is sold or otherwise 
disposed of and income or loss is to be computed thereon. (If the 
mineral is not sold in customary form, and it is impracticable to trace 
it through to processed or manufactured products sold, depletion 
computations may be based on mineral production, under reasonable 
procedures. ) 

Depletion allowable for any year is either (1) “cost depletion” or 
(2) percentage depletion; whichever of the two is greater. 

(1) Cost depletion 

The cost depletion allowable under the general rule of sections 611 
and 612 ? will be determined, in brief, as follows: 

The cost (or other basis) divided by the estimated mineral units 
recoverable from the property (the principal or customary units, such 
as tons of ore, pounds or ounces of recovered minerals, barrels of oil, 
cubic feet of natural gas, etc.) will give the allowable cost depletion 
per unit. This depletion per unit multiplied by the units of mineral 
sold during the year will be the cost depletion allowable for the year. 
Thus for a deposit having a basis of $100,000, estimated to contain 
1 million tons of salable ore, the depletion per unit would be 10 cents. 
If 50,000 tons of ore were sold in the year, the cost depletion would be 
$5,000. (Further examples are presented in annex A.) 

In general, the initial basis will be the cost of the property (or its 
1913 value) except in case of tax-free transfers or other cases where 
the code prescribes a substituted basis to be used in lieu of cost to the 
taxpayer. In any case, the cost or other initial basis is subject, from 
year to year, to the adjustments prescribed in section 1016. 

One of the most important of the adjustments is for depletion pre- 
viously allowed (with tax benefit) but not less than the depletion 
previously allowable (whether or not with any tax benefit to the tax- 


2 Section references are to the Internal Revenue Code of 1954. 
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payer). Cost depletion (or percentage depletion if more) is deemed 
allowable and is applied to reduce the basis for subsequent cost deple- 
tion whether or not its deduction has served to reduce otherwise 
taxable income. Thus, the taxpayer’s basis for his property (for 
computing future cost depletion or gain or loss on sale) may be 
reduced by depletion allowable from “which he has derived no tax 
benefit. Accordingly, the remaining “adjusted basis” for the prop- 
erty may and often. does have no relation to the amount of investment 
which has not yet been recovered out of profits or with tax benefit. 

The mineral units applied in the initial computation of depletion 
per mineral unit will be the recoverable units as then estimated. 
Thereafter, any revised estimates of recoverable mineral still remain- 
ing, if substantially more or less than the prior estimate, will be di- 
vided into the remaining “adjusted basis” to determine the new 
amount for depletion per unit to be thereafter applied. 

The depletion computations for cost depletion and for percentage 
depletion are to be made for each separate property. In general, 
“each separate interest owned by the taxpayer in each mineral ¢ deposit 
in each separate tract or parcel of land” is to be considered as a separate 
property, but the taxpayer is given an election to combine separate 
interests in an operating unit as provided in section 614. 


(2) Percentage depletion, section 613 

The percentage depletion for the year will be (a) the applicable 
percentage prescribed in the code applied to the prescribed “gross 
income from the property” with respeet to the taxpayer's depletable 
economic interest therein; but not to exceed (6) 50 percent of the 
taxpayer’s “taxable income from the property” (computed without 
allowance for depletion). 

For example: 15 percent of $100,000 “gross income from the prop- 
erty” is $15,000 which would be the percentage depletion if the “tax- 
able income from the property” were $30,000 or more. If such 
“taxable income” were $20,000, the percentage depletion would be 
$10,000. If there were no “taxable inc ome,” no percentage depletion 
would be allowable for that year. (For further examples of com- 
putations, see annex A.) 

In all of this it is to be recognized that the terms “gross income from 
the property” and “taxable (formerly ‘net’) income from the prop- 
erty” carry their special technical meanings as defined in the law or 
regulations (as referred to in the preceding historical discussion). 


Percentage depletion rates 

The percentage depletion rates now applicable to all minerals 
(except for a few specific exclusions) are set forth in section 613 of 
the code, in a series of groupings; briefly as follows: 

(1) 271% percent for oil and gas wells. 

(2) 23 percent for sulfur and uranium; and for certain listed min- 
erals or ores (strategic or critical for defense) if from deposits in the 
United States. 

(3) 15 percent for metal mines (if (2) does not apply) and for 
certain other named minerals. 

(4) 10 percent for coal and a few other named minerals. 

(5) 5 percent for certain named minerals, such as brick and tile 
clay, gravel, sand, shale, and so forth. 
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(6) 15 percent for all other minerals (some of which are specifi- 
cally named, including dimension stone or ornamental stone, and with 
provision that a 5-percent rate would apply to such minerals for use 
as riprap, ballast, road material, and so forth). 


B. EXPLORATION AND DEVELOPMENT 


Expenditures for mineral prospecting, exploration, and develop- 
ment presented the basic question whether expenditures made with 
such great uncertainty of valuable results should be considered as 
capital expenditures or merely as expenses or losses. The general 
question is the same for all minerals but, under our law or regula- 
tions, is somewhat differently answered for oil and gas than for mines 
because of differences in nature of the work and conditions. 


1. For oil and gas 

The regulations—virtually from the beginning, with later sanction 
in the law—have made special provisions (with some changes from 
time to time in specifications) as to “intangible drilling and “de velop 
ment costs” for oil and gas—being, in general, the costs for or inci- 
dent to the drilling of “wells and preparing ‘them for production, 
including expenditures for labor, fuel, supplies, and so forth, which 
in themselves have no salvage value. The taxpayer is permitted 
election to charge these to expense, currently deductible from gross 
income, or to capitalize them, to be recovered by depletion or depr e- 
ciation, as applicable, or to be written off when they prove worthless, 
as specified in the regulations. 

2. For mines 

Under earlier regulations, expenditures for exploration or devel- 
opment of mining property before it reached the production stage 
were to be ca :pitalized, recoverable through depletion, or written off 
when proven valueless; but after the production stage, development 
expenditures were deductible as expense currently or, if extraordi- 
nary, were deductible ratably as ore benefited was produced. Devel- 
opment expense does not include plant and equipment whose cost is 
recoverable through depreciation. 

Recognizing the doubtful nature of the expenditures, and because 
the requirement for their capitalization was a large deterrent to the 
search for and development of minerals, all development expenses 
after existence of commercial ore is established are now currently 
deductible, but with taxpayer election to defer extraordinary devel- 
opment to be deducted as mineral benefited is produced. Expendi- 
tures for exploration before existence of a commercial deposit is 
established are allowable as current deductions in limited amount 
(first $75,000, now $100,000 per year) for a limited period subject to 
certain specifications ; otherwise, to be capitalized recoverable through 
depletion or charged off when valueless. 


C, DEPRECIATION 


Depreciation, although a deduction generally allowable, is of great 
importance to mining, particularly as very large expenditures for 
plant and equipment are necessary for modern mining of low-grade 
ores, from which most of our present production is derived. The 
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depreciation allowance is made under the general provisions for a 
reasonable allowance over the probable useful life of the depreciable 
property. 

D. NET OPERATING LOSS 


The net operating loss provision was adopted to allow the operating 
loss of a business in 1 year as a deduction from profits of another in 
computing income tax, but subject to definite limitations as to period 
of carryover and as to computation of the loss deduction. It has 
been amended from time to time and now permits a carryback for 2 
years and carry forward for 5 years of the operating loss deductible 
from profits, and specifications for computation of the loss deduction 
have been broadened. While still quite technical, it avoids much of 
the injustice of high taxation of profits without allowance for losses 
and is of great importance for mining where profits are notably subject 
to fluctuation, frequently with years of loss interspersed with years of 
profit. 

FE. TAX ON CAPITAL GAINS 


Most countries having an income tax do not. consider capital gains 
to be income, but we apply our income tax tothem. As our tax rates 
greatly increased, it was recognized as unfair and undesirable to tax 
as ordinary income the long-term gain derived from capital assets. 
This was blocking transactions economically desirable and it was 
defeating the revenues. Accordingly, in 1921 provision was made 
that taxation of capital gains as defined in the law should not exceed 
121% percent for individuals, which it was felt was the maximum rate 
which could be applied thereto without impairing the revenues and 
having undesirable economic consequences. (The provision was not 
then applied to corporations, since the corporate tax did not then 
exceed that rate.) The provision has been amended from time to 
time. At present the tax on long-term capital gains as defined in the 
code is limited to 25 percent for both individuals and corporations. 

By special provision, the gain on cutting of timber may be taxed 
as capital gains (instead of as ordinary income subject to depletion) ; 
with somewhat similar provision for taxation of coal royalties re- 
ceived. Under section 632, the individual surtax on sale of oil or 
gas property, where its principal value has been demonstrated by 
prospecting, exploration, or discovery work done by the taxpayer, 
shall not exceed 30 percent of the selling price. 


F. DIVIDENDS TO STOCKHOLDERS 


Percentage depletion, allowable to a corporation in computing its 
taxable income, is not, under the law, taken into account in determin- 
ing earnings and profits of the corporation for dividends. For such 
determination, only cost depletion is taken into account, computed on 
the cost (or other basis), but excluding percentage depletion as ad- 
justment to the basis. Thus, in computing dividends any excess of 
percentage depletion over cost depletion is treated as distributable 
earnings or profits. Dividends are deemed payable first from earn- 
ings and profits as thus computed, and stockholders are taxable 
thereon without allowance for percentage depletion. 
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IV. Comments on Economic EFrrects 


(a) If material change is made in depletion or other tax provisions, 
and consequently in incentiv es, we cannot reasonably assume that the 
extractive industries will continue the same in their output and in- 
come, the employment they give, and the purchases they make. The 
exact effect of any such changes may not be readily determinable, but 
we must assume that, if material, they will have their material re- 
sults. The business incentive for investment and effort is the ex- 
pected net return after taxes. If incentive is reduced, we must expect 
reduction in activity and resulting income. Assumption that with 
decreased depletion allowances the same activity will continue and 
greater taxes result is unwarranted. 

(6) A timelag is to be expected before tax changes have their full 
effect. If incentives for new discoveries or developments were re- 
moved, now-operating properties might continue production until 
affected by lack of reserves; yet some immediate reduction is probable. 
But then, when lack of new discoveries and developments seriously 

affected current production, there would be similar, or even more ser1- 
ous, timelag before production could be realized from newly insti- 
tuted search for and development of further mineral resources. The 
timelag would vary in different cases, circumstances, and conditions, 
but it cannot be disregarded. 

(c) Expectation for the future may have an even more powerful 
effect on incentives than the actual present situation. Present taxa- 
tion and allowances have their important effect on transactions to 
which present taxation will apply. However, the prospect of future 
taxation must be most considered in determining present outlays from 
which future income is expected. 

(qd) Taxes may impair, but do not create, the hope that future 
profits will be sufficient to warrant the uncertainties and risks of pres- 
ent outlays and effort. 

Nor does the mere right to deduct present outlays or ultimate losses 
from other income give, in itself, incentive for expenditures which, ex- 
cept for tax effect, would not be warranted. At most, the right of 
deduction merely reduces the deterrent effect which taxes otherwise 
might have. If, when the deduction is allowable, there is no income 
or inadequate income from which the deduction may be made, the right 
to make the deduction is wholly or partly ineffective. But even if the 
expenditure or the loss is fully deductible from otherwise taxable in- 
come, the tax reduction will only be for the tax percentage of the 
deduction, leaving the taxpayer still out of pocket for the remainder 
of the expenditure or loss. If $1 million spent for development is 
deducted from income otherwise taxable at 50 percent, this still leaves 
the taxpayer with $500,000 unrecovered expenditure from his own 
resources. ‘The deduction, even if effective, may reduce, but not elim- 
inate, the taxpayer’s expenditure at risk. 

(e) Taxes derived from the activities of any taxpayer are not mere ly 
the taxes imposed against that taxpayer. Expenditures made by the 
taxpayer, whether for income or capital account, are sources of further 
taxes flowing to the Government. Payroll expenditures for opera- 
tions, construction, or other purpose, are directly taxable to the em- 
ployees who receive them; and, as spent by the employees, contribute 
to creating taxable income for the storekeepers and others, for their 
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employees and for those with whom they do business. (In the mining 
community, if the mines are shut down or their expenditures reduced, 
the entire community isaffected.) Similarly, expenditures by the tax- 
payers for materials and supplies, machinery, transportation, etc., 
contribute to creating taxable incomes of others, in a long chain which 
may reach across the country. Thus, a reduction in expenditures by 
mineral companies may mean far more of a loss in taxes to the Gov- 
ernment than the taxes on incomes of the companies themselves. 

Dividends paid by mining companies in turn give rise to taxable 
incomes of their recipients, and as they flow through the ensuing stream 
of expenditures therefrom. 

There is the possible assumption that if the mines decreased their 
payrolls and purchases others would increase theirs in equal amounts; 
thus maintaining the same employment and flow of funds and Gov- 
ernment taxes therefrom. This is, however, a particularly difficult 
assumption to justify with respect to mining and metallurgical labor 
and expenditures, which do not readily shift to other lines and other 
locations. 

(7) Minerals brought from the earth in continuing supply and 
made available for the use of mankind are basic to our industrial and 
economic life, as it exists and as we want it to be. Without the min- 
eral products, much that we have and prize would be lost. Without 
the minerals, we should be striving desperately for food and bare sub- 
sistence. Only with the mineral products can human endeavor be 
applied most efficiently and productively to provide for the needs and 
aspirations of the people. 

To some extent we may obtain minerals from abroad, but we should 
not be wholly dependent on foreign countries for our minerals, thus 
giving them power, in peace or war, to cut off or limit the mineral 
supplies needed for our industrial and national life and our defense. 
We wish we did not need to consider the possibility of war, but we 
must do-so in the world of today. Although we may rightly acquire 
some minerals currently from abroad, we must maintain a vigorous, 
active, well-equipped and well-trained mineral industry which will 
be available for emergency needs. (We can hardly count on stock- 
piles alone to carry us through a great emergency.) But, even our 
peacetime industrial life should not be placed in foreign control, par- 
ticularly when the foreign demands for minerals and mineral prod- 
ucts are increasing, and must increase greatly if the people of the world 
are to raise their living standards to what they should be. 

(7) Determination of taxable income from mineral extraction is a 
distinctive problem. For this our tax law has made its special pro- 
visions, as it has also provided special treatment for other groups or 
activities and for many special problems. A single general rule can- 
not be uniformly applied under variant circumstances and conditions 
without injustice unless the tax rates are so low that differences are 
not material. 

Present provisions for taxation of mining income may not be perfect. 
Undoubtedly they are very technical and difficult and fail to do full 
justice in many cases. But in striving to improve them we should not 
make them less appropriate and fair, with undesirable economic ef- 
fects on our mineral production and on the welfare of our people. 
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ANNEX A 
Illustratwe examples of depletion computations 


[In outline without full detail required for actual computations and on assumptions indicated] 


(A) COST DEPLETION ! 








Basis for the property: 
Cost_. : | $1, 000, 000 
Cost plus additions __ . $1, 200, 000 
Depletion—previously allowable, whether or not with tax benefit (more than 
allowed with tax benefit)... , pa phew 750, 000 


Adjusted basis for the property_._................--.- 1, 000, 000 | 450, 000 
Estimated recoverable. -- tons 2, 000, 000 
Estimated recoverable (plus new acquisitions and developments less ex- 
tracted) ____- _— ntnae einai ; seGe obese , 500, 000 
Cost depletion per unit____- : Sade eseeOkse ks bacans ee 50 30 
Cost depletion for year: 
200,000 tons sold cis owe we anita Sia cea $100, 000 
300,000 tons sold $90, 000 





0 


Gross income from the property-- , 500, $1, 000, 000 $700, 000 
Costs of production, deprec iation, taxes, and other applicable 
CB isa eisai carddbvidsdddaden “ 7 / ¢ 750, 000 | 600, 000 


Taxable income from the property before depletion - - _. 250, 000 100 000 
Percentage depletion: 
i} gS ER pee ; 
50 percent of taxable 125, 000 50, 000 





(C) DEPLETION ALLOWABLE eve MING COST DEPLETION AS IN II ABOVE) 





Percentage depletion ae ; | $225, 000 | | $125, 000 . are 
IONE Snacde = Cotes Li secsd hc ca caksauesue | : $90, 000 





1 When adjustments for cost or percentage depletion allowable, whether or not with tax benefit (or deple- 
tion allowed with tax benefit, if greater) equal basis, no further cost depletion will be allowable. 


NOTES 


(1) Other percentage rates on gross would change results; 10 percent of gross in A and B would be less 
than 50 percent of taxable: 5 percent of gross in A, B, and C, would be less than the cost depletion stated 
Different cost depletion (or difference in any other figure) might change relative amounts and amount 
allowable. 

(2) If company produced ore concentrated at its mili and sold concentrates to smelter, ‘‘gross income from 
the property’’ would be ‘‘net smelter returns’’ computed somewhat as follows: 


Payments for concentrates by smelter, representing the market prices for the estimated 
recoverable metals less charges for smelting, refining, transportation, etc- - - ...-...-. $1, 600, 000 
Less freight on concentrates to smelter 100, 000 
Net smelter returns, being gross income from the property.............-----.--.. . 1,500,000 
Costs of production (mining and milling), depreciation, and, other applic: able deductions 900, 000 


Taxable income from the property before depletion . 600, ), 000 


This being the same gross and taxable as in A, subsequent computations would be the same. 

(3) If the mining company itself treated the concentrates in its own smelter and refinery and sold the 
refined metals, the selling price of the refined metals less deduction for smelting, refining, transportation, 
ete. (cost, plus a reasonable allowance for profit attributable to performing such processing or transportation 
if performed by the taxpayer), would be the equivalent of ‘‘net smelter returns’’ as “‘gross income from the 
property.”’ 


These examples only briefly outline the general nature of the re- 
quired computations, which are subject to many variances for different 
minerals and the different circumstances and conditions of their min- 
ing, processing, and sale. 
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PERCENTAGE DEPLETION, CONSERVATION, AND 
ECONOMIC STRUCTURE 


Horace M. Gray, University of Illinois 


INTRODUCTION 


The depletion allowance, in its present form, dates from the Revenue 
Act of 1926, when Congress granted to oil and gas producers the priv- 
ilege of charging against net income in the computation of income-tax 
liability an amount equal to 2714 percent of gross sales from crude 
production but not to exceed 50 percent of net income. This grant of 
privilege was justified on the ground that under the existing “techno- 
logical ‘and economic conditions a stimulus was necessary to encourage 
the dise overy and development of new oil and gas deposits. At the 
tax rates prevailing in 1926 a depletion allowance e of 27 (14 percent. did 
not appear to be an excessive price to pay for assurance of increased 
supplies and additional reserves. Furthermore, the tax savings and 
loss of Federal revenue, it was thought, would not be significantly 
greater than those resulting from the system of cost depletion then 
operative. (Fernald, pp. 3-8, for historical summar y 1913-54. Note 
particularly act of 1918 which recognized “fair market value” of de- 
posits as the basis for depletion. ‘This established recovery of the 

capitalized value of deposits, rather than recovery of actual outlays 
for discovery and ieedhiesink. as the basis for income-tax computa- 
tion, thus laying the foundations for the wasting asset and capital- 
gains arguments in defense of percentage depletion. ) 

During the subsequent 30 years, however, this restricted privilege, 
designed { to serve the public interest, has been transmuted into a gener- 
alized tax immunity, or subsidy, which seriously depletes the public 
revenue, creates grave social injustices and produces serious distortions 
in the economy. In short, the depletion allowance has become pri- 
marily a private tax-escape device the approximate effect of which is 
to equate the corporate income tax with the capital-gains tax in the 
natural-resource industries. This lucrative privilege constitutes a 
powerful vested interest, the capitalized value of which amounts to 
billions of dollars. For the defense and justification of this vested 
interest a sophisticated rationalization has been evolved to demonstrate 
that percentage depletion is a necessary, indispensable, and beneficial 
feature of our economy. Ingenious arguments, which go far beyond 
the original purpose of stimulating exploration, are adduced to show 
that percentage depletion, as now authorized, is necessary to compen- 
sate for unusual risks, to facilitate capital form: ation, to proteet small 
producers, to expand the extractive industries, to strengthen national 
defense, to sustain economic prosperity, to recover the capitalized value 
of wasting assets, and to equate income with capital- -gains taxation. 
The gr and design of this rationalization is to reconcile private privi- 
lege with the public interest. 

This transformation was inevitable, for in our society all privilege 
tends to be capitalized and Gover nment cannot for long grant special 
privilege to some and deny it to others. The pressure is valw: ays toward 
the generalization and equalization of privileges. In the present. in- 
stance, no sooner had the oil and gas industries been accorded the privi- 
lege of percentage depletion than other extractive industries began to 
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clamor for equality of treatment. The 2714 percent depletion allow- 
ance became the goal to which all the rejected and excluded—even the 
lowly oyster-shell people—might aspire. With rising prices and 
higher income-tax rates the depletion allowance became increasingly 
lucrative and the capitalized value of its benefits (tax savings) corre- 
spondingly greater. Thus, the pressure to extend the privilege 
mounted until it became irresistible; Congress was forced to yield 
and gradually other extractive industries gained admission to the select 
company of the privileged, albeit at considerably lower rates. The 
Revenue Act of 1954 represented a crowning achievement in this long 
struggle, for the list of eligible minerals was extended to embrace 
almost the entire field and rates of depletion were increased substan- 
tially. The fact that these rates are still below the oil and gas rate is a 
source of continuing dissatisfaction and we find the President’s Cabi- 
net Committee on Minerals Policy, in its November 30, 1954, report, 
suggesting further tax concessions to eliminate deterrents to discovery 
and production (pp. 2 and 16). 

These developments have brought us to a point where the depletion 
allowance imposes on the Federal Treasury a huge loss of potential 
revenue the exact amount of which is not known but which may run to 
as much as $1 billion per year, of which amount the oil and gas in- 
dustries account for approximately three-fourths. This deficiency 
must either be made good by nonprivileged taxpayers, or borne by 
consumers through chronic inflation or by the general public in the 
form of desirable public services foregone. On the other hand, the 
public benefits derived from this tax concession to the owners of 
natural resources are indeterminate and extremely dubious. It may 
well be doubted that these public benefits are commensurate with the 
social costs involved, such as misallocation of resources, aggravation 
of economic concentration, inequities in taxation and impairment of 
the public finances. Whatever the balance of good versus evil in- 
herent in the system, it seems clear that the time has come for Con- 
gress to ask some searching, critical questions about the depletion 
allowance and to explore carefully alternative means by which public 
purposes in the natural-resource area may be served without recourse 
to subsidization through tax immunity. In this inquiry the burden of 
proof should rest on the recipients and beneficiaries of special privilege 
to demonstrate that, on balance, percentage depletion actually serves 
the public welfare. 


Some Basic QuESTIONS 


Among the questions that should be asked are the following: 

1. Is public subsidy, by percentage depletion or otherwise, actually 
necessary to call up sufficient supplies of mineral products?) Why will 
not normal profit incentives and a free price system suffice to insure 
adequate supplies ? 

2. If subsidy is actually necessary on account of national-defense 
requirements would not some selective form of subsidy or direct public 
assistance, specific to given situations or needs, be superior to the 
generalized, nonspecific depletion allowance, achieving more certain 
results without the attendant disadvantages? For example, why not 
substitute for percentage depletion such direct aids as loans, purchase 
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contracts, sharing of exploration expenses, stockpiling, publicly 
financed research, and premium prices for additional production ¢ 

3. Taking into account modern scientific methods, industrial or- 
ganization and institutional devices for spreading risks, are the risks 
of exploration and development in the natural-resource industries 
actually greater or more onerous than in business enterprise generally / 
If they are greater in some degree why will not a somewhat higher 
return on capital, as determined in a free market, compensate for these 
additional risks ? 

4. Why should the Federal Government forego needed revenue in 
order to provide new increments of capital for the natural resource in- 
dustries? Why cannot these industries, like other businesses, finance 
expansion by internal savings and by resorting to the public capital 
market without reliance on tax savings through percentage depletion ? 

5. What assurance is there that tax savings achieved through a 
generalized depletion allowance, with no performance requirements, 
will actually be used for exploration and development, technical im- 
provements, conservation of resources or other beneficial purposes? 
In the absence of public control as to their ultimate disposition, may 
not such funds be diverted to other purposes quite unrelated to the 
development of natural resources ? 

6. If, as alleged by its proponents, percentage depletion does stimu- 
late an abnormal (i. e. non-market-determined) flow of capital into 
the natural resource industries, does not this constitute a misalloca- 
tion of economic resources, which lowers the overall efficiency of the 
economy, encourages the waste of natural resources and reduces the 
level of general well-being ? 

7. Why should any attempt be made, through percentage depletion 
or otherwise, to place the natural-resource industries on a capital gains 
basis of taxation? Why should they not pay income taxes at regularly 
prescribed rates like other business? What is peculiar or unique, in an 
economic as distinct from a physical sense, about wasting assets that 
entitles them to preferential treatment approximating capital gains 
taxation ? 

8. Why, in the natural-resource industries, should the capitalized 
value of mineral deposits be treated as a wasting asset subject to de- 
pletion for income-tax purposes when in all other business only capital 
outlays, or actual investment, are depreciated against net income? In 
short, why use capitalized values in the first and capital investment in 
the second instance as the basis for computation of income-tax lia- 
bility ¢ 

9. Do not the two privileges of charging intangible develop- 
mental costs against net income and averaging net income through 
the carryback and carryforward provisions adequately compensate 
for any unusual risks or hazards associated with exploration and 
development? Why is percentage depletion necessary as an additional 
incentive ? 

10. Given the existing degree of economic concentration in certain 
branches of the natural-resource industries, with its attendant conse- 
quences in respect to production and market controls and price and 
profit maximization, does not the major proportion of the subsidy 
represented by percentage depletion accrue to large firms, thereby ag- 
gravating the trend toward concentration of economic power and 
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jeopardizing further the viability of competition? Is not the Federal 
Government by this device actually promoting monopoly and destroy- 
ing competition ¢ 


Tax Poticy in RevatIon TO THRE CONSERVATION AND SCIENTLFIC 
Urmization or Natrurat Resources 


It is the special responsibility of the Federal Government, acting 
for the Nation as a whole and within its constitutional limitations, 
to preserve and expand the natural resource base, and to insure its 
most efficient utilization. Since, in our system, most natural resources 
are privately owned and immune from direct public control the Fed- 
eral Government must for the most part operate indirectly to induce 
modes of private utilization consistent with the public interest. That 
is, it must, by the means at its disposal, seek to curb private acquisi- 
tiveness when it threatens to impair the resource base and stimulate 
individual self-interest to perform the public good. Tax policy is one 
of several institutional devices which may be used for this purpose. 
Although its influence on resource owners is marginal rather than 
determinative—other considerations of self-interest and institutional 
pressures being ordinarily more decisive—taxation, if properly ap- 
plied, can play a significant role in stimulating scientific utilization 
of natural resources. 

From the viewpoint of conservation, then, the central question in 
the evaluation of any tax policy is its ultimate effect on the resource 
base. Does it operate to encourage wastes in production, processing, 
and consumption, to accelerate exhaustion, to deter investment, tech- 
nological innovations, and improved organizations? Or does it stim- 
ulate resource owners to undertake new discoveries, scientific research, 
investment and technological innovations designed to conserve natural 
resources and to utilize them more efficiently? Does it retard the 
exhaustion of scarce, nonrenewable resources by encouraging a shift 
of technology and investment toward the exploitation of more plenti- 
ful and renewable resources? Or, as the case may be, is tax policy a 
neutral factor in respect to the conservation and scientific utilization 
of natural resources, failing to influence the economic decisions of 
private resource owners either toward or away from the goals of con- 
servation? Let us examine briefly the tax immunity device of per- 
centage depletion by reference to these criteria. 

First, and most fundamental, it should be noted that the pecuniary 
advantage of percentage depletion (tax saving) is completely disasso- 
ciated from resource-conserving action by the beneficiary. The Fed- 
eral Government grants this lucrative privilege to a certain class of 
taxpayers but exacts no quid pro quo in return. The beneficiary is 
under no obligation or compulsion whatever to serve the public inter- 
est by conserving natural resources as a condition precedent to receiv- 
ing the subsidy. It accrues to him by virtue of profitable exploitation, 
not by virtue of any required conservation measures on his part. Thus, 
under favorable economic conditions, one might reduce one’s income 
tax by 50 percent while using the most wasteful and inefficient methods 
of exploiting a natural resource. In this case, the depletion allowance 
is a functionless subsidy—a grant of privilege without public benefit 
in the form of conservation results. Resource owners may, for other 
reasons of self-interest, find it to their advantage to institute conserva- 
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tion measures and to raise the technical level of production, but there 
is no necessary or causal connection between such efforts and percent- 
age depletion. If the depletion allowance is to become an effective tool 
of conservation policy a direct and specific relationship must be estab- 
lished between performance and benefit, whereby tax savings on ac- 
count of percentage depletion accrue only to resource owners who meet 
prescribed performance standards in respect to utilization of the natu- 
ral resources under their control. 

Second, and on the negative side, there is good reason to believe that 
percentage depletion, as now operative, actually accelerates the ex- 
haustion of natural resources and militates against the institution of 
comprehensive conservation measures. The prospect of tax savings 
up to 50 percent of net income tends to divert economic resources from 
other employments, where higher taxation applies, into the extractive 
industries, thus intensifying the rate of exploitation. Since net in- 
come after taxes depends so largely on percentage depletion, resource 
owners are under pressure to liquidate resources quickly and in quan- 
tity at the lowest short-run cost, and to sell them at the highest prices 
obtainable, under monopolistic or publicly subsidized conditions if 
possible, in order to maximize the advantages from percentage de- 
pletion. This pressure is especially severe when both profits and tax 
rates are high; under such conditions, tax saving may become a more 
immediate and urgent goal of business policy than efficiency in the use 
of natural resources. 

The depletion allowance may serve to divert economic resources into 
the extractive industries but it provides no assurance that any consider- 
able portion of the economic resources thus diverted will go into re- 
source-conserving techniques or investment. Here again, there is no 
legally prescribed functional relationship between public subsidy and 
private performance. In the absence of any such public requirement 
the diverted economic resources may only hasten exploitation by the 
techniques currently in vogue, however wasteful and inefficient, and 
contribute nothing to raising the technical level of natural resource 
utilization. Whatever the ultimate allocation of these new economic 
resources over the entire field, as between resource-destroying and re- 
source-conserving techniques, the significant point is that the decisions 
are made by private recipients of special privilege, each according to 
his immediate self-interest, and not by the Government which grants 
the privilege, ostensibly for public purposes. It would seem elemen- 
tary that if the Federal Government is to divert economic resources 
into the extractive industries by means of public subsidy—in this case 
tax immunity through percentage depletion—it should have control 
over the disposition and use of those resources, and that it should 
exercise this control to protect and expand the natural resource base 
on which our whole economy depends. 

Third, the depletion allowance diverts economic resources into the 
domestic extractive industries when in the interests of conservation, 
reducing costs, and overall economic efficiency such resources might 
better be employed in expanding overseas production. One of the 
easiest, simplest, and most effective conservation measures is to draw 
from the rest of the world by means of trade those natural resources 
in scarce supply at home. This policy not only preserves the domestic 
resource base but has the added advantage of reducing costs and stimu- 
lating international trade generally. Why should our Government 
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subsidize domestic producers to expand production of scarce and irre- 
placeable natural resources, thereby hastening their ultimate exhaus- 
tion, When these same natural resources can be had from overseas 
much cheaper, and without subsidy, by the normal processes of inter- 
national trade? Such a policy is quite irrational from the conserva- 
tion point of view. Neither does it make good sense in terms of long- 
range national security, for preservation of the resource base, particu- 
larly in respect to scarce, irreplaceable natural resources, is vital for 
national defense. To the extent percentage depletion contributes to 
the artificial overexpansion of domestic production while discourag- 
ing the development of overseas supplies it violates one of the accepted 
principles of conservation policy and, in the long run, weakens our 
national security. 


Errecr oN THE Economic STRUCTURE 


Taxation is a powerful institutional device by means of which gov- 
ernment can shape the structure of the economy according to the 
prevailing conception of the public interest. This is particularly 
true when tax rates are high and when taxation absorbs a large pro- 
portion of the national income. Under such conditions neutrality 
is out of the question ; the very magnitude of the operation guarantees 
structural consequences of significant import. What these conse- 
quences may be depends in the last analysis on the social purposes 
sought to be accomplished. Hence, it is always necessary to evaluate 
the structural effects of tax policy by reference to some standard of 
social desirability. What kind of an economy do we want? What 
type of economic organization will best serve those aspirations and 
ideals to which we profess allegiance? Does a given tax or tax policy 
have structural consequences consistent with, or contrary to, our ideal 
of a good economy? Obviously, these are difficult questions because 
they take us beyond the relatively safe waters of scientific measure- 
ment and verifiable objectivity into the uncharted sea of social values, 
public purposes, and conflicting human aspirations, where there are 
neither landmarks, nor agreed destinations, nor accurate means for 
determination of course and position. All social policy in the last 
analysis must rely on dead reckoning and steer as Sal it can by the 
flickering star of its own ideals, There is no other way. 

In our individualistic, democratic society we traditionally assign 
the highest priority to the freedom, welfare, and personal development 
of individuals. We affirm that the State and all the institutions of 
society exist to promote the welfare of individuals; and we limit the 
exercise of individual freedom only when it impinges adversely on 
the freedom of others. In the economic sphere this philosophy mani- 
fests itself in our predilection for a free, competitive economy in 
which neither private nor public coercion obstructs the operation of 
the free market, and by our traditional aversion to private monopoly 
and the excessive concentration of private economic power. This pref- 
erence for competition and hostility toward monopoly has been espe- 
cially acute in the area of natural resources because our experience 
has taught us that there is a direct, intimate relationship Scheanees 
individual freedom and access to the natural resources on which eco- 
nomic activity is based. Hence, our conception of a good (i. e., a free) 
society involves widespread, decentralized ownership of natural re- 





436 FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 


sources, equality of access to them, and maximum freedom in their 
utilization. Because monopolization and undue concentration of con- 
trol do such violence to these basic ideals they have been vigorously 
opposed throughout our history. 

How, then, does percentage depletion, as now operative, square with 
these ideals, with this tradition? Does it make our economy freer 
and more competitive, or does it modify the economic structure in the 
direction of centralizing control over and limiting access to natural 
resources? In short, does the Federal Government by this particular 
tax policy promote competition or monopoly ? 

In attempting to answer this question it must be recognized that 
numerous institutional factors, other than the depletion allowance, 
affect the balance between competition and monopoly, and influence 
the evolving structure of the economy. Since it is impossible to iso- 
late any one of these factors from associated influences and determine 
its independent effect, it can never be said that percentage depletion, 
or any other factor, alone causes some particular shift in the bildines 
of institutional forces as between competition and monopoly. An ob- 
served trend in either direction is ordinarily caused by a combination 
of forces which taken together are sufficiently powerful to overcome 
those forces working in the opposite direction. Thus, all that can 
properly be said of percentage depletion is that it operates in con- 
junction with other institutional forces to produce structural changes 
in a given direction. To ascertain the direction of its influence one 
must examine its functional relation to the total organizational 
complex. 

In practice the beneficiaries of percentage depletion start their 
income-tax computation by charging against income, as a cost of doing 
business, outlays for research, exploration, and development, thus 
artificially reducing their apparent net income and shifting to the 
Federal Treasury a large proportion of their developmental costs. 
Against the net income, as thus artificially reduced, they then apply 
percentage depletion at the rate permissible for their category of busi- 
ness, up to 50 percent of net income. Tax liability is then computed 
by applying the normal corporate tax rate against the residual “net 
income after all charges and percentage depletion.” The effect of this 
two-pronged reduction of net income is to reduce their tax liability 
very substantially. The depletion allowance alone, under the most 
favorable circumstances, can cut it in half, nullifying any excess- 
profits tax and lowering the effective corporate tax rate from 52 to 
26 percent. Generous deductions for “exploration and development” 
yield further substantial tax savings. 

The benefits of this system accrue to favorably situated individuals 
and corporations in the form of tax savings, or liquid funds with- 
held from the Treasury under tax immunity; the corresponding losses 
accrue to the Treasury in the form of potential revenue foregone. 
Thus, the Treasury is poorer by exactly the amount by which the 
beneficiaries of this special privilege are richer. Other taxpayers who 
must make good the resulting deficiency in the Federal revenue ulti- 
mately sustain this loss in the form of tax rates higher than other- 
wise would be necessary. 

The beneficiaries obviously enjoy a strategic economic advantage 
over other business enterprises. They can expand their ownership 
and control of natural resources and charge it to the Treasury as a 
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cost of doing business; they are in possession of tax-free liquid funds, 
withheld from the Treasury under percentage depletion, which can 
be used for further expansion of their economic power. These funds 
are available, at the discretion of management, to acquire natural re- 
sources, invest in improved capital facilities, buy out competitors, 
strengthen market positions, expand into collateral lines of produc- 
tion, or otherwise increase the size and power of existing organiza- 
tions. If this process of capital formation at public expense continues 
year after year, as had been the case since 1926, the progressive con- 
centration of economic power is a certainty, for competitive forces 
are too weak to overcome the disadvantage posed by this special privi- 
lege. The concentration movement in the oil and gas industries dur- 
ing the last 30 years, and the more recent concentration in other min- 
eral industries, although not caused solely by the — allowance, 
has been powerfully abetted by its cumulative influence. Without 
the large sums of liquid capital that have accrued over the years from 
percentage depletion these firms would scarcely have been able to 
attain the position of economic dominance they now occupy. 

As the situation now stands, with economic concentration far ad- 
vanced, the overwhelming proportion of the total benefits from per- 
centage depletion accrue to a few giant corporations. Every study 
of this question in recent years confirms this conclusion. (Revenue 
revision of 1950, hearings before the Committee on Ways and Means, 
House of Representatives, 8lst Cong., 2d sess., Feb. 3, 1950, pp. 
1-60, particularly pp. 52 and 58-59, and Graham testimony, pp. 177- 
219. Itisstated by the Treasury, p. 52, that three-fourths of the total 
benefit from percentage depletion accrues to large corporations with 
assets of $100 million or more.) It cannot well be otherwise, for these 
giant companies account for the major share of production, on which 
percentage depletion is based; they exercise considerable, if not domi- 
nant, influence in the determination of crude or field prices—an impor- 
tant ingredient in the depletion formula; and their net profits before 
depletion are high, thus enabling them to take full advantage of the 
privilege and achieve maximum tax savings. These same strategic 
advantages are not generally available to small, independent pro- 
ducers. Their small volume of production and frequently narrow 
margin of profit nullify in large part the tax-saving benefits of per- 
centage depletion and render the privilege of little value to them. 
The depletion allowance, by its very nature, can attain maximum value 
only when high production, high prices, high profits, and high tax 
rates are in conjunction. This conjuncture of favorable circumstances 
obtains frequently among large firms but only rarely among small 
ones. Some small firms and individual producers, to be sure, benefit 
from percentage depletion but these are the exceptions, not the general 
rule. Where economic power is already concentrated, special privi- 
leges in the form of tax concessions or immunity invariably operate 
to the advantage of large firms and return only a pittance to the small 
and economically weak firms. The depletion allowance is no excep- 
tion to this general principle. 

_ If Congress were so disposed the depletion allowance might be trans- 

formed from a promonopolistic into a procompetitive device by the 

simple expedient of restricting the privilege to firms below a certain 

size or volume of production. By thus granting a tax subsidy to small 
68595—55——29 
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firms and denying it to large ones the Federal Government could par- 
tially redress the balance in favor of competition and against further 
economic concentration. Another less extreme measure would be to 
differentiate depletion rates, granting higher rates to small firms and 
progressively lower rates to large ones. (See Congressional Record, 
June 30, 1954, pp. 8861-8865, for an attempt to differentiate depletion 
rates.) Either of these changes would constitute an improvement 
over the present system and, if we are to retain percentage depletion 
as a permanent policy, should be given serious consideration. But 
manipulation and differentiation of tax subsidies is no cure for the 
monopoly problem; at best one evil is used as a minor offset to another. 
If the extractive industries are plagued by monopoly, that evil should 
be eradicated by direct governmental action, not ameliorated by tax 
subsidies. 
CONCLUSION 


During the past 30 years the depletion allowance has undergone a 
profound functional metamorphosis. It began, at a time when alter- 
native institutional means were not available, as a modest, restricted 
form of privilege designed to promote the public interest in an area 
of immediate urgency. It has degenerated into a lucrative, general 
ized, and largely functionless subsidy the benefits of which accrue 
primarily to a few large corporations. These benefits have in the 
course of time been capitalized until today they constitute a powerful 
vested interest the capitalized value of which amounts to billions of 
dollars. This transformation—or institutional deterioration—is pro- 
ductive of many demonstrable evils but few, if any, public benefits. 
If percentage depletion ever served the public interest to an extent 
commensurate with its costs, it has long ceased to do so. Under mod- 
ern conditions the known evils so far outweigh the indeterminate and 
illusive benefits claimed for it that percentage depletion can no longer 
be defended on grounds of public, as distinct from private, interest. 
There is no necessary or urgent public interest at stake in the extrac- 
tive industries which cannot be served better, more cheaply, and with 
fewer attendant evils by alternative means. If a free competitive 
price system will not call up adequate supplies of these minerals, and 
if a free capital market will not provide sufficient increments of new 
capital, then these deficiencies can be met by direct, specific, govern- 
mental action without resort to a generalized tax subsidy divorced 
from performance. 

Any plan of institutional readjustment that involves the elimina- 
tion or reduction of percentage depletion will meet powerful opposi- 
tion. That is to be expected, for such a long standing and lucrative 
privilege, involving large capitalized values and the economic expecta- 
tions of many people, will be defended vigorously and tenaciously 
despite its functional obsolescence. Its defenders will portray with 
alarm the dire economic consequences predicted to ensue from its elim- 
ination or reduction, such as destruction of incentives, cessation of 
exploration and development, scarcities, increased prices, foreign im- 
ports, retardation of investment, technological stagnation, shutdown 
of marginal properties, and impairment of national defense. Equally 
strenuous objections will be raised against proposed alternatives. 
These efforts to identify private privilege with the public interest and 
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to make it appear that the public welfare is dependent on continuation 
of percentage depletion are persuasive only if it be assumed that no 
alternatives are available or practicable. This assumption, however, 
is untenable; a free price system, a free capital market, international 
trade, and normal profit incentives, supplemented by direct govern- 
mental action in special situations, provide a readily available and 
socially desirable slorheiive 


THE TAXATION OF MINERAL INDUSTRIES 
ARNOLD C. HArRBERGER, University of Chicago 


In this paper I propose to outline the incentives given by our tax 
laws to mineral industries. It will be shown that these incentives lead 
to a situation in which it takes $2 million of capital invested in min- 
eral exploration to produce as much product as $1 million of capital 
invested in other industries. Our tax laws also foster the uneconomic 
expansion of mineral production and give mineral holdings arti- 
ficially high values. 

These effects can be avoided through the gradual elimination of 
percentage-depletion provisions in favor of cost depletion and through 
the gradual merging of the rate of tax on capital gains with that on 
ordinary incomes. In the concluding sections of the paper, argu- 
ments for special treatment of mineral industries on grounds of their 
special riskiness and on grounds of their special contribution to our 
defense potential are examined. 


Neutra, Tax TREATMENT 


The corporation income tax operates chiefly as a tax on the return 
to invested capital. Such a taX would clearly not be neutral if the 
return to capital in some uses were free of tax. For example, if the 
tax rate were 50 percent, and if investment in the untaxed industries 
were carried to a point where the return was, say, 10 percent, then in 
the taxed industries investment would be carried only to a point where 
the return before tax was 20 percent. Investors would in each case 
be getting a 10-percent return after tax, but the economy as a whole 
would sutfer as a result of the differential treatment of different uses. 
Projects yielding only 10 percent would be willingly undertaken in 
the untaxed industries, while projects yielding 19, 18, and 17 percent 
would be rejected as potential] investments in the taxed industries. A 
lower tax rate, striking all industries equally, would yield the same 
amount of revenue, yet would not lead to a situation in which high- 
return uses of capital were foregone and low-return uses undertaken 
as a result of the tax laws. So long as we intend to retain the corpo- 
ration income tax as a part of our fiscal structure, we should there- 
fore strive to design its provisions in such a way that the return to 
capital is taxed equally in all uses and industries. 


NonNEUTRAL TREATMENT oF Caprran GAINS 


_Practically everybody is familiar with the effects of the special pro- 
visions for capital-gains taxation, because they are present, also, in 
the individual income tax. The purchase of growth stocks increas- 





440 FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 


ing in value at 6 percent per year is preferable to the purchase of stocks 
paying dividends at 6 percent per year but which do not increase in 
value. Particularly for taxpayers in the higher brackets, it is worth 
while to incur substantial costs in order to find ways of transmuting 
income into capital gains. Actually, only the most arbitrary distinc- 
tions can be made between income and capital gains. If at the begin- 
ning of a year 2 taxpayers have $20,000 of net assets, and at the end 
of the year they both have $23,000 of net assets, and if during the year 
they both spend $7,000 for consumption, by what rationale can we 
joey, separate tax treatment of the two, even though one might have 
nad $10,000 in “income,” and the other an accrual of $10,000 in capital 
gains? In this context it is sometimes argued that capital gains do 
not come in a steady flow, but for many taxpayers neither does income 
flow in steadily. Such arguments really favor the extension of the 
provisions in our tax laws that permit taxpayers to average their in- 
comes over time, not the special treatment of capital gains. 

For many industries the possibilities of treating the returns to their 
capital as capital gains are inconsequential, but for some industries, 
including mineral exploration, they are extremely important. Suc- 
cessful 01] wells and other mineral finds can be sold, and the difference 
between their sale price and their cost treated as a capital gain. If 
this procedure were followed in the mineral exploring industry, and 
if all costs were considered in computing the capital gain, the return 
to capital in mineral exploration would be taxed at only 25 percent 
as compared with the 52-percent tax applying to ordinary corporate 
income. This would give a substantial incentive to mineral explora- 
tion. If in the economy as a whole the return to capital after tax 
were 10 percent, investment in mineral exploration (taxed at 25 per- 
cent) would be carried to the point where it yielded around 1314 
percent before tax, while in industries unable to take advantage of the 
special rate on capital gains, investnfent would be carried only to the 
point where it yielded around 20 percent before tax. Projects yielding 
19, 18, 17 percent would be foregone in most industries, while activi- 
ties yielding only 1314 percent would be willingly undertaken by 
mineral explorers. 


Caprrat GAINS AND THE EXPENSING oF Costs 


The above example far understates the incentive which our tax 
laws offer to mineral explorers who sell their finds as capital gains. 
It assumes that the capital-gains tax of 25 percent applies to the dif- 
ference between the value of successful finds and all the costs incurred. 
That is, it assumes that the Government takes 25 percent of the gross 
return to the explorer, and shares in his costs to the tune of 25 percent. 
Actually our present laws provide for the Government’s sharing to 
the tune of 52 percent in most of the costs of mineral exploration, be- 
cause most exploration costs are deductible from ordinary income in 
the computation of income subject to tax. 

Consider first the costs of unsuccessful explorations. From the 
standpoint of economy as a whole, the costs of unsuccessful searches 
are part of the cost of finding new deposits, but individual searches are 
treated separately for tax purposes. Hence the costs of unsuccessful 
searches become losses, to be written off against ordinary income be- 
fore computing taxes. The riskier is the type of exploration in ques- 
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tion, the larger will be the fraction of the total costs of unsuccessful 
exploration which finds a 52-percent tax offset in this way. __ 

Some of the costs of successful explorations can also be written off 
as expenses against ordinary income. These writeoff possibilities are 
the result of special provisions of the tax laws. In the case of petro- 
leum, a substantial fraction of the costs of successful wells are written 
off as expenses under the heading “Intangible Development Costs.” 
In the case of mineral deposits, all development expenses after the 
existence of commercial ore is established are deductible. Such 
expenses do not, however, include the costs of plant and ana, 

The unequal tax treatment of revenues and expenses leads to the 
paradox that companies can make a substantial amount of money on 
exploration even if their revenues from exploration (before taxes) are 
just barely equal to their costs of exploration (before tax offsets). If 
$1 million in exploration expenditures carries with it $500,000 of tax 
offsets, and leads to finds worth $1 million in the — with 
corresponding capital gains taxes of $250,000, what would be a mar- 
ginal investment under neutral tax treatment becomes an extremely 
profitable one. 

Such extremely profitable outlets for capital will not last for long 
in a free market economy. Capital will flow into profitable uses until 
their rate of return after taxes is brought into accord with the rate 
of return to investors of capital in the economy generally. 

If the rate of return on capital in the economy is 10 percent, in- 
vestments will tend to be made in any line of activity up to the point 
where the returns from those investments after taxes, discounted at 
10 percent, are equal to their costs after tax offsets. 

Let us now compare 2 possible ways of producing capital assets 
worth $1 million: one by means of mineral exploration and the other 
by producing machines. Machine producers will be willing to spend 
up to $1 million to make machines whose discounted value is $1 mil- 
lion. But mineral explorers will be willing to spend, on the average, 
up to $1.5 million in order to provide discovered reserves worth $1 
million. The explorers would obtain a tax offset of about $0.75 mil- 
lion on their costs, leaving costs net of taxes at $0.75 million. On 
their revenues, the explorers would pay $0.25 million in capital gains 
taxes, leaving revenues net of taxes also at $0.75 million. 

Thus capital-gains treatment plus the expensing of exploration costs 
would lead to a situation in which $1.5 million worth of capital would 
be willingly spent in order to find $1 million worth of reserves. A1- 
ternatively put, if $1 million of capital were transferred out of min- 
eral exploration into other uses, such as manufacturing, the econom 
would give up $0.67 million of reserves and gain in its place $1 a 
lion worth of manufactured goods, both evaluated at the normal rate 
of return. Looked at either way, the combination of capital-gains 
treatment and expensing of exploration costs leads to a shocking waste 
of the Nation’s capital resources, 


Discovery DEPLETION 


Although, as we have seen, the available option of capital gains 
treatment for mineral discoveries gives extremely strong incentives to 
exploration, we do not in fact observe frequent sales of mineral dis- 
coveries as capital gains. The reason for this is that still stronger 
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incentives to exploration are available under the label of “percentage 
depletion,” and when percentage depletion is used the discoverers have 
a strong incentive to retain and operate their properties. 

It is convenient to begin the discussion of percentage depletion with 
an analysis of its historical forbear, known as discovery depletion. 
The earliest provisions for the depletion of mineral properties pro- 
vided for a deduction from income for tax purposes, analogous to 
depreciation, of a certain fraction of the cost of the property in 
question. Where the property was in existence in 1913, provision 
was made (in the 1916 act) for the use of the market value of the 
ere in 1913 in lieu of cost as the basis for depletion allowances, 
Since, because of the riskiness of mineral exploration, the value of 
successful finds usually greatly exceeds the costs of the successful finds 
alone, this provision was welcomed by the owners of properties which 
had been discovered before 1913. 

Properties discovered after 1913 were not treated in this way; their 
depletion allowances had to be based upon cost. The apparent dis- 
parity of treatment of properties discovered before and after 1913 led 
to the adoption in 1918 of a provision allowing depletion based on 
the fair market value of the property at the date of discovery or 
within 30 days thereafter, in lieu of depletion based on cost. This was 
called discovery depletion. 

Discovery depletion can best be viewed as a means of avoiding the 
capital-gains tax altogether. If the 1918 provisions applied today, 
and a discoverer spent $1 million on exploration in order to find de- 
posits worth $1 million in the market, he would obtain tax offsets of 
about $500,000 on his costs, but would have to pay no tax at all on the 
— 7 his discoveries, so long as he retained and operated them 
1imself. 

If we compare discovery depletion with capital-gains treatment 
and with neutral tax treatment for the case where $1 million is spent 
to find $1 million in reserves, we find that in all 3 cases tax offsets of 
some $500,000 are obtained on the basis of the costs incurred. But 
while gross revenues would in effect be taxed at $500,000 under neutral 
tax treatment, they would be taxed at $250,000 under capital-gains 
treatment, and they would not be taxed at all under discovery 
depletion. 

With discovery depletion, as with any other provisions, investment 
in exploration would tend to be pressed to the point where the dis- 
counted value of discoveries, net of tax, equaled the cost of discov- 
eries, net of tax offsets. $1 million of capital investment would repre- 
sent only about $500,000 of costs after tax offsets, and investment in 
mineral exploration would accordingly be pressed to the point where 
$1 million of investment resulted in the discovery of only $500,000 
worth of reserves. Yet the investors would be making the ordinary 
rate of return on their capital, and would have no cause to regret this 
outcome. 

PERCENTAGE DEPLETION 


Percentage depletion grew out of discovery depletion when it was 
found difficult to obtain good estimates of the market values of all dis- 
covered properties as of the date of discovery. To overcome the ad- 
ministrative burden of oe the value of each individual 
property, provision was made for allowing as depletion a certain per- 
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centage of the gross value of the output of the property, value being 
taken at the mine or wellhead. The percentage was different for differ- 
ent minerals, and was chosen so as to accord roughly with the actual 
experience under discovery depletion. Thus the percentage depletion 
provisions of the 1926 and 1932 acts attempted to allow roughly the 
same amounts of depletion as would have been allowed under the ear- 
lier discovery of depletion provisions; the main purpose of the acts 
was to make the computation of depletion easier and less subject to 
controversy. The percentage of gross income allowed in the case of 
oil was 2714; in sulfur, 23; in metals, 15; and in coal, 5. Provision 
was also made that the amount of depletion should in no case exceed 
50 percent of the net income from the property. 

Since percentage depletion was the direct outgrowth of discovery 
depletion, and attempted to approximate its effects, it should be no 
surprise that an analysis of percentage depletion yields much the same 
results as the above analysis of discovery depletion. Because the com- 
putations are rather complicated, I have placed them in an appendix, 
but the results for typical minerals are summarized here: 

Whereas under discovery depletion it would be worthwhile for an 
explorer to spend $2 million to find $1 million worth of reserves, under 
percentage depletion it appears that to find $1 million worth of re- 
serves an explorer would be willing to spend $1.95 million for oil, 
$2.11 million for sulfur, $2.13 million for iron, $1.96 million for copper, 
$2.27 for lead and zinc, and $2.30 million for coal. These estimates 
are based on data provided by the Treasury for 1946 and 1947, and on 
approximations of the average length of life of wells and mines in 
the various minerals. They are accordingly not precise, but can be 
taken to confirm the conclusion that the effects of percentage depletion 
on exploration are not substantially different from those of discovery 
depletion. 


Errect or Our Tax INCENTIVES 


There can be no doubt that our present tax laws give strong in- 
centives to mineral exploration, but this does not mean that we have a 
great deal more exploring activity than would take place under neutral 
tax treatment. In the case of some minerals, such as petroleum, the 
annual volume of exploring activity is great, and here there is good 
reason to suppose that our tax incentives have rather substantiall 
affected the amount of exploration. With other minerals, such as coal, 
reserves already known are ample to fill the needs of our economy for 
hundreds of years, and accordingly there is very little exploration for 
new deposits. Obviously the tax incentives under discussion here 
cannot have had a very substantial effect on the amount of exploration 
for coal. What is true of coal is probably equally true of sand and 
gravel and a number of the minor minerals that have recently (1951) 
been granted percentage depletion. Minerals like copper, lead, and 
zinc probably occupy an intermediate position, exploration for them 
having responded less than in the case of petroleum but more than 
in the case of coal as a result of our tax incentives. 

_ Our analysis has indicated that to the extent that exploration is 
increased in response to current tax provisions, it involves a very sub- 
stantial waste of resources, with capital devoted to exploration produc- 
ing only about one-half as much value of product as the same capital 
would if devoted to ordinary industrial investment. But what hap- 
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pens if little or no additional exploration takes place in response to 
the special tax provisions? Here the predominant effect is either to 
increase the value of mineral holdings or to increase the rate of ex- 
traction. To the extent that the value of mineral holdings is in- 
creased, their owners have received, as a result of the special tax pro- 
visions, a “gift” from the Treasury. To the extent that the rate of 
extraction is increased beyond the point which would be dictated by 
neutral tax treatment, a waste of resources is involved which is closely 
analogous to that discussed above in the case of exploration. 2 

These two effects are alternatives. If on the one hand, as may be 
true in the case of coal, our national output can be greatly expanded 
without any increase in unit costs, then tax concessions like percentage 
depletion operate to increase production and drive down prices. Mine 
owners end up with little more profit than they had before, and con- 
sumers get coal more cheaply, say for $9 per ton instead of $10. What 
looks here like a benefit to consumers really is not, however, for the 
economy is paying, in terms of the resources used to extract the coal, 
$10 per ton while consumers use coal to the point where it is only worth 
$9 a ton to them. But consumers in their role as taxpayers will be 
paying extra taxes to cover the concession of $1 per ton. 

If on the other hand national output cannot readily be expanded, 
as may be the case with lead, prices will not fall significantly as a 
result of the tax concession, and the concession will accordingly lead 
to increased profits and hence to increases in the value of mineral 
holdings. 

Thus if the waste of resources involved in increasing production 
beyond the level it would attain under neutral taxation is great, then 
the “gift” to mine owners in the form of enhanced capital values will 
be small. But if the increase of production beyond its level under 
neutral taxation is small, the “gift” to mine owners will be large, and 
indeed will be the predominant result of the tax concession. 


Poxiicy RECOMMENDATIONS 


Our present tax laws thus have three possible effects on the min- 
erals industries: To increase the profits and capital values of the 
owners of mineral deposits; to increase the production of minerals to 
a point where, but for tax concessions, cost would exceed the value 
produced ; and to increase exploration for minerals to the point where, 
but for tax concessions, the value of discoveries would be only about 
half the cost of exploration. The relative importance of these three 
effects varies from mineral to mineral, but regardless of which effect 
is dominant, our present policy is unwise. It cannot have been the 
intent of Congress to make owners of mineral deposits richer at the 
expense of the rest of the community, and it is clearly unwise to 
foster the use of resources in either mineral production or mineral 
exploration when those resources would be much more productive 
elsewhere in our economy. 

I accordingly strongly recommend and urge that every effort be 
made to place the tax treatment of mineral industries on a par with 
that of other industries. This should be accomplished : 

(1) By the gradual reduction and eventual elimination of percent- 
age depletion provisions, leaving strict cost depletion as the sole basis 
for recovery of capital values in mineral extraction. 
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(2) By the gradual reduction and eventual elimination of the dif- 
ferences that now exist between the tax treatment accorded to capital 
gains and that given to ordinary income. I envisage here the gradual 
raising of the maximum rate of tax on capital gains from its present 
level of 25 percent to the rate applying to ordinary corporate income, 

Although a considerable improvement over our present position 
could be made simply by eliminating the percentage depletion options 
which are now available, there would still remain the strong incen- 
tives to mineral exploration that stem from the special treatment of 
capital gains, and which were outlined in the early sections of this 
paper. Thus a rather significant overhaul of our tax structure is 
necessary before the taxation of mineral industries can be thoroughly 
rationalized. 

Risk AND SMALL ENTERPRISE 


It will be recalled that most of the incentive to mineral exploration 
outlined above came from the fact that the costs of exploration were 
deductible against ordinary income, while the fruits of exploration 
received tax treatment which was more favorable than that accorded 
to ordinary income. A small firm with little or no income against 
which to offset its exploration costs is thus placed at a severe disad- 
vantage as compared with a large firm having substantial income, 
either from mineral extraction or from some other source. This dis- 
advantage would still remain if the policy recommendations outlined 
above were put into effect. However, it could be substantially miti- 
gated by allowing firms to carry forward the losses made on unsuc- 
cessful explorations against the income to be obtained from future 
successes. Then small firms would be at a disadvantage only if their 
explorations over a long period of time did not yield discoveries equal 
in value to the costs incurred. A certain share of the costs of such 
firms would be without tax offsets, while all the costs of the corres- 
ponding large firms would be offset against income subject to tax. 


Sprecrat INcEnTIvEs To Risk-TAKING 


It is sometimes argued that our present tax provisions for mineral 
industries are desirable because of the special risks that such indus- 
tries are alleged to face. Especially risky enterprises, like specially 
risky securities, are said to require a rate of return somewhat higher 
than that prevailing on investments of moderate risk. If the required 
rate of return were 15 percent after taxes in petroleum exploration, 
but only 10 percent after taxes in most other industries, then the 
search for oil would stop at a point where the capital invested yielded 
15 percent. By transferring capital from other uses, where it was 
earning 10 percent, to oil exploration, the economy would gain until 
the point was reached where capital yielded only 10 percent in the 
oil business. 

_ The difficulty here is that a yield of 10 percent after taxes in the oil 
industry cannot be achieved if the required rate of return is 15 percent. 
More oil can indeed be obtained by tax concessions, which operate as 
a gift from the rest of the economy to the oil explorers of, say, 5 per- 
cent per annum on the capital invested in oil exploration. But such a 
gift is merely a hidden price paid for the extra oil. If the rest of the 
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economy wants more oil, it should be willing to pay for it by way of 
a higher market price. 

In our present world, in which most minerals are available in the 
world market, it would indeed be unnecessary for extra oil to be ob- 
tained through the payment of price premia to domestic explorers as 
incentives to risk taking. It would be much cheaper for the rest of 
the economy simply to buy whatever extra oil it desired in the world 
market. If in the process market prices would be bid up, more do- 
mestic oil would also be forthcoming, but oil users would have the 
knowledge that they were paying no greater price than was necessary 
to provide them with the amount of oil they wanted. Hence there is 
no justification for the use of tax concessions as a device for overcom- 
ing the reluctance of domestic mineral enterprises to incur risk, at 
least not in a peacetime economy. 

In point of fact, there are good reasons to believe that the riskiness 
of mineral exploration has been exaggerated. In petroleum, which is 
often cited as an extremely risky industry for exploration, there have 
developed a wide range of contractual devices by which the risks of 
exploration can be shared. Exploring companies can sell off 90 per- 
cent or more of the interest in the wells which they themselves drill, 
and with the proceeds buy fractional interests in wells drilled by 
others. In the light of these possibilities, the fact that 9 out of 10 
exploratory wells are dry seems less of a deterrent to exploration than 
it might at first glance appear. Additional evidence is provided by 
the fact that baukruptoles are not widespread among even moderate- 
sized petroleum companies. And the rate of return on capital, for the 
petroleum industry as a whole, appears to accord ead with thet 
applying in other segments of the American economy. So even if the 
risks are substantial, it appears that investors demand no special 
premium of significant size for taking “long shot” rather than “sure 
shot” gambles. And in a way it would be surprising if they did re- 
quire a special premium, for worldwide experience with gambling and 
lotteries suggests that many people are willing to risk their capital at 
long odds even when the aggregate winnings fall far short of the 
aggregate of wagers. 

Thus even if mineral exploration is especially risky, in the sense that 
the risks cannot be pooled to leave the individual investor in a posi- 
tion of only moderate risk, and even if investors demand special 
premia for special risks, there is no justification for special tax 
concessions to mineral enterprises on this account. But our scat- 
tered evidence suggests that even if individual explorations are risky 
there is no reason to presume on that account that special risk premia 
are required ; indeed it suggests that the possibilities of risk pooling 
are sufficiently great to cast doubt on the assumption that exploration 
need be especially risky to the investor or investing company. 


SpPEecrIAL INCENTIVES FOR NATIONAL DEFENSE 


Our national defense is such a primary objective that citizens are 
willing to incur great costs on its account. But especially with a de- 
fense budget as large as ours is today, we should be strongly interested 
in seeing to it that we are getting the maximum amount of defense 
potential for our money, or to put it another way, that we are not 
paying more than is necessary for the amount of defense potential 
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that we are getting. True economy, in this area as in others, requires 
scrutinizing each individual action to make sure that we are getting 
the most for our 8p 

It is my conviction that our present tax treatment of mineral indus- 
tries has no justification in a peacetime economy. Hence it can be 
justified, if at all, only in terms of its contribution to national defense. 
But it would indeed be oe if percentage depletion were the 
best way to provide for our defense needs of coal and sand and gravel 
as well as oil and copper and lead. Some minerals are domestically 
available in great abundance and can be extracted easily. These should 
need no special treatment on defense grounds. Other minerals are 
abundantly available, but their rate of extraction can be expanded 
only slowly. Here the maintenance of stockpiles or of standby capacity 
might be warranted. Still other minerals are increasingly hard to 
find in the United States, and we are relying increasingly on foreign 
sources of Supply for them. ‘These minerals, of which petroleum, 
copper, lead, and zine are examples, pose the hardest problems for 
national defense. Should we create incentives to extract our waning 
supplies more rapidly, so as to have a high output available for an 
immediate emergency, but at the risk of failing supplies for a more 
distant conflict? Should we restrict current production and maintain 
stockpiles of known reserves in the ground, and incur the costs of 
recruiting and training a labor force to mine them in the event an 
emergency should strike? Should we rely exclusively on stockpiles 
above ground, incurring what in some cases might be substantial stor- 
age costs? Or should we attempt, in our defense preparations, to 
assure the comparatively safe transportation of the minerals from 
nearby foreign sources, such as Canada, Mexico, and Venezuela ? 

It is not within my competence to answer the above questions. They 
are questions of great importance to our Nation, yet they have not 
been given adequate study. Such study is necessary before the best 
minerals policy for national defense will be found. One may reason- 
ably wonder, however, whether a tax policy such as we have at present 
would have a place in any rational scheme of providing for our defense 
needs. Certainly it is not in our defense interests to enhance the cap- 
ital values of those who happen to own mineral deposits. It is dubious 
at best whether we should provide incentives to increase the production 
and use of our waning supplies of scarce minerals. And it is almost 
certainly wrong for us to foster the use of $200 worth of our resources 
to find $100 worth of mineral deposits, which then will more than 
likely be extracted and consumed before a national emergency strikes. 
Yet these are the effects of our present tax laws. I accordingly do 
not believe that the present provisions can be supported even on 
national-defense grounds. 


APpPpENDIX 


CoMPUTATION OF Errects OF PERCENTAGE DEPLETION ON THE Usp OF 
CAPITAL IN EXPLORATION 


Consider two capital assets, one a machine and one a mineral deposit. 
Let them be equivalent in the sense that the streams of income expected 
to stem from them, net of other costs but before provision for depre- 
ciation or depletion, are identical. Let the discounted value of these 
expected income streams be Y. No purchaser would pay Y for the 
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assets, however, since taxes must be paid out of the income streams. 
In the case of the machine, with a tax rate of 50 percent, the taxes 
paid will be .5 (Y—dR), where R is the price oad for the machine 
and d is a discount factor. The discount factor depends both on the 
rate of interest and on the length of life of the machine. If the 
machine costs $100 and lasts 10 years, depreciation charges will be 
$10 per year for 10 years. The present value of this stream of charges, 
discounted at 10 percent, will be about $65. In this case d will equal 
.65. If the machine lasts 20 years the depreciation charges will be 
$5 per year for 20 years, and their discounted value, at 10 percent, will 
be $43. In this case d will equal .43. 

The amount a purchaser will pay for the machine (R) will be the 
discounted value of its expected income stream after taxes. Thus 
R=Y-—.5(Y—dR)=.5Y/(1—d). Under competition, production of 
this type machine will be carried to the point where the cost to the 
producers, net of tax offsets, equals the discounted value of their 
receipts, net of taxes. Thus if C is used to represent the value of 
costs accumulated at 10 percent, we have C=R. This equality applies 
whether the machine is sold to a purchaser or is retained in the pos- 
session of the producing company, so long as the rate of tax offset 
applying to costs equals to rate of tax applying to receipts. We 
accordingly conclude that production of the machine will be carried 
to the point where C=.5Y—(1-—d). 

In the case of the mineral deposit subject to percentage depletion, 
the taxes paid will be .5Y(1—p), where p is the percentage which 
the depletion allowance bears to net income before depletion. 
Accordingly, the present value of the mineral deposit will be 
R=Y-—.5Y(1—p)=.5Y(1+p). Explorers will be willing to spend 
up to this amount, net of tax offsets, in order to find a mineral deposit 
with the yield in question. Since under our present laws the costs 
of exploration carry tax offsets at the corporate income-tax rate (here 
assumed to be .5), exploration will under competition be carried to the 
point where .5C=.5Y(1+p), or where C=Y(1+p). 

Thus to obtain streams of income identical in value, mineral ex- 
plorers, under percentage depletion, will be willing to incur costs of 
Y(i+p) while producers of capital equipment would be willing to 
incur costs of only .5Y/(1—5d). Costs in exploring thus are (1+p) 
(1—.5d)/(.5)=(1+p) (2-4) times as high as the costs of producing 
streams elsewhere in the economy. 

To estimate the actual effects of percentage depletion it is necessary 
to estimate the actual average life of a typical deposit of each mineral, 
to assume a reasonable rate of return (in order to obtain d), and to 
estimate the fraction (p) which depletion allowances bear to net 
income before depletion for each mineral. In the following com- 
putations I have assumed that the average life of an oil well is 10 
years, of deposits of sulfur, copper, lead, and zinc 20 years, of iron 
deposits 25 years, and of coal deposits 30 years. These estimates are 
conservative in the sense that thay are probably too low. Higher 
estimates of the length of life would tend to reduce the estimated value 
of d, and hence increase the estimated excess costs of mineral 
exploration. 

Watimates of p were obtained from data presented by the Treasury 
Department in testimony before the Committee on Ways and Means 
on February 3, 1950. They were based on a sample of corporations 





FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 449 


in each type of mining, and showed the rates of allowable depletion 
to net income for 1946 and 1947. These rates averaged about 45 
ercent for oil, lead, and zinc, about 35 percent for sulfur and coal, 
about 30 percent for iron, and about 25 percent for copper. 
To obtain estimates of d I assumed the rate of return on capital 
(after taxes) to be 10 percent. The estimates of d were .65 for oil, 
43 for sulfur, copper, lead, and zinc, .36 for iron, and .30 for coal. 
These estimates lead to the conclusion that our pen depletion 
provisions provide incentives to use 1.95 times as much capital to 


produce a given income stream in oil exploration as in the rest of the 
economy. The corresponding figure for sulfur is 2.12, for iron 2.13, 


for copper 1.96, for lead and zinc 2.27, and for coal 2.30. 


PERCENTAGE DEPLETION AND THE NATIONAL 
INTEREST 


Scotr C. LaMBERT, Standard Oil Company of California 


The Subcommittee on Tax Policy is engaged in a wide-range study 
of the impact of the Federal tax system on the Nation’s economic 
growth and progress. In connection with this study, special con- 
sideration is to be given to the question of— 

The appropriate treatment of capital recovery allowances in the extractive 
industries to assure a development in these industries consonant with both 
military and civil resources requirements. 

It is altogether fitting that this inquiry should be made as part 
of a comprehensive examination of our entire taxing system and 
policy to diagnose their effects upon the Nation’s economy. But a 
scrutiny of the tax provisions of the United States law which affect 
the extractive industries is nothing new. Perhaps no area in our 
whole taxing system has received more attention or interest than the 
percentage depletion allowance. In every revenue act since 1926 
the percentage depletion provisions have been reenacted without sub- 
stantial change except for including therein many minerals and other 
natural deposits not originally covered. These provisions were re- 
enacted only after a careful examination of the taxing provisions ap- 
plicable to the extractive industries and an evaluation of their necessity 
and contribution in the fabric of our economy. 

In responding to the question put by the subcommittee this paper 
will deal mainly with taxation of the oil industry but the remarks 
will apply with equal force to natural gas and generally to the other 
extractive industries. 


TREATMENT OF CaprraAL Recovery ALLOWANCES 


The profound significance of the extractive industries to the growth 
and stability of our Nation hardly needs mentioning—but the im- 
portance of the taxing provisions which bear upon the preservation 
of capital so vitally needed by the industries in their continuing and 
ever-growing search for new minerals to replace our exhausting sup- 
plies are so critical that every citizen should be informed of their 
purpose and effects. 





450 FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 


It is sobering to consider that some of our most vital minerals are in 
relatively short supply—that the whole national economy depends 
upon explorers finding adequate replacement reserves of minerals 
which are now hidden by nature. In petroleum presently known re- 
serves are only 12 times the current annual consumption, which 
means that continued availability of adequate supplies depends on a 
constant vigorous search to find reserves still undiscovered. One thing 
stands out from the rest in this fabric of continuing exploration and 
that is the necessity of an appropriate measure of capital recovery that 
should not be taxed as income. 

It is fundamental in our tax law that the income-tax levy is upon 
income and not on capital which is the source of income, Thus, a 
taxpayer is assured the recovery of his capital if he realizes a profit 
and it is only the profit after capital recovery that is taxed under 
the 16th amendment. By reason of a special provision of our law, 
realized appreciation of capital assets is taxed as income but at capital 
gain rates. 

Early in the history of the income tax, Congress recognized the 
special problem of the discoverer of a wasting natural resource. In 
all probability he had spent large amounts of capital in fruitless pros- 
pecting before making the discovery. The cost to him of the specific 
discovery would have borne no relation to its value which may have 
been greater or less than the cost directly attributable to it. Yet 
the value of the mineral deposit represented his capital. If he was 
to stay in business he had to recover sufficient capital to permit him 
to replace his wasting capital. 

In recognition of this need, Congress in 1918 adopted the principle 
of discovery depletion. Under this provision the discoverer of an oil 
and gas deposit was allowed to deplete the value of the reserve if 
it was discovered by him and not acquired as the result of the pur- 
chase of a proven tract or lease and if such value were materially in 
excess of cost. In other words, if he purchased it or acquired it prior 
to March 1, 1913, he would have had a capital base for depletion com- 
mensurate with its value. If he discovered it after March 1, 1913, 
Congress felt he should also have a capital base for depletion com- 
mensurate with its value. In brief, the discovery depletion provi- 
sions of the 1918 act were an attempt to estimate and value the under- 
ground reserves of an oil discovery and to set up a value which the 
taxpayer could deduct in determining income subject to tax. 

By 1926 this method, although unchallenged in principle, had be- 
come shackled in a maze of administrative difficulties and inequities. 
Endless controversy over value of an oil deposit upon the date of a 
discovery swamped the Bureau of Internal Revenue. Congress then 
sought a simpler, more easily administered device which would yield 
to the taxpayer the. equivalent of discovery depletion. After several 
years’ study, they adopted, in the 1926 act, the identical provision in 
effect today. 

In brief, the depletion allowance is a deduction from taxable income 
equal to 2714 percent of gross income but not to exceed 50 percent of 
net income attributable to production of oil and gas. In any case, 
however, depletion shall be based on cost if greater than that computed 
on gross or net income. 
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What Congress was attempting to do was stated at the time by 
Senator Reed: 

* * * We provide that the owner of an oil well or a mine who is exhausting 
his capital when he takes out the mineral can chalk off an allowance for depletion 
of his property. That sounds simple; but when we come to apply that the 
application is so complicated that it causes a large part of the disagreement 
between the taxpayers and the Bureau. If Senators will think for a moment 
about the application of that rule to an oil well, it will be realized that the 
owner of the well is exhausting his capital every time he draws a barre! of oil 
out of the well, so part of the value of that oil is in there and part of it is a 
mere return of his capital. In order to calculate what part of it he can charge 
off to depletion the Bureau has been estimating the quantity of oil in the prop- 
erty, which is just about as hard as estimating the quantity of air over the 
property. Then, on top of that estimate, they try to estimate what that oil 
will be worth in the market in future years, which multiplies the first uncertainty 
by a second uncertainty, and, of course, no two people ever agree on that. * * * 
We have taken a big step forward in this bill, in our committee amendment, 
which provides that an arbitrary percentage of the gross selling value of that 
oil shall be deducted to allow for depletion. The owners of some of the oil 
wells say that we have not allowed enough, and some of the experts of the 
Bureau say they think perhaps we have allowed a little too much. Probably 
we have been reasonably fair. But the whole thing is in the line of simplification, 
getting rid of this everlasting accounting.’ 

In examining the appropriateness of capital recovery allowances 
there has never been any issue over the right or propriety of depletion. 
Depletion is an inexorable process and its recognition through write- 
off is as proper and legitimate as depreciation, to which it is so closely 
allied. ‘The capital recovery allowance to which our critical examina- 
tion is directed is the depletion allowance based on a percentage of 
income. This allowance relates only to income generated by the 
production and sale of crude oil and natural gas. The increment in 
value created by transportation, refining, and marketing is not in- 
cluded in the basis fer computing percentage depletion. 

In the depletion allowance Congress has acted in a particular manner 
to deal with a particular problem. It is a rather fundamental char- 
acteristic of our income-tax law to deal with a problem on its merits 
if it thereby serves the national interest. Thus, appreciation of capital 
is not taxed as ordinary income; special tax treatment is accorded to 
life insurance companies, cooperative associations, partnerships, West- 
ern Hemisphere trade corporations, and income from trade or business 
in United States possessions. Other examples will occur to the 
reader. 

What then is there about the extractive industries in general, or the 
oil industry in particular, that justifies a recovery of the capital value 
of a mineral deposit on a basis unrelated to its cost ? 

1. The essential difference between the extractive industries and all 
other industries is the peculiar nature of the wasting asset character 
of the extractive industry. In reality, the miner or oil and gas pro- 
ducer is in the inexorable process of liquidating his capital in minerals. 
In one sense, of course, so is any manufacturer because his plant and 
machinery are gradually exhausted in the production of the article or 
service that he sells, but there is a great difference between the two 
types of capital being exhausted. In the case of the manvfacturer, 
capital represented by plant and machinery is replaceable by the 
expenditure of funds with relative certainty as to capacity, time of 
acquisition, and cost. The oil producer, however, if he is able to 


? Congressional Record, vol. 67, pp. 3018§3019. 
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replace his exhausted mineral reserve at all, has no control over the 
size of the reserves found, the time when they can be discovered, their 
finding cost, or their value. This uncertainty of capital replacement 
is peculiar to the extractive industry. : 

2. The finding cost of an oil and gas deposit bears no relationship 
to its value. In most industries a capital outlay of X dollars will 
bring to the investor plant of approximately X value with a known 
life of utility and productive capacity. In the petroleum industry a 
capital outlay of X dollars may bring to the explorer nothing (8 times 
out of 9) or a million-barrel oil reserve (1 time out of 44) or as much 
as a 10-million-barrel oil reserve (1 time out of 200). 

In considering the value of mineral reserves, it 1s essential to have 
an understanding of the various operations and risks which enter into 
exploration. First, geological and geophysical surveys are made over 
large areas to determine whether drilling operations would be war- 
ranted. These studies are often on a continuing basis and it is not 
infrequent that after several years’ work in an area no possible oil- 
bearing structures are evidenced. If, as a result of this work, an area 
does appear promising and the explorer wishes to venture further 
capital in what is still a venture of unknown success, he will acquire 
leases on properties. These leases convey mineral rights from the 
landowner to the explorer and also permit the explorer to drill. Large 
areas must be leased at substantial cost in bonus and rental payments 
to the landowners with the likelihood, as experience has shown, that 
not over 5 to 10 percent of the acreage will be productive. 

Considerable time may pass and much money may be spent in 
looking for promising oil structures before any actual drilling occurs. 
It is well known that even finding a structure is no assurance of dis- 
covering oil by drilling. If the explorer finds oil in commercial 
amounts, it usually takes 3 or 4 years to develop the field and bring it 
to full production. 

The foregoing refers to the average efforts and results for the in- 
dustry. The experience for any given operator may vary widely from 
the average. By the same token the quantity or quality of reserves 
found from venture to venture by the successful explorer will differ 
widely as will the experience between different explorers even though 
identical efforts and monetary expenditures are made. 

3. When an explorer makes a Dao. he creates or at least finds 
a capital asset that has a definite and realizable market value. This 
value has been shown to be independent of finding costs. The dis- 
coverer can realize this value by sale of his rights in the oil reserves 
at the fair market price. In so doing, he pays a capital-gains tax 
limited to 25 percent on his profit. This alternative to producing his 
own discovery is available to every discoverer and is one which is often 
exercised. 

If the depletion allowance were limited to the capital costs of find- 
ing the oil, it would have a tendency to force the sale of oil properties 
after discovery in order to realize the advantage of the more favurable 
capital-gains tax. The obvious result of forced sales would be to pro- 
mote the divorcement of exploration and production in oil and natural 
gas. It would also likely lead to concentration of ownership in pro- 
ducing activities because of the large amounts of capital required to 
effect the purchases. From a national interest viewpoint it does not 
appear to be a move to encourage. The discoverer should not be dis- 
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couraged from producing his find by this adverse tax situation. 
Rather he should be encouraged to develop his discovery in further- 
ance of our national policy of fostering competitive independent busi- 
ness entities large and small. pe 

To replace his depleting reserves, any individual operator must 
either search for new discoveries himself or purchase from other dis- 
coverers. If he purchases reserves, his depletion base would be related 
to the capital value of the discovery. It appears realistic to treat the 
two alternatives from the same tax standpoint. This would not be the 
case if depletion allowances to the discoverer were limited to finding 
costs. 

Any evaluation of the capital recovery allowances of the extractive 
industries must also take into consideration certain outstanding char- 
acteristics of the petroleum industry which have developed from the 
very nature of its activity: 


Tue Perroteum Inpustry Faces INcreastnc DEMANDS FOR CRUDE 


The petroleum industry is a dynamic and growing industry. Over 
the past 25 years the total demand for petroleum products has in- 
creased from 3 million barrels per day to 8.1 million barrels per day, 
almost a threefold increase or about 4 percent per year. The growth 
during the postwar period, 1946 to 1954, was even greater, averaging 
some 5.4 percent per year. There are indications that this rate of 
growth will increase in the future. This increase in demand has re- 
quired the petroleum industry not only to replace the reserves pro- 
duced during the year, but also to provide additional reserves to meet 
growing requirements. The latter need has placed a requirement 
upon the industry considerably in excess of the volume represented by 
the growth in new demand. 

It should be recognized that underground reserves cannot be pro- 
duced at any desired rate. If the rate exceeds a given level, the total 
ultimate recovery from a field will be significantly less than if a 
more moderate production rate were used. Over the past years, ex- 
perience has shown that an average production rate of 9 percent of 
reserves can be safely maintained. Thus, in order to produce an 
additional barrel of oil to satisfy 1 barrel of new incremental demand 
and stay within the safe range of producibility, the petroleum industry 
must discover 11 barrels of reserves. 

A portion of this increasing demand for oil will be met from im- 
ports of foreign oil. This is desirable because the United States has 
been consuming its reserves at a much faster rate than other important 
producing countries (the Middle East is currently producing at less 
than 2 percent of reserves each year, while the United States is taking 
out 8.1 percent of its underground petroleum wealth). Thus while 
rt _ of the increased demand will be supplied from foreign sources, 
which will husband our own irreplaceable reserves, our national se- 
curity demands that we maintain a dynamic domestic industry and 
assure a vigorous exploration program to unlock the still hidden re- 
serves to replace the present discoveries as they are exhausted. 
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REPLACEMENT Costs Are Hieu rn Proportion to Tora Income 


The petroleum industry’s expenditures for repens crude reserves 
represent an unusually high proportion of total income. Faced with 
the need to discover an increasing volume of reserves year after year 
at higher costs, the petroleum industry must reinvest extraordinarily 
large sums in its operations. Over the past 9 years, expenditures 
for exploration and development in the United States averaged close 
to 50 percent of gross income after payment of royalties. Similar 
information on total manufacturing indicates that the corresponding 
ratio of investment to income would be a maximum of only 10 percent. 

Because of the high ratio of capital expenditures made by the pe- 
troleum industry, it is extremely important that taxpayers have a 
proper measure of the value of wasting capital assets to be recovered 
free from tax. If the return of capital is taxed to any extent over 
a period of time the overall incentive to invest in the industry will 
decline and the source of funds for necessary expansion will not be 
available. 

If anything, the burden of high replacement costs is likely to in- 
crease because the cost of finding new crude reserves is increasing. 
The higher finding costs result from the greater difficulty experienced 
in finding oil, higher labor and material costs, and the fact that the 
average depth of exploratory wells drilled is increasing. Within the 
last 15 years the average depth of all new oil wells drilled has in- 
creased 38 percent. Moreover, the cost of drilling a well increases 
rapidly with increasing depth. To illustrate, the average cost per 
foot of drilling a well increases according to depth as follows: 

At 4,000 feet the cost per foot is approximately 
At 8,000 feet the cost per foot is approximately____________--__________ 
At 12,000 feet the cost per foot is approximately 
At 16,000 feet the cost per foot is approximately 
i1Testimony before Ways and Means Committee, August 14, 1953, pp. 28 and 29. 


Chart 1 shows the total cost of finding and developing oil per 
barrel of crude produced and the average wellhead price of crude 
oil over the past 9 years. Over the 9 years the rise in finding and 
development costs have slightly exceeded the increase in the average 
wellhead price. But since 1948 the increase in these costs has greatly 
outdistanced the increase in the crude price. 

This trend has been encountered despite great technological ad- 
vances in the science and methods of locating promising oil structures 
and drilling to test the structures. Technology can help counter the 
rising costs but cannot be counted on to overcome them entirely. 


Losses ArE UNvusUALLY Hieu 1n ExpLorRATION AND DEVELOPMENT 


The magnitude of losses encountered in the petroleum industry 
exceed those of most other businesses. Eight out of 9 exploratory 
wells are dry and 1 out of 4 development wells are dry. In no other 
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industry of which we are aware is the loss ratio measured in these pro- 
portions. It is true that the producer with sufficient income can 
deduct his losses from taxable income. But this has the effect of 
recovering only a part of his loss. The loss is still very heavy to the 
oil and gas operator. 

The magnitude of the loss ratio experienced by the oil industry 
may be seen from the following: 

In 1953 the industry richer $3.3 billion on petroleum exploration 
and development and $0.5 billion to equip wells and leases, or a total 
of $3.8 billion. This compares to about $8 billion spent for new plant 
and equipment by all manufacturing. Of the $3.3 billion risked by 
the petroleum industry, about $1.8 billion proved to be successful 
investments and approximately $1.5 billion was lost. This $1.5 billion 
lost represented about 25 percent of the gross income realized by 
operators after payment of royalties. Such odds, even with a tax 
offset, assuming income to cover them, become a critical factor. 

It will be recalled that the ratio of investment to income for manu- 
facturing was a maximum of only 10 percent. Even if all of this 
were lost, which it is not, the comparative risks of the petroleum 
industry are much greater. 


Is PercentTAGE DEPLETION Equrrasie 1n Its AppuLicaTIon ? 


An evaluation of the capital recovery allowances of the extractive 
industries would be incomplete if it did not involve a critical study of 
the equity of such allowances in the whole of our taxing structure. 

It is not a test of the fairness of a taxing provision to find that its 


qualities are unique in the tax framework of a nation—or that its 
application is perhaps restricted to a particular industry. It is basic 
that taxation must be equitable as between individual members of 
society—that is, the exaction of Government must not oppress or favor 
individual members or groups to the exclusion or detriment of others. 
To this end Congress in developing tax laws has taken into account 
the unlike aspects of differing enterprises. ‘To meet the unlike aspects 
of the wasting asset nature of the extractive industries, Congress 
enacted the depletion laws. These laws have been in effect for some 
37 years. If Congress has been overly generous in its tax treatment 
of the oil industry the effects should show in high profits of the 
industry, overdiscovery and development of reserves, and possibly 
overproduction since it is evident that in our economy anyone with 
necessary capital can enter upon the exploration for mineral deposits. 

With these points in mind, let us now examine the profits of the 
petroleum industry. A comparison of the profits expressed as per- 
centages of net worth for the petroleum industry, all manufacturing 
excluding petroleum, and all trade for the period 1946-54 is shown 


below. These data reported by the National City Bank of New York 
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cover a large number of companies and are representative of the 
classification shown: 


Net income after tag as a percent of net worth 
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It will be noted that the profits of the petroleum industry were 
equaled or slightly exceeded by those of manufacturing, excluding 
petroleum, in 4 of the 9 years and by trade in 2 of the 9 years. For 
the 9-year average, however, the profits as a percent of net worth of 
the petroleum companies exceeded both the manufacturing, excluding 
petroleum, and trade by but 1 percentage point. In view of the high 
risks in petroleum production, it is not unreasonable to expect that 
the rate of return on the cost of successful properties should be some- 
what greater than on investments involving less risk. 

Although the petroleum-industry earnings have not been out of line 
with earnings in other industries, the requirement for heavy reinvest- 
ment has prevented the distribution of earnings to shareholders in the 
same proportions as that shown by other industries. Thus the De- 
partment of Commerce reported that for the 5 years 1944-48 in- 
dustrial corporations — out in dividends approximately 41 percent 
of their net income while the larger oil companies paid out slightly 
more than 35 percent for the same period. For the year 1954 the cor- 
responding figures were 52.9 percent for manufacturing companies 
and 42.7 percent for oil companies. 

A review of the amount of crude reserves discovered in relation to 
the demand for crude will serve as a final measure of the actual equity 
in the present percentage depletion provisions. If percentage deple- 
tion has pitied the oil industry an incentive inequitable in relation 
to its purpose, there would have been an inordinate allocation of re- 
sources to exploration for oil and the results of this effort would have 
led to an increased ratio of crude reserves to requirements. This has 
not occurred as is shown in chart 2. 

Chart 2 shows the end-of-the-year proved reserves and the total de- 
mand for crude oil in the United States for the past 19 years. It is 
significant to note that over this extended period of time the amount 
of crude reserves in relation to the demand for crudes has not increased 
at all. Therefore, any incentives available to the petroleum industry 
have been no more than sufficient to encourage the activity necessary 
to meet requirements. 
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Operating under laws which recognize percentage depletion has 
enabled the industry to develop some excess producibility. National- 
defense interests dictate that a substantial margin of crude produci- 
bility above peacetime demand be maintained. If foreign crude oil 
imports into the United States were cut off, the margin of excess 
producibility would be reduced, possibly to the point where domestic 
production would have to exceed rates which would assure the maxi- 
mum ultimate recovery of the reserves. 

The President’s Materials Policy Commission recognized this 
danger and suggested, as a measure for national security, the possi- 
bility of maintaining— 
instead of the usual ratio of 1 to 12 or 13, reserves of 16 to 18 times production, 


with the surplus left unsterilized but available for stepped-up withdrawal should 
the need arise.’ 


In fact, any change in tax provisions which would reduce the flow 
of cash funds for exploratory activity would prove to be undesirable 
from the point of view of the national interest. 

The foregoing material has viewed percentage depletion from the 
standpoint of its appropriateness as a capital recovery allowance and 
its equity in our tax picture and provides the reasons why percentage 
depletion has withstood every critical examination made during the 
last 30 years. However, it may prove helpful to consider briefly 
specific alternatives to percentage depletion and to evaluate their 
overall effect on the national interest. 


ALTERNATIVES TO PERCENTAGE DEPLETION 


The most frequently mentioned alternative is to eliminate percent- 
age depletion, to limit depletion to finding costs and let an increase 
in price provide the necessary capital requirements of the industry. 
The extent to which United States crude prices would have to rise 
to compensate for the loss is not known, but is estimated to be 
substantial. 

it is hardly necessary to mention that oil is an international com- 
modity and that United States crudes are competing more and more 
with foreign crudes. Foreign crude reserves are of greater magni- 
tude and unit operating costs are lower than in the United States. 
It is unlikely that a price increase in domestic crudes would be fol- 
lowed by a compensating worldwide increase in crude prices because 
(1) changes in United States tax provisions would not affect foreign 
corporations; and (2) the strong tendency of the abundant lower 
cost crudes to seek a market would nullify such a possibility. Under 
such conditions, and in the absence of import restrictions, the higher 
price in the United States could not be maintained since foreign 
crudes would flood the domestic market. The overall result of the 
failure to maintain the higher crude price would be to curtail explora- 
tory effort and the discovery of reserves in the United States. The 
effect of such an alternative upon the national interest is obvious. 

It may be possible, however, to maintain for a period of time the 
higher crude prices through import restrictions or increased tariffs. 
This latter action does not appear to be sound approach on the basis 
of economics or international relations. It is doubtful that anything 


? A Report to the President by the President’s Materials Policy Commission, vol. ITT, p. 11. 
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could be gained and in all probability serious damage would result 
from substituting an increase in crude price for percentage depletion. 

It may also be noted that an increase in the price of crude would 
correspondingly increase the market value of discovered reserves. If 
capitalized finding costs were the only basis for depletion, the dis- 
coverer would have an even greater incentive to sell his reserves and 
pay a capital-gains tax. 

Another alternative to percentage depletion sometimes mentioned 
is the use of a subsidy by the Government to provide for needed ex- 
ploration and development. ‘This seems particularly undesirable in 
terms of our basic economic philosophy. Subsidies should be ap- 
plied as support to industries only when no other alternative is feasi- 
ble. Generally, deviation from just and proved taxation principles 
for a vital industry engaged in a basic economic activity endangers 
the national interest. Specifically, a subsidy would reduce the over- 
all efficiency of the petroleum industry by encouraging wasteful ex- 
penditures in activities which would be too risky or offer too small 
a return for private capital to undertake. 


NATIONAL INTEREST ASPECTS 


In the preceding pages we have examined the treatment of capital 
recovery allowances from the viewpoint of their appropriateness to 
assure development of the extractive industries. Let us now turn to 
the larger question of the effect upon the Nation’s economic growth 
and progress, of the taxing provisions affecting the extractive indus- 
tries. The President’s Materials Policy Commission was definite in 


its view: 

First, the device of percentage depletion is a powerful inducement to capital 
to enter the relatively risky business of searching for mineral deposits of un- 
certain location, quality, and extent. Where the national need is great, there 
is justification for using a higher percentage depletion rate than might be ap- 
propriate if recovery of capital investment were the sole objective. This im- 
plies a need for being highly selective in the application of percentage depletion 
to various minerals. 

Second, the privilege of expensing exploration and development costs for 
minerals is a further inducement to risk capital to enter fields where a broaden- 
ing of national reserves is needed. The expensing privilege in conjunction with 
percentage depletion makes a strong incentive combination. 

The background and purpose of Congress in enacting the percentage 
depletion allowance has been briefly treated above (considering the 
space limits on this paper), but a word is pertinent on the expensing 
of intangible development costs by oil explorers and producers. 


Intangible developments costs 

Since 1918 the tax regulations have given taxpayers the election to 
expense or capitalize, as depletable property, all intangible drilling 
and development costs. This term refers to amounts paid for labor, 
fuel, repairs, hauling, or supplies, etc., incident to oll conaames for 
the drilling of wells and the preparation of wells for production. The 
cost of assets which havea ace value, such as the drilling apparatus 
itself, pipe, tanks, etc., is not included and must be capitalized and 
depreciated. Intangible drilling and development costs incurred on 
a producing property are required to be deducted from the gross in- 


2A Report to the President by the President’s Materials Policy Commission, vol I, 
Recommendations on Tax Policy. 
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come of the property for purposes of the net income limitation on the 
depletion allowance for the property. Hence some of the benefit of 
the deduction of expenses is lost as a reduction of the depletion 
allowance. 

The 79th Congress reviewed the regulation providing for the ex- 

ensing of intangibles and by a House concurrent resolution confirmed 
the continuation of this treatment. Some of the reasons for the ex- 
pensing of intangibles are as follows: 

(a) Most of the expenditures for intangibles are for wells re- 
quired to maintain productive capacity, and are similar to mainte- 
nance costs required to continue 1n business. 

(6) The option simplifies administration by avoiding contro- 
versy over the classification of expenditures as depletable or de- 
preciable capital, to the possible productive life of the well, ete. 

(c) It is an incentive for the industry to develop discovered 
reserves immediately and thus insure maximum producibility to 
meet unforeseen contingencies. 

(d) It facilitates the financing of development by providing a 
current writeoff of these expenditures for tax pufposes. 

The right to expense these costs has proved a sound tax policy and 
the combination of this deduction and the percentage depletion allow- 
ance have made and will continue to make a great contribution to the 
Nation’s economic welfare. 


Exploration costs 

In view of the subcommittee’s avowed search for ways “to improve 
the tax system in the interest of assuring for the long run the most 
rapid rate of economic growth consistent with short-run stability” it 
would bein order to mention briefly exploration costs. These costs in 
the case of oil and gas consist generally of geological and geophysical 
exploration programs and related exploratory activity. Such costs 
may be deducted only when the activity does not result in the acquisi- 
tion or retention of potentially productive properties. Otherwise the 
cost must be capitalized. Since most of such costs are incurred on 
areas acquired or retained for further examination large sums are 
tied up in unamortizable capital for extended periods until the further 
examination proves fruitless and the areas are abandoned. In the end, 
generally years later, between 90 and 95 percent of such costs are writ- 
ten off as losses. 

The President’s Materials Policy Commission observed the incon- 
gruity of enforced capitalization of these costs in the minerals taxing 
scheme and the deterrent effect on exploration and suggested that— 
exploration and development costs for minerals should be fully expensible for 
tax purposes because of the direct incentive this arrangement gives for capital 
to take risks in highly uncertain fields. Such expensing would be likely to be 
particularly important for the petroleum industry whose annual exploration and 
development costs are measured in billions of dollars.‘ 

The industry has for many years contended that exploration costs 
should be allowed as current expenses rather than be capitalized and 
later recovered through abandonment losses. This would be consistent 
with the treatment of research and development expenses which are 
deductible under the 1954 Internal Revenue Code. 

In the final analysis the best measure of the value of percentage 
depletion and expensing of intangible costs to our economy is how 


eO————— 
* Report to the President by the President’s Materials Policy Commission, vol. III, p. 12. 
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they have worked for the country in the 30 years since the adoption of 
the percentage depletion allowance and 37 years since expensing of 
intangible development costs were recognized : 


In PEACE 


1. They have aided immeasurably in building the standard of living 
of the American people by providing a cheap and plentiful supply 
of energy. The difference between the sti andard of living in the 
United States and the rest of the world is due, in large measure, to 
the difference in the per capita energy utilization between the United 
States and other countries. Per capita consumption of petroleum in 
the United States is 20 times as much as in the rest of the world, and 
67 percent of the total energy requirements of the United States are 
now supplied from petroleum. In part this is due to the plentiful 
supplies developed by an aggressive industry. In part, also, it is due 
to making this highly versatile form of energy available at low cost. 

They have helped to provide a steady flow of capital into the 
hazardous, high-cost business of exploring for and developing oil 
reserves to replace the millions of barrels consumed daily in this coun- 
try. 


Despite a tremendous consumption of over 41 billions of barrels 
since 1926 the known reserves are higher today than at any point in 
United States history. 

4. Percentage depletion in particular has been a direct aid to the 
production of marginal reserves which would otherwise be abandoned 
because of their comparatively high cost of operation. There are 
approximately 293,000 of these so-called stripper wells and they repre- 


sent a significant part of the total developed reserves of our country. 
All wells, regardless of their initial production, finally become mar- 
ginal. When they do so, large sums of money must then be spent on 
secondary recovery methods in order to keep them producing in pay- 
ing quantities. If it were not for the depletion allowance, the indus- 
try would be forced to plug many of these marginal wells. Waste 
would result since the oil left in the ground would never be recovered. 
Secondary recovery methods are improving through new scientific 
devices and engineering which will salvage millions of barrels of oil 
that would be otherwise lost. This is a direct benefit to our economy 
flowing from percentage depletion. These operations are as expen- 
sive and as hazardous as new drilling and would be discouraged if 
it were not for the depletion allowance. 


In War 


1. World War IT was waged and won on petroleum from our ex- 
haustible and irreplaceable reserves. 

2. Eighty percent of all the petroleum consumed in World War II 
came from United States wells. The consumption of petroleum by 
modern war machines is almost unbelievable. One of our latest planes 
burns in 1 hour as much fuel as the typical family auto in 3 years. 

3. Next to manpower and along with steel, it was the most impor- 
tant weapon on our side. The brilliant mobilization of our petro- 
leum resources by the PAW during the war was a decisive factor in 
the Allied victory. 
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4. Our great advantage in petroleum resources and refining facil- 
ities was matched by the enemy’s weakness in the same materiel. It 
was the greatest single shortage of both Germany and Japan. 

5. The many years of sound taxing provisions relating to petroleum 
helped build a strong peacetime industry which was able to provide 
the sinews of war when needed. This experience has pointed the 
way to protect our security in the future by assuring a strong industry 
and adequate available mineral resources. 


CoNCLUSION 


In peace and in war the Federal taxing provisions relating to min- 
erals have rendered a service that is a testimony to the wisdom and 
vision of the Congress that adopted the provisions in 1926 and has 
repeatedly fought down ill-advised attacks upon them ever since. 
These provisions have become integrated into the fabric of our finan- 
cial structure with such valued results that the President’s Materials 
Policy Commission, after a thorough study of the depletion question 
in 1952 said of it: 


The prospects for future production of crude oil in the United States depend 
primarily on the rate of exploration and its success. In the past the rate of 
exploration has been responsive to market conditions. Furthermore, discoveries 
have largely been proportional to the rate of exploration with such year-to-year 
variability as is to be expected from the uncertainties inherent in wildcatting. 

The principal influence of public policy to date upon the rate of exploration 
for crude oil, beyond the provision of the general legal and social framework in 
which the free enterprise of the wildcatter can flourish, is to be found in the 
tax system. In particular, the provisions permitting the expensing of the 
intangible costs of drilling and the charging of depletion as a percentage of 
the value of oil produced and sold have acted as powerful stimulants to explo- 
ration. 


In short, the device of percentage depletion as an incentive to minerals 
exploration is not without its limitations. But no alternative method of tax- 
ation has come to the Commission’s attention or could be devised by the Com- 
mission which, in its judgment, promises to overcome these limitations and still 
achieve the desired results, particularly not without seriously dislocating well- 
established capital values and other arrangements in the industries concerned, 
with highly adverse effects on supply. Taking the practical situation as it finds 
it, the Commission believes that any radical alteration of the existing tax arrange- 
ments would be undesirable.° 


The impact of these provisions on our continued economic growth 
could not be better appraised than by this impartial Presidential Study 
Group. 


“s, Ropes to the President by the President’s Materials Policy Commission, vol. III, pp. 
an ' 
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COST OF FINDING AND DEVELOPING CRUDE OIL RESERVES CHART | 
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PERCENTAGE DEPLETION AND NATIONAL SECURITY 
James R. Netson, Amherst College 


This discussion will begin with disclaimers: No attempt will be 
made to forecast the exact effect on the American economy of an 
atomic war involving the United States, or of the security implica- 
tions of international difficulties in one or another part of the world. 
No exhaustive analysis of statistical data will be attempted. No argu- 
ments will be advanced with respect to the vexed question of whether 
percentage depletion and other Federal income tax provisions relating 
to the extractive industries constitute aoe in the tax system. 

On the positive side, attention will first be centered on Adam 
Smith’s dictum that defense is better than opulence. 


Tue RevaTIoNsHie or Securiry TO PRosPeriry 


A remarkable, and in some ways disconcerting, feature of World 
War II was its combination of the greatest amount of defense in 
American history with considerable if lopsided opulence. The dan- 
gers of dividing wartime gains in money income by cost-of-living 
indexes are obvious, but it is common knowledge that the civilian 
economy was better off with respect to the supply of some goods than 
it had been during much of the previous decade. This improvement, 
however, was a byproduct of two grave weaknesses in the prewar 
economy : we certainly had not had enough prosperity, and in the light 
of later events we also had not had enough security. 


In the economically more desirable environment of the past decade, 
security and prosperity have been competitors. The effect of national- 
defense << Sapte in creating incomes has been much less obvious, 


and probably much less important, than its effect in raising taxes. 
This tug-of-war-and-peace is not directly at issue here, although it is 
important indirectly because it enhances the importance of any special 
tax arrangements. An industry which still pays quite heavy taxes 
may attract resources which would have shunned it in the days when 
there was no income tax at all. 

Beneath the obvious struggle between civilian and military claim- 
ants for resources there also lurks a broad fundamental identity of 
interest. Unless the United States is to be reorganized along the lines 
of ancient Sparta, security cannot be construed to mean a perpetual 
austerity which releases most of the able-bodied population to guard 
the frontiers and the rest of the population. Given the assumption 
that national security cannot be defined in terms of ability to achieve 
maximum military strength on an hour’s notice, the obvious defini- 
tion must be that security means excess capacity. This can take the 
economically and socially unpalatable form of unemployment of all 
factors of production, as it did during many years of the 1930’s or it 
can be achieved along with full employment by obtaining the highest 
possible output from all available factors of production. This is the 
economist’s familiar “optimum allocation of resources.” Over a period 
of time, part of this highest possible output may be diverted into 
capital accumulation, thereby raising output still further and pro- 
viding an additional store on which the economy may draw in case of 
an emergency, part may be used to expand the supply of durable or 
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dispensable consumer goods, or part may be used to decrease hours 
voluntarily worked. The great emergency strength of the American 
economy is precisely in its combination of a large store of capital on 
which to draw, a large potential labor pool even in periods of full 
employment (possibility of longer hours, return from retirement, 
housewives drawn from the home, juveniles working after school and 
on Saturdays, etc.), and a high ratio of dispensable to total consump- 
tion. Once direct military claims have been granted their share of 
the peacetime economic effort, the burden of proof must rest on indi- 
rect demands on the economy made in the name of security : it must be 
established that a system which provides the best potential security 
because it produces high levels of output and high peacetime living 
standards is not adapted to the peculiarities of certain segments of 
the economy. 

Specifically, the necessary conditions for this proof are: (1) That 
dispensable uses of a commodity, or durable-goods sources of a service, 
are unusually small, or emergency demand increases unusually great, 
or (2) that important reductions in supply are particuarly likely 
before or during an emergency. The sufficient condition, without 
which neither of the preceding two is conclusive, is that restoration 
or increase in the amount of the commodity produced takes an abnor- 
mally long time. 


Tuer ExtTrAcrTiveE INDUSTRIES AND NATIONAL SECURITY 


Adam Smith had just such peculiarities in mind when he qualified 


his enthusiasm for the wealth of nations. In his time and place, a 
national merchant marine met all of the specific conditions listed in 
greater or lesser degree; hence his support of special measures for its 
protection. Hence also the policy of the United States Government 
with respect to both the shipbuilding industry and the merchant 
marine. But percentage depletion is used solely in calculating the 
Federal income-tax returns of a long list of extractive industries in 
the United States, of which only oil wells have so far gone to sea. 
What peculiarities do they have which prevent their norma! contri- 
bution to a peacetime economy from measuring their importance in an 
emergency ? 

The term “extractive” is not just a descriptive term for industries 
whose economic role is to remove commodities from beneath the surface 
of the earth; it is practically the only term which fits them all. The 
essential feature of these industries is that they are engaged in the 
recovery of nonrenewable products. This is not completely satis- 
factory; mining the soil is possible in agriculture, and the classifi- 
cation of peat depends on the rate of extraction. But, in general, the 
nonrenewable resources were formed over eons and are being removed 
in years. 

Thus these industries provide an exception to the general rule that 
high output is an aid to security as well as living standards. As 
their representatives are the first to stress, their operations involve 
depletion of natural resources. 

As a first approximation, then, the normal peacetime operation of 
the price system may yield too much output of this one group of 
products even though this is assumed to be impossible for goods in 
general. This is a special case under the general heading of impor- 
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tant reductions of supply before or during an emergency. Present 
supply reduces total future availability; therefore the obvious way to 
insure adequate emergency supplies would seem to be to restrict 
consumption by special excise taxes, and so forth, in peacetime, or 
to rely on imports to conserve domestic resources. 

This conclusion is precisely the opposite of that reached in most 
discussions of appropriate national policy for the extractive indus- 
tries. Before it can be accepted, its application to important groups 
of natural resources must be examined. 

In 1950, at the beginning of the last national emergency, mineral 
fuels provided $8.7 billion of the total value of mineral production 
of $11.9 billion; crude petroleum alone amounted to $5 billion, and 
natural gas and natural-gas liquids to a further $700 million, for a 
combined total of almost half the total minerals production. Bitumi- 
nous-coal production was valued at $2.5 billion, and anthracite at $400 
million. Other nonmetallic minerals had a value of $1.8 billion, with 
values over $100 million only for cement, stone, sand and gravel, and 
sulfur. Metals contributed $1.4 billion, led by iron ore at $500 million, 
copper at $400 million, and zine and lead over $100 million each.’ 
These statistics tend to exaggerate the importance of nonmetallic 
minerals because cement is at a higher stage of fabrication than the 
ores and crude products listed elsewhere. 

Coal is in second place on this list, with a value almost equal to the 
combined total for all of the nonfuel products combined. The long- 
run problem of exhaustion of the resource is so far down on the list 
of the problems facing the industry, and the economy with respect to 
the industry, that it can be practically disregarded. The United 
States now appears to be on the verge of a revolution in energy re- 
sources comparable to that which accompanied the spread in the use 
of coal which began a century or more ago or of oil 50 years ago. 
Although atomic energy’s final role can scarcely be guessed, its first 
contributions are aoe to be made in replacement of some of the 
more important uses of coal. Even before the appearance of atomic 
energy, the emergency coal supply problem had nothing to do with 
the adequacy of reserves. Thus it must be assumed that the exhaus- 
tion of coal in a physical sense has very limited significance either for 
the economy or for national security. 

The same comment applies to the major nonmetallic minerals, with 
the possible exception of sulfur. The tonnages produced are very 
great, uses are diversified, and substitutes usually unlikely because of 
the very low unit prices of most of the important nonmetallics. But, 
again except for sulfur, deposits are widespread and known reserves 
are generally high relative to current production. Further, unlike 
the basic fuels, a considerable fraction of the normal peacetime de- 
man for these products is dispensable in an emergency. Even if 
widespread devastation of American cities should occur, it is question- 
able whether the resultant demand for building materials would be 
allowed to express itself immediately. This would require the coop- 
eration of too many other scarce factors of production. And use in 
construction accounts for most cement, sand and gravel, and stone 
except certain grades of lime and limestone. 


1 Statistical Abstract of the United States, 1953, pp. 720-722. 
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This leaves the petroleum group and metallic minerals. In terms of 
this analysis, such nonmetallics as borax, potash, phosphate, and mica 
could appropriately be added, along with sulfur, because of similari- 
ties in the emergency supply-demand problem. 

First for the differences among individual products in this group 
which are relevant for this discussion: (1) Petroleum products are not 
recoverable after use either directly or indirectly through their con- 
tribution to increased output; fertilizers are not directly recoverable, 
but they may continue to contribute their services indirectly for some 
time; metallics are recoverable from most uses, and contribute to satis- 
fying demand during an emergency without the diversion of new 
production because of their durability. So petroleum, sulfur, and 
lead used in gasoline provide straightforward examples of economic 
exhaustion: present use does cut total future availability. The sup- 
ply of most metallics suffers from attrition of various forms once the 
metal is embodied in a final product, and a large part of the supply is 
locked into the economy and therefore unavailable for new emergency 
demands although continuing to satisfy original requirements, But 
for most uses of metallics, new production not only reduces the re- 
serves below ground but also partly counterbalances this reduction 
by increasing the supply of potential scrap. This may be economi- 
cally a better source of supply for most emergency needs than new 
output, since it may make fewer demands on scarce productive factors. 

(2) The durability of most metallics in use applies in still greater 
degree, with the possible exception of iron and steel, to their suitability 
for stockpiling. This has been recognized since World War II, with 
the result that present stockpiles of some minerals would probably 
satisfy an important fraction of emergency demand. Stockpiling is 
not only a means of converting national underground resources into 
more immediately usable forms; it also permits acquisition of foreign 
resources which might not otherwise be available at all. Finally, 
stockpiling of some minerals from some sources may amount to ad- 
vance preclusive buying, by simultaneously providing an additional 
supply for the United States and denying it to a potential enemy. 
This should not be exaggerated, since the stockpile purchases may be 
matched, or more than matched, by increased production, but with 
respect to supplies from doubtful areas it may have some importance. 
Many metallics can also be stockpiled relatively cheaply because of 
their high value per unit of weight and especially of volume. Petro- 
leum is not a good stockpile candidate, although it is questionable 
whether the possibilities here have been fully investigated in view of 
the trend toward stockpiling natural gas in advance of winter con- 
sumption peaks in caves, exhausted gas and oil formations, etc. The 
problem of physical loss and deterioration is greater, the value per 
unit of weight or volume is less, and the sheer quantity of consumption 
is enormous. 

(3) For minerals, the problem of waste of resources in actual pro- 
duction is minor. Laws as to the maximum size of initial mining 
claims may produce considerable duplication of effort while a new 
ore body is being opened up, but the prevalence of words like “con- 
solidated” and “amalgamated” in the corporate titles of mining com- 
panies is evidence that this ——- is likely to be temporary. In 
petroleum and natural gas, if surface property rights are in different 
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hands, the temptation to get there first with the most is very strong. 
Hence the familiar pictures of a forest of oil derricks in Long Beach, 
Calif., and in general the problem of minimizing the number of wells 
required for effective recovery of the underground resource. The pos- 
sibilities of waste extend beyond loss of oil through lowered pressure 
or poor location of wells. Too many wells use too much labor, too 
much steel, too much transportation, and too much of everything else 
required for well drilling. In terms of the basic contribution of a 
peacetime economy to national security, duplication of investment is 
undesirable even if it wastes no oil at all. 

(4) In an emergency, petroleum output can be expanded at less 
additional cost per unit of additional value than minerals output, 
unless wells are already producing at maximum capacity. This level 
of production, in turn, will normally waste oil, or require secondary 
recovery which could have been avoided with lower original rates of 
production. So a policy of maximizing the total recovery from an 
oil pool automatically creates some excess capacity for use in an 
emergency at very little extra cost in money or resources, although at 
some long-run cost in total oil recovered. Expansion of mining output 
is normally expensive in money, which means for emergency purposes 
in man-hours and materials. Conversely, there is no direct con- 
nection between current rate of production and total ultimate recovery, 
as long as the property is not abandoned. 

It is clear, then, that petroleum and metals present very different 
security problems in a number of important respects. Therefore the 
security aspects of the Federal taxation applied to them cannot be 
examined for both together. But this examination must be preceded 


by a return to the basic meee Why are not both products, or their 


producers, obvious candidates for unusually high taxes? In par- 
ticular, since there is an obvious and recognized relationship between 
gasoline taxes and highway costs, why are they not both candidates 
for higher taxes levied for the specific purpose of restricting domestic 
production and consumption of irreplaceable resources ? 

One answer is that these products are peculiar because normal peace- 
time uses are practically indispensable: 

* * * J think it would be well if we had enough [domestic oil capacity] so that 
we would not even have to ration in time of emergency, because rationing is a 
nuisance.* 

But to recommend that plans be made to provide normal peacetime 
supplies of all products to civilian buyers would be to favor dissipa- 
tion of many of the security advantages of the American economy. 
For some products, including a few basic foods, by far the greater 
part of normal demand is really indispensable. For others, includ- 
ng pines and most metal products, the margin of dispensability 
1S tar nl er. 

For a specialized products, usually military end items, it can 
be argued that normal peacetime supplies are very small or even non- 
existent. This may also be true of certain particularly strategic 
metals and nonmetallic minerals, but it is not true of the major prod- 
ucts of the extractive industry, that is why they are major products. 
At various times in recent years, the country has suffered tungsten 


2 Testimony of Gen. Ernest O. Thompson, chairman, Texas Railroad Commission, General 
Revenue Revision, hearings before the Committee on Ways and Means, House of Representa- 
tives, 88d Cong., 1st sess., pt. 3, p. 2026. 
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shortages, cobalt shortages, and various others involving products 
whose markets are normally quite limited. But these problems have 
often arisen because of exceptional demand increases. They would 
not always have been alleviated if all dispensable supplies had been 
shifted to military uses. In these instances, something might be ac- 
complished by efforts to expand normal peacetime supplies by special 
incentives, but in general the best solution would seem to be to fore- 
cast military demands as far ahead as possible and order accordingly. 
Great output stimulation of one minor but essential mineral will from 
time to time be desirable, but great output stimulation for all of them 
could easily represent a very expensive form of insurance. 

The problem of abnormal emergency demand is relative not only 
to the amount of possible cutback in civilian demand but also to the 
availability of supplies. If these actually decline immediately before 
or during an emergency, and cannot be rapidly increased, then the 
industry constitutes a special security problem. Variations on this 
theme are in fact basic to the case of these industries for special tax 
treatment: 

1. All extractive industries must continuously seek new deposits if 
they are to maintain output and reserves. For coal and most of 
the important nonmetallics, this search is almost certain to be suc- 
cessful with minor expense and effort except perhaps for special 
grades, and substitutes can often be found even for them. For oil 
and some metals, there is a definite risk of nondiscovery, or of discov- 
ery only of very inferior resources. From this point, the argument 
has two variants which are often confused: (a) The risk for the 
entire industry is large; or (d) the risk for any individual member 
of the industry is large, and he will not undertake exploration unless 
he is given incentives which encourage him to cope with his particular 
risk. The first variant represents essentially uninsurable risk; the 
second describes a risk which is possibly insurable, but for one reason 
or another not insured by the simple device of consolidating the financ- 
ing of development in relatively few hands. The first problem may 
be of genuine significance for national security. The second may 
only be of significance if it is agreed that the emergency strength of 
the country 1s increased by a large pre-emergency supply of small 
independent oi] wildcatters. 

2. The problems of specialization of productive factors, and time 
consumed to bring new resources into production, are in part related 
to the question of risk. If the risk of nondiscovery is great, and 
part of the labor force is specialized, a lean period in discoveries may 
start the industry on a downward trend which will be hard to reverse. 
In crude-oil production, with small direct labor and special equip- 
ment requirements once a well has begun producing, the question of 
risk is at the heart of the problem of expansion. 

3. Imports may be either nonobtainable, or unreliable, especially 
during an emergency. The recent Swiss watch controversy provides 
an example of the use of this argument in another area of the economy. 
With respect to petroleum and minerals, it is claimed that United 
States reliance on foreign sources increases our vulnerability because 
of possible transportation difficulties, direct enemy seizure, or simple 
foreign refusal to maintain sales to the United States market. 
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In its extreme form, the import problem may be illustrated by the 
following: 


* * * Tt seems that Texas crude is being supplanted by foreign crude by some 

companies. This works a hardship on Texas producers, The average Texas 

oil well produces 20 barrels per day. The average Persian Gulf area well pro- 

duces 5,000 barrels of oil per day. 
’ 2 * 


+. * * s 

How can a Texas 20-barrel allowable compete with a 5,000-barrel well? 

We have built up a reserve daily producing ability in Texas of 600,000 barrels 
of oil per day for defense. Now we are confronted with the threat of being 
supplanted with foreign crude. It does not seem fair.* 

The addition of this reserve supply to current Texas output would 
have raised the average to only about 25 barrels per day. So the 
only way to combine security with economic considerations would be 
to stockpile petroleum, if this were possible. The direct comparison 
is unfair to the current productivity of,the United States oil industry 
in a number of respects, and does not consider transportation costs 
from the Persian Gulf. But it would be hard to add enough cost 
differences to the Persian Gulf figure, including the 1014 cents per 
barrel import duty cited by General Thompson, to cbtain a figure even 
approaching probable United States costs. 

n general, the import problem is not a separate issue for products 
that can be stockpiled. If the foreign price is enough less than the 
cost of domestic output to permit the payment of full carrying charges 
on the maximum desirable reserve supply, domestic sources should not 
be encouraged. If the foreign price is lower, but not that much lower, 
then the problem cannot be solved along strictly price lines. Questions 
must be raised as to the availability of the imports under specified 
conditions, the minimum domestic industry which has to be kept in 
being in order to permit expansion during an emergency, etc. 

For oil, the import problem is a separate issue. Which leads directly 
to the relevance of the percentage depletion allowance to oil pro- 
duction. 

PERCENTAGE DEPLETION AND PETROLEUM 


The problem of reconciling security and efficiency in petroleum sup- 
ply would appear to be hopeless. Our output per well is only four- 
tenths percent as high as the level reached in the Persian Gulf area, 
we encounter immense risks in finding more, import sources are un- 
reliable and likely to be cut off, and stockpiling appears to be 
impracticable. 

Fortunately, the situation may not be this serious. The State of 
Texas alone accounts for almost half of United States production 
and over half of proved reserves. And Texas has controlled drilling 
and output since 1934. By 1950— 


* * * we have wells at east Texas that can produce 30,000 barrels of oil today, 
if opened wide open, but they are only allowed to produce 12% barrels per day 
because the market demand is such that we can only make room for 12% barrels 
from a 30,000-barrel well * * *.* 


*Bxhibit submitted by Gen. Ernest O. Thompson, press release of February 14. 1953, 
Petroleum Study, hearings before the Committee on Interstate and Foreign Commerce, 
House of Representatives, 83d Cong.. 1st sess., n. 690. 

*Testimony of Gen. Ernest O. Thompson, Petroleum Study, hearings before the Com- 


mittee op, [ereretate and Foreign Commerce, House of Representatives, 834-Ceng, ist 
sess., p. 626. 


68595—55 31 
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Evidently, then, the domestic industry is already on a partial stand- 
by basis, which affects the efficiency comparisons already made. It 
also affects the security aspects of oil taxation. Restriction of produc- 
tion to demand at a constant or rising price can make larger income- 
tax deductions effective in spurring producers to discover more oil, 
because market price does not decline in response to greater supply. 
But the price structure alone will not make the tax incentive fully 
effective if there is inadequate control over the total investment in 
wells. 

Here again the Texas experience is instructive: 

* * * in the 21 years under conservation, we have increased the number of 
wells in Texas from 47,000 * * * to 142,000 * * * and the production is 20,1 
barrels per well as against 15.7 in 1932 * * *.° 

Overdrilling in Texas was notorious before the introduction of con- 
trols. So this small increase in barrels produced per well is surprising, 
especially in view of minimum spacing requirements.® At least a 


partial answer is provided by the legal limitations on action by the 
Texas Railroad Commission : 

* * * we are bound by law to protect correlative rights as well as prevent 
physical waste.’ 

As long as royalties are payable only when producing wells are located 
on the property, the pressure for overdrilling must continue except 
in very sparsely settled areas. A higher price will simply increase 
this pressure, as will percentage depletion—the latter by reducing 
the margin between income before and after tax. 

The original discovered value method of calculating oil depletion 
rewarded genuine wildcatting. The reward went to the original dis- 
coverer. As long as no controls existed on further drilling in a field, 
this benefit was of rather speculative value, but at least it tied the 
reward for risk to the assumption of it. This the present percentage 
depletion system, available to all owners of producing wells and to 
all royalty owners, does not do. 

In practice, original producers and latecomers must receive the 
same field price for their crude. But percentage depletion may dif- 
ferentiate between them: This allowance may be restricted to the en- 
couragement of wildcatting, which is cited by practically every indus- 
try spokesman as its true function. In order to prevent the benefit 
from being frittered away by a decline in gross for the original 
discoverer as competitors follow after or he, himself, must overdrill 
to satisfy every royalty owner, percentage depletion should be re- 
stricted to unitized fields. 

Finally, the problem of risk in oil discovery deserves more careful 
examination than it usually receives. The insurance principle should 
not be neglected; nor should businesses without discovery risk be 
viewed as necessarily more secure. 

With the increasing effectiveness of State output controls and their 
correlative influence on crude-oil prices, the sales-price risk is now 
much less in oil than in the economy generally. The crude product 
does not require advertising or sales promotion, so the commercial risk 
of not being able to impress consumers with the special qualities of the 


®Ibid., p. 610. 
*Tbid., p. 616. 
TIbid., p. 626. 
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article is nonexistent. Outlays are low relative to income from the 
start of production to the stripper stage, so the purchase-price risk 
is slight. Even the income-tax risk—the danger of increased future 
rates—is reduced by expensing and percentage depletion. It would 
be hard to maintain that a large concern exploring for crude oil incurs 
a total risk, in all dimensions, greater than that of a filling-station 
operator in northern New Jersey or southern New England. 

These general statements can be tested against three bits of evidence: 

1. Comparisons of rates of return on net worth of 24 oil companies 
and of an unspecified but large number of manufacturing corporations 
show oil returns lower in every single year from 1934 through 1948.° 
Crude-oil reserves increased in every peacetime year and declined only 
in 1943 (slightly) and 1945. Production increased in every year but 
1938 and 1942. Over the entire period production increased by over 
133 percent and reserves by not quite 100 percent, in spite of wartime 
restrictions on drilling. These comparisons are open to criticism 
because they relate crude production performance to the entire finan- 
cial record of integrated companies, but they were originally used 
and have since frequently been quoted in connection with crude pro- 
duction. Taken at face value, the statistics indicate either subnormal 
risk or abnormal willingness to bear risk, particulary for an industry 
which must constantly make new investment even to maintain reserves. 
Changes in net worth over the period support the profit and discovery 
statistics: The lower petroleum rates of return were accompanied by 
the same percentage increase of net worth as in manufacturing, which 
again indicates equal absolute and greater relative willingness to plow 
back profits even with smaller profit ratios. 

2. Common stocks of important crude surplus producers normally 
sell at higher price-earnings ratios than stocks of companies with large 
crude deficits or no crude production at all. In the immediate post- 
war period, this may have been due in part to higher crude prices, 
rising earnings of crude producers, and fear of inflation. Alt Lough 
these factors have practically disappeared, crude surplus companies, 
such as Humble and Continental, are still selling at twice the price- 
earnings ratio, and not much over half the dividend yield, of large 
crude deficit companies, such as Sinclair and the Standard Oil Com- 
panies of Ohio and Kentucky. Crude production is apparently 
thought by investors to be less risky than refining and distribution. 

3. The effect of the insurance principle on pure risk may be judged 
from the continuous annual dividend steals of 58 insurance com- 
panies (other than life insurance ).° 


Companies 


The median year for commencement of dividends on a continuous 
basis was 1908. A sample of 96 companies whose corporate title be- 

ins with the word “American,” excluding insurance companies and 
investment trusts, shows that the median for continuous dividend 


®Testimony of Roland V. Rodman, president, Anderson-Prichard Oil Corp., Revenue 
Revision of 1950, vol. I, p. 270. 
®* Fitch Stock Record, June 1, 1955, issue. Group of companies includes all those listed. 
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payments fell between 1939 and 1940, which was later than that re- 
ported for all but six of the insurance companies. Insurance com- 
panies outside the life insurance field normally have considerable in- 
vestments in common stocks, so they are assuming an investment risk 
as well as a pure insurance risk. Yet their record of stability is 
remarkable. 

It would appear, then, that percentage depletion is not a reward 
for the special risks assumed by large oil companies, because there 
are no such risks. The entire argument seems to be based on the 
assumption that risks are nonexistent in other businesses. 

Percentage depletion doubtless stimulates exploration, as well as 
drilling in known fields, by raising the ratio of retained net earnings 
to earnings before taxes. It combines with the expensing of intan- 
gible development costs to provide a larger immediate cash flow avail- 
able for any corporate use. But neither of these functions can pos- 
sibly assist in the harmonization of economy and security through 
elimination of overdrilling, or provide any incentive to shift the 
emphasis from immediate production to accumulation of reserves. 


PERCENTAGE DEPLETION AND METALS 


The percentage depletion rate for metals is only 15 percent, as 
compared with 2714 percent for oil. The danger of duplicating 
investment is slight. Risks of price and cost fluctuations are much 
greater than for oil. The industry discovery risk of finding nothing 
really worthwhile after an expenditure in prospecting which is im- 
portant relative to the size of current receipts may be much greater 
for some minor metals. In these respects, the security case for con- 
tinuing percentage depletion in its present form is better for metals 
than for oil, especially since the product is usually not lost forever 
in its first use. | 

Conversely, since stockpiling is easier, the case for excess produc- 
tion capacity is not as strong as in petroleum. Since prices of some 
metals are much freer to respond to supply changes than is the price 
of oil, the chances of stimulating consumption instead of creating 
excess capacity or additional reserves are greater. The import prob- 
lem is important for most metals, but in view of the importance of 
Canadian production often different in character from the Persian 
Gulf security danger in the oil industry. 

For many metals, the output problem is at least as much dependent 
on keeping a labor force and other facilities on the site once produc- 
tion has started as on finding new resources. Government assistance 
in placing floors under metals prices may be more effective ir main- 
taining domestic capacity by preventing premature abandonment.and 
loss of specialized skills than depletion allowances which may or may 
not be used for exploration in search of new deposits that may or 
may not exist. 

PERCENTAGE DEPLETION AND SULFUR 


Sulfur is a special case, with a special depletion rate above that 
granted for any depletable product but petroleum. This strategic 
and versatile mineral has already passed through probably the-out- 
standing emergency procurement crisis of the last decade. Sulfur has 
been granted percentage depletion at the rate of 23 percent since 1932. 
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During the 19 years 1930 through 1948 average net income was $13 
million, per year; average dividend payments, $11 million; and 
average annual exploration expense, $369,603. In 1946 allowable de- 
pletion was $11.2 million, and in 1947, $13.8 million. Total explora- 
tion expense was $7 million in the entire period 1930—48."° 

This discrepancy between depletion allowance and exploration ex- 
penditure occurred in the face of rapid demand expansion, and in 
spite of the risk involved in exploration: 

In its physical aspects the search for sulfur is like the search for oil, but the 
chances of success are substantially less * * *." 

Exploration expenses will never match percentage depletion allow- 
ances except by coincidence. This equivalence would even be economi- 
cally inappropriate in a declining industry, or in an industry with 
small discovery problems. But sulfur is neither. In view of the dis- 
parity between source and use of funds for exploration, the depletion 
allowance should either be drastically reduced or tied to actual ex- 
penditures for exploration. The latter, in conjunction with the ex- 
pensing privilege, might permit subtraction of $2 from the income- 
tax return for every dollar spent for some purposes, but the ad- 
— of avoiding future shortages might make even this worth 
while. 


ConcLUSIONS 


1. Extractive industries exhaust resources. Therefore, special tax 
stimuli inducing them to expand output are, in general, particularly 
undesirable on security grounds. 

2. If new sources of the product are easily found and imports are 
unimportant or from nearby sources, percentage depletion has no re- 
lationship to national security. The coal industry, for example, has 
very great economic problems and a very important defense signifi- 
cance, but percentage depletion has practically no relevance to either 
attribute. 

3. Industrywide risk may be low relative to the rest of the economy 
even if discovery risk is high in individual cases. In petroleum the 
insurance principle and the relative unimportance of risks other than 
that of discovery offset the familiar odds against the success of any 
one wildcat well. 

4, For petroleum the security problem involves balancing support 
of a relatively high-cost domestic industry which may become even 
higher costs as it exhausts reserves against the difliculty of storing im- 
ports and the geographically unfortunate location of some major 
import sources. This problem will be enhanced unless every govern- 
mental measure, tax and other, is designed to force the domestic in- 
dustry to be as efficient as possible. Percentage depletion is not help- 
ful in this respect because it does nothing to discourage wasteful in- 
vestment in drilling, and even encourages it. 

5. Adverse effects of percentage depletion are much less important 
for most metals. In view of the possibility of stockpiling, and the 
problem of internal demand fluctuation, other types of Government 
action may still be more relevant to national security. 





Data submitted by U. S. Treasury Department, Revenue Revision of 1950, vol. II, 
. 8021. 
" 11 Testimony of Langbourne M. Williams, Jr., president, Freeport Sulphur Co., op. cit., 
vol. I, p. 419. 











474 FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 


6. For sulfur, and possibly for other minerals, the evidence in- 
dicates that percentage depletion has not furnished the incentive to 
exploration that it is supposed to provide. In such cases it should 
either be eliminated or tied to exploration expense. 


THE INDEPENDENT PRODUCER’S POSITION 


LOWELL STANLEY, Monterey Oil Co. 


Production and development of natural resources—minerals and 
metals, fuels, and timber—are recognized as essential to the welfare 
and security of the Nation. With 6 percent of the world’s land area 
and 7 percent of its population, the United States produces about 38 
percent of world energy resources, 48 percent of world oil, 30 percent 
of the copper, 91 percent of the sulfur, 21 percent of forest products, 
49 percent of free world iron ore, and has had a leading role in devel- 
opment of most natural resources. 

Such production has resulted from the existence and development 
of substantial reserves of these natural resources, and has come under 
conditions of private ownership or operation; a capable, energetic, 
and resourceful people; and tax laws which have permitted, and in 
some cases encouraged, such development. 


Tue Iwpacr or TAXATION 


All taxation, Federal and local, has a profound effect on economic 
activity. Natural resources industries are particularly sensitive to 
the effects of taxation, because, in a way different from industries 
which provide form, time, and place utility (manufacturing, merchan- 
dising, transportation), capital is consumed in the process of extract- 
ing and producing minerals, oil and gas, coal, other natural deposits, 
and timber. There is also the risk and hazard inherent in the explora- 
tion for and development of certain natural resources. 

In a statement before the Committee on Ways and Means of the 
House of Representatives, the late Senator T. P. Gore said: 

Any effort at scientific taxation must take into account the nature of the busi- 
ness to be taxed; its character and its characteristics. And it is always as 
unscientific and sometimes as unjust to tax things which are unalike as if they 
were alike as it would be to tax things which are alike as if they were unalike.' 


Since the early years of the income-tax laws, and through an evolu- 
tionary process, these fundamentals which differentiate the natural 
resources industries have been reflected in the law, with particular 
provision for: 

(a) The exhaustion or depletion of the individual properties 
from which resources are removed ; 

(6) The cost of development of properties; and 

(c) Exploration costs for certain designated resources. 


et 


1 Hearings before the Committee on Ways and Means, House of Representatives, Revenue 
Revisions of 1942, vol. I, p. 1015. 
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Tue ALLOWANCE FOR DEPLETION 


The depletion deduction is a recognition of the gradual exhaustion 
of a depletable asset. A deduction for this purpose has been allowed 
under the Federal income-tax law since 1913, although the formulas 
which could be used in computing the allowable deduction have varied 
from time to time.’ 

The law now allows for the depletion of all minerals * and timber. 
Oil and gas accounts for a major portion of the resource industries’ 
gross value of product, net income, taxes paid, and depletion allowed. 
Coal is allowed depletion, with special provision for owners of coal 
royalties. Minerals include the metals such as copper, iron, lead, and 
others of growing importance—antimony, magnesium, uranium, and 
lithium. There is a wide list of nonmetallic minerals, the salines, 
potash, borax, and raw materials for cement. Other minerals range 
from humble but very vital sand and gravel to elements like sulfur. 

When the income-tax law became effective in 1913, and with 1916 
amendments, all property was given a tax “base” not less than fair 
market value on March 1, 1913. For mineral and oil and gas proper- 
ties such value compared with what later was written into the law as 
“discovery value.” Depletion on, or recovery of, such value was then 
allowed. 

Operators who subsequently discovered or developed properties 
were left in an unequal position. For a short time, with corporate 
rates at 1 percent of net income, and individual rates graduated from 
1 to 7 percent, the effect was minor. But with increasing tax rates 
imminent with World War I, the operator who has discovered or de- 
veloped his property after 1913 found he was being discriminated 
against by having his depletion based not on value, but on an account- 
ing concept of cost of the individual property involved. The disposi- 
tion through production of his mineral resources was taxed as income, 
while his neighbor or competitor, holding a property since March 
1913, had a realistic tax allowance for the exhaustion of his capital 
values. 

Congress found that this situation tended seriously to retard oil 
and mineral development, and therefore the Revenue Act of 1918 
provided— 
that in the case of mines, oil and gas wells, discovered by the taxpayer, on or 
after March 1, 1913, and not acquired as the result of purchase of a proven tract 
or lease, where the fair market value of the property is materially dispropor- 
tionate to the cost, the depletion allowance shall be based upon the fair market 
value of the property at the date of discovery, or within thirty days thereafter.‘ 


Both 1913 valuation and discovery value provided for the integrity 
of the operators’ capital, its recognition and deduction spread over 
the life of the property, and the taxation of the remaining income 
after taking into account the economic values depleted in the process 
of extraction from the individual properties. 

Administration of the 1918 act required that a “fair market value” 
be determined after discovery. In practice this provision proved very 
difficult to administer. There were so many leases and such wide 


2? Report, the President's Materials Policy Commission, June 1952, vol. V, p. 10. 

* Sec. 613 excludes from the definition of “all other minerals’? such substances as the 
soil and minerals taken from sea water and the air. 

* Sec. 214, Revenue Act 1918. 
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differences of opinion as to fair market value of oil properties, that 
the Bureau of Internal Revenue was swamped with endless detail and 
controversy. After several years of such difficulty, a Senate select 
committee was created to investigate the administration of the tax 
Jaws. The work of that committee led to adoption in 1926 of the 
formula for depletion still in effect today. 

The percentage method now is substituted for all discovery values 
heretofore allowed, and depletion on a percentage basis is provided 
for “all minerals” in section 613 of the Internal Revenue Code of 1954. 
Percentage depletion 

The allowances are the lesser of certain specified percentages of 
gross income, or 50 percent of the net income, from each separate 
property. The rates have been carefully studied by Congress, and in 
the case of oil and gas and the metals, the percentage allowances were 
fixed at the time slightly less than the amounts allowed under prior 
dliscovery value. 

While the courts have defined different aspects of the subject of 
depletion, perhaps the most direct and concise reference is by the 
United States Circuit Court of Appeals, Fifth Circuit, which stated: 

The depletion allowance was intended to encourage production, and may be 


regarded as a substitute for the capital-gains allowance where the taxpayer, 
instead of selling, leases or operates his own mineral holdings.° 


The United States Supreme Court stated : 


The granting of an arbitrary deduction, in the interests of convenience, of a 
percentage of the gross income derived from the severance of oil and gas, merely 
emphasizes the underlying theory of the allowance as a tax-free return of the 
capital consumed in the production of gross income through severance.° 

Income of individuals on sales of property defined as capital assets 
and held for more than 6 months are recognized to the extent of only 
50 percent, and limitations are placed on the rate of tax on such income 
in the hands of both individuals and corporations. Congress has 
determined that such tax differentiation between ordinary income and 
capital transactions is appropriate and necessary to prevent an ad- 
verse and stifling effect on the economy. Great Britain and Canada, 
among other nations, do not levy an income tax on capital gains. 

An important and universal feature of depletion allowances for the 
various minerals and oil and gas is the limitation of the allowance to 50 
percent of net income from the property—in other words, like capital 
gains, at least 50 percent of the income or gain is recognized. 

This concept was clearly applied by Congress when in 1945 it pro- 
vided capital-gains treatment for cutting of timber in adopting 
section 117 (k) (1), now section 631 of the 1954 law. Like the deple- 
tion allowance it provides for the recognition of 50 percent of net 
income from the property, but unlike the allowance for minerals it 
provides no further percentage limitation based on gross income. 

In adopting this provision, the Senate Finance Committee stated : 

Your committee is of the opinion that various timber owners are seriously 
handicapped under the Federal income and excess-profits tax laws. The law 
discriminates against taxpayers who dispose of timber by cutting it as compared 
with those who sell timber outright. The income realized from the cutting of 
timber is now taxed as ordinary income at full income and excess-profits tax 
rates and not at capital-gain rates. In short, if the taxpayer cuts his own 


5 Weat v. Commissioner of Internal Revenue (150 F. 2d 723). 
© Anderson Vv. Helvering (310 U. S. 404). 
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timber, he loses the benefit of the capital-gain rate which applies when he sells 
the same timber outright to another. Similarly, owners who sell their timber 
on a so-called cutting contract under which the owner retains an economic in- 
terest in the property are held to have leased their property and are, therefore, 
not accorded under present law capital-gains treatment of any increase in value 
realized over the depletion basis. 

In order to remedy this situation, it is proposed to amend the existing law as 
oOllo : 

, “Ef the taxpayer so elects upon his return, the cutting of timber during the 
year by the taxpayer who owns or has a contract right to cut such timber is 
treated as a sale or exchange of the timber cut during the year * * *.”* 

Without the depletion provisions in the law, the same conditions 
would quickly arise in the mineral and petroleum industries, and the 
same statement would apply. Since the extensive congressional stud- 
ies of 1942 and 1943, and with the 1951 and 1954 amendments, the 
principle of the depletion allowance and the sapital: value recovery 
principle implicit therein has been extended to all minerals. 
Depletion rates 

With the uniform limitation on percentage depletion of 50 percent 
of net income from each property, and the various percentages of gross 
income, the overall effective rate is thus less than under the for- 
mula. Congress has set various limiting rates, after taking into ac- 
count the characteristics and production cost ratios of the respective 
resources, at 5, 10, 15, 23, or 27% percent. The allowance is calculated 
on gross and net income from the property, taking the value of crude 
oil and gas at the well, and as nearly as practicable the value of the 
raw material at the mine or deposit. 

In no industry classification does depletion allowable amount to the 
gross income percentages provided in the law, and furthermore, such 
percentages, serving to limit the higher grade mining properties and 
better oil and gas properties, result in the aggregate in depletion al- 
lowances considerably below the 50 percent of net from the properties. 
Persons entitled to depletion 

Depletion is allowed to persons having an economic interest in the 
property. This includes: 

(a) Operators (corporations, principals, partners, or coadven- 
turers) who may own the property outright, or may be lessees. 

(6) Royalty owners, who may be lessors, or subsequent pur- 
chasers of royalty interests. 

(c) Owners of various other kinds of economic interests in the 
property. 

On the other hand, depletion is not available, or allowed, to stock- 


holders. 


Alternatives of the producer 


Most operators, especially the independent or medium-sized or 
smaller operator, whether operating as an individual, partnership, or 
corporation, would, without laws which recognize such extraction or 
sale of property, ton by ton or barrel by barrel, be forced by the tax 
laws to sell their properties outright, take their capital gains at the 
lower rate, and leave the operations to new purchasers who would then 
be entitled to a new “cost” depletion which would approximate, or ex- 
ceed, the amount of percentage depletion now available to the original 


holder. 


‘Senate reports, 78th Cong., Ist sess., miscellaneous, vol. 3, Rept. No. 627, p. 25. 
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Such a program, which would tend to force through taxation the 
sellout of smaller mineral and oil producers, is presumably against 
present public policy. Nor would the public interest be served by a 
system of taxation which would tend to make all producers, including 
the largest, better off by disposing of their producing properties, even 
though in turn they purchased and applied new cost depletion to other 
properties. 

As long as the present treatment of capital gains remains in the law, 
the owner of mineral property and timber, or an economic interest 
therein, has available the effect of percentage depletion through the 
avenue of capital gains. 

If an operator has purchased developed or proven property, he may 
be expected to have cost depletion in excess of the amount allowed 
under percentage depletion. This tends to assure the integrity of his 
‘apital, his continuance in business, and his ability to replace his de- 
pleting property. 

On the other hand, if another operator has acquired his property 
through discovery and development, his depletion based on cost may 
often be disproportionately low compared with the economic value 
of the property. By preserving the integrity of his capital values, 
through an adequate percentage depletion allowance, he can, as can 
the purchaser of properties using cost depletion, remain in business 
by using the cash flow covered by such depletion allowance for the 
acquisition of, or exploration and discovery of, replacing properties. 


Depletion allowable to royalty owners, and for economic interests of 
other nonoperators 

Sometimes it is assumed that a royalty owner has little right to the 
recognition of the depletion of his property, since minerals may have 
been discovered on his lands without a material effort or contribution 
on his part. But owners of some other kinds of nonoperator eco- 
nomic interests may have contributed and risked substantial resources 
or efforts in such discovery. 

Depletion of 2714, 23, 15, or other applicable percentage of gross 
income in such cases makes the allowance often substantially less than 
the value of his royalty interest. This has had its effect as shown 
by the great number of royalty owners who have sold all or a portion 
of their mineral interests, taking the capital-gains treatment. Only 
when properties have inherent enormous risks, or a large portion of 
the income may be expected to be deferred over a very long time, would 
the value of a royalty interest be as low as the percentage depletion 
expected to be allowed. 

So obvious did this become with respect to coal royalties, for which 
percentage depletion before 1951 was 5 percent of income, that Con- 
gress provided in lieu thereof, like for timber, the equivalent of 
depletion of 50 percent of the net, through taxing coal royalties as 
capital gains.® 
About 80 percent of depletion allowed does not apply to the income 

received by the ultimate owner 

In 1950 the Secretary of the Treasury presented a report to the 
Committee on Ways and Means, House of Representatives, which 
included a survey of depletion. In that report he stated : 


® Enacted in 1951 as sec, 325 (b), now sec. 631 of Revenue Act of 1954. 








i le ie ea 


Ww rw 


——— 





FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 479 


While the survey covers corporations only, it is estimated that corporations 
account for more than 80 percent and individuals for less than 20 percent of 
all depletion deductions.’ 

A substantial portion of the depletion allowed to individuals covers 
their royalty interests, for farmowners and others who have leased 
their lands. It might be reasonably estimated, then, that more than 
90 percent of depletion of operators is that allowed to corporations. 
When earnings of these corporations are in turn distributed to their 
shareholders, such payments are taxed again, this time as ordinary 
income, without recognition of the depletable nature of the under- 
lying properties. The American Mining Congress in a declaration 
of policy in 1954 states: 

While a start has been made in an allowance to stockholders on dividends 
with respect to taxes paid by the corporation, the principle should be further 
extended, and depletion allowed to a mining corporation should be carried 
through to the stockholder on some equitable basis.” 

The allowance permits replacement of depleted properties 

The percentage basis for depletion, limited by both net and gross 
income from the properties, adjusts to changes in value, both upward 
and downward, during periods of inflation and deflation in prices 
and property values. 

Its operation actually has, on a broad scale, much of the effect of 
the last-in first-out (LIFO) method of handling inventory values. 
There, under section 472 of the code, it is provided, in effect, that a 
taxpayer may deduct as a charge against operations his current cost 
of replacing inventories sold in lieu of the original cost. Natural 
resources are seldom replaceable today at anywhere near the amounts 
allowed as percentage depletion.” 

The LIFO principle of recognizing replacements costs is available 
to all taxpayers having inventories. 

Of utmost importance to national welfare is equitable treatment of 
resources development and production on which most economic activ- 
ity depends as a source. A literal application of LIFO methods to 
production of resources would involve problems even more complex 
than the old discovery value formulas. The percentage depletion 
allowance accomplishes directly and with far greater simplicity at 
least a significant portion of what LIFO is intended to do for other 
taxpayers. 


The independent producers’ position 

We come then to a present situation where, even with the depletion 
allowance, which, however, does not carry through to amounts received 
by the stockholder, many if not most properties are actually worth 
more in anyone else’s hands than the original owner, discoverer, and 
developer. Corporate managers in the resources industries realize 
that their companies may be worth more liquidated than as going 
concerns. Any adverse change in the depletion allowance would un- 
doubtedly precipitate liquidations and sales on a much greater scale 


* Hearings before the Committee on Ways and Means, House of Representatives, Sist 
Cong., 2d sess., vol. I, p. 51. 

1 Adopted at San Francisco, Calif., September 20-24, 1954. 

11 In the case of oil, with prices at the well ranging from $2.95 per barrel at gulf coast 
to $2.30, Signal Hill, Calif., for 21-21.9° gravity, percentage depletion is limited to 81% 
3 63 4, one per barrel. Recent sales of proven but undeveloped properties range around 

per barrel. 
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and create the risk of immobilizing or removing vital elements in 
exploration and development. The same forces apply, of course, even 
to the largest companies, but with their public responsibilities and the 
complexities of size, any changes may take effect more slowly, even 
though surely. 

An illustration shows the kind of problem constantly before a typi- 
cal corporate operator in his financial planning. A corporation has 
properties with estimated oil reserves of 500, 000 barrels, expected at 
present prices to gross $2.82 per barrel, or a total of $1,410,000, and to 
net after production costs and local taxes $2 per barrel, or $1 000 ,000. 
With depletion of 2714 percent amounting to $387,750 taxable income 
is $612,250, and tax at 52 percent is $318,370, leaving the corporation a 
net income after taxes of $681,630 (example I below). 

Without percentage depletion, and assuming a low or zero adjusted 
cost basis, tax would be $520,000, and net income after taxes, $480,000 
(example II below). 

Calculating next the tax effect of distributing these earnings to 
shareholders, the following table shows amounts retained by share- 
holders in different tax brackets, and also shows, for illustration, the 
present worth of such receipts assuming a discount factor of 30 percent. 

Asan alternative, example IIT assumes sale of the corporate stock at 
$500,000, or for $1 per barrel of underlying oil reserves, or sale by the 
corporation of its properties at the same price, followed by liquidation. 


Effect on shareholders with income-tax 
rates of !— 


“} 
30 percent |? 50 percent 70 percent 


Example I—with percentage depletion: 
Net income available for distribution. - -- ; | $681, 630 $681, 630 | $681, 630 
Balance after tax on shareholder 477, 141 340, 815 | 204, 489 
Present value, assuming a discount factor of 30 percent -_! 333, 999 238, 571 | 143, 142 

Example Il—no depletion available: 
Net income available for distribution... __- ~~ 48, 000 180, 000 480, 000 
Balance after tax on shareholder ® 336, 000 | 240, 000 144, 000 
Present value, assuming a discount factor of 30 percent 235, 200 168, 000 | 100, 800 

Example IlI—sale of stock or properties outright as a long- | } 

term capital gain: | 
Sale price z beg adic ec ad 500, 000 | 500, 000 500, 000 
Amount of tax (maximum).._...--.----.----------- : 75, 000 | 125, 000 | 125, 000 
Balance available to shareholder—present value, not sub- 
ject to a discount . ; ; 425, 000 | 375, 000 375, 000 





1A 30-percent individual rate applies to taxable income of $6,000 to $8,000, 50 percent rate to $16,000 to 
$18,000, and 69-percent rate to $38,000 to $44,000. 

Even at the recent historically high position of a free securities 
market, and with the current depletion allowance effective, oil secu- 
rities sell at a material discount under their breakup or liquidating 
value. 

The Chase Manhattan Bank carries on a continuing review of 30 
oil companies, summarized in its annual publication, Financial Ana- 
lysis of the Petroleum Industry. The bank has furnished a summary, 
unpublished, showing that the market valuation at August 18, 1955, 
of common stocks outstanding of the 30 oils (excluding the 5 inter- 

national companies with large foreign holdings) had a weighted aver- 
age of 69 percent of appraised value at December 31, 1954, on present 
worth basis of underground oil and natural gas reserves plus working 

‘apital plus estimated value of property, plant and equipment (exclud- 
ing production facilities) and other assets minus prior obligations. 
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Statutory depletion provides income-tax recognition for “wasting” 
assets, and recognizes the disposition of capital in the extractive 
processes. It permits the replacement of capital values used up in 
resources production. 

Sometimes referred to as an incentive, it does in reality only bring 
such taxation toward a “neutral” position. By tending to equalize 
taxation, considering the nature of the business, it does not deprive 
producers of their natural incentive, as well as the opportunity, to 
engage or continue in the production of natural resources. 


Tue TREATMENT OF DEVELOPMENT EXPENSES 


In the development and operation of mines or other natural deposits 
and oil and gas wells, there are costs of exploration, development, and 
production. 

Production costs are currently chargeable against income. In gen- 
eral, mine development costs, except expenditures for property subject 
to depreciation, are currently deductible. It often becomes difficult, 
if not impossible, to draw a line between mine development and pro- 
duction, and costs which under different circumstances might be devel- 
opment tend to become merged into production costs. 

For oil and gas wells, regulations classify drilling and development 
costs as “tangible” and “intangible.” As for mines, costs subject to 
the allowance for depreciation, “tangible” costs, are capitalized. 
“Intangible” costs are immediately deductible under regulations in 
effect since 1918, and under section 263 of the 1954 law. These are 
costs such as grading and making a location, labor, and other expendi- 
tures shivolved th boring the hole in the ground, testing and surveying, 
and costs of installing equipment. Such expenditures do not result 
in a tangible asset which could be sold or salvaged for any other 
purpose, 

Unlike most mining operations, where development may continue 
at a controlled rate for an extended time, the drilling of an oil or 
gas well may be completed with modern equipment in a few days 
or a very few weeks. In both cases, however, development costs are 
allowed as current expenses, but subject to an election to capitalize 
and deduct ratably in future periods. For oil and gas, the shectiut, 
once made, is binding for all years. 

This treatment is a direct incentive to mineral and oil and gas 
development, and may perhaps be likened to rapid or immediate 
amortization. The costs involved are so substantial, and at this stage 
the risks may be so material, that such treatment is an important 
consideration in resources development. 

The initial expenditure for drilling and equipping oil and gas 
wells is usually.a major portion of the cost of operation over the entire 
productive life. Taking into account not only the equipment placed 
Immediately in and upon the well, but all facilities required for the 


development of a property, the intangible portion may amount to 
about 50 to 65 percent of the total development cost. 

Without the current allowance for such intangible costs, the cash 
flow of many operators would be so impaired that development of 
properties would be retarded. Lease obligations customarily provide 
for continuous development. Without the option to expense intangi- 
bles, many operators would find it necessary to sell or farm out por- 
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tions of leases to prevent default, or to employ burdensome types of 
financing, or carved out oil interest, to have the property drilled. If 
the independent producer were burdened with added: financial prob- 
lems in drilling development wells, his need to restrict expenditures 
would involve risks that untold millions of barrels of oil in less obvious 
formations might remain untested or undiscovered, left “behind the 
pipe”—with losses to the economy out of all proportion to the relatively 
minor effect of an immediate, rather than an amortized, allowance 
for the intangible costs of well drilling. 

There seems to be no serious opposition to the current expensing 
of development costs for minerals, except in the case of oil and gas 
wells, where it is sometimes advocated that it results in a double 
deduction. This proposition appears to revolve around the option 
to charge the intangible portion of development costs to expense. 
The 1918 regulation provided that if capitalized, the amount should 
be recovered by an allowance for depletion. The regulations un- 
doubtedly should have treated such expenditures, if capitalized under 
the option, as subject to depreciation. If that had occurred, the 
discussion of a so-called double deduction might never have occurred. 
There are convincing reasons advanced that these costs are more 
nearly of a depreciable than a depletable nature. To illustrate, in 
other industries grading, excavating, foundations, installation of 
materials and equipment, and similar costs are included in the total 
cost of facilities subject to depreciation. 


Practical aspects of the problem 


About 35 to 50 percent of total oil and gas development expendi- 
tures represent tangible costs which are capitalized and are not cur- 
rently deductible. 

During the development stage of a typical property, it is likely that 
a property shows a loss, or a limited net income. Piircistitage deple- 
tion, limited to 50 percent of net, is thus nil or reduced up to 50 
percent of drilling costs. For the operator this has the same overall 
effect as reducing the amount allowed as intangible drilling costs. 

The complexities which could arise if intangible drilling costs were 
required to be capitalized might well compare with the earlier ad- 
ministrative difficulties with discovery value, which made a formula 
for its substitution a practical necessity. The drilling of every well 
is a unique and different operation. Mechanical difficulties of vary- 
ing degrees are often encountered. Drilling bits, drill pipe, or other 
tools may twist off or be lost in the hole, and costly “fishing jobs” 
may result. Wells are often drilled and then Ee ged back to a 
higher productive zone, with part of the hole a andonel Drilled 
to the wrong side of a fault, a well may be sidetracked up the hole, 
and whipstocked or directionally drilled across the fault to a pro- 
ductive sand. Testing of productive potentials and characteristics 
may be done as a part of the drilling operation. 

Under any treatment, equity would dictate that a material portion 
of drilling costs would be written off in any event—“fishing jobs,” 
like casualty losses, could hardly be capitalized for tax purposes, nor 
dry holes, nor sidetracked or abandoned portions of hole, and the 
like. And in the important projects of water flooding of subsurface 
formations for secondary recovery, drilling of additional wells re- 
quired for this operation takes on the nature of producing costs. 
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It is thus concluded that the current expensing of mining develop- 
ment costs and intangible drilling costs is an incentive, and provides 
cash flow for development through immediate deductibility, although 
the monetary and tax effects are substantially reduced because: 

(a) A substantial portion of development costs are now capi- 
talized in all events. 

(6) By reductions in statutory depletion during the develop- 
ment stage, the overall effect is similar to the disallowance of a 
material portion of intangible development costs. 

(c) By reason of the nature of development and drilling opera- 
tions, equity and realistic treatment would call for expensing 
the often considerable costs of partially abandoned hole, plug- 
backs, mechanical failure, and the like. 


Expioration Costs 


Some resources development involves little or no exploration. Tim- 
ber, sand, and gravel, and to a partial extent coal, are examples. On 
the other hand some minerals, oil and gas, and sulfur are found as a 
result of great exploration effort and financial risk. 

A report by the President’s Materials Policy Commission states in 
part: 

* * * exploration expenditures are given considerably less generous treatment 
than development costs, which is difficult to reconcile with the comparative 
importance of these two types of expenditures for the long-run supply problem.” 

In the search for oil and gas, the costs of geological and geophysical 
exploration programs and related exploratory activity may be de- 
ducted only when the activity does not result in the acquisition or 
retention of potentially productive properties. Otherwise such costs 
must be capitalized. 

An awkward and almost disheartening situation has developed in 
the application of this rule to these important modern techniques, 
and the administrative problems and resulting costs for producer and 
the Treasury seems to require some better solution. 

All such exploration costs must now be allocated against areas or 
properties. Pages would be required to describe the problems here 
involved, the calculations, and the methods of allocation. Finally, 
capitalized costs are assigned to individual properties acquired. In 
the end probably upward of 90 percent of all leases are determined to 
be worthless and abandoned, and the capitalized exploration costs are 
then deducted. 

While convincing reasons may be advanced that all exploration ex- 
penses should be deductible (comparing to research and development 
expense in other industries), it would appear that at least an immedi- 
ate step should be taken as follows: 

1. Permit the deduction in the year paid or incurred of all geo- 
logical and geophysical expense. 

2. In the event of discovery or development of any property ac- 
quired as a result of such exploratory expense, then require the 
capitalization and addition to taxable income of such expenses 
attributable to the property. 

This should result in a significant stimulation in geophysical and 
geological activity of the independent producer, as well as reducing 


14 Report, June 1952, vol. V, p. 17. 
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unnecessary costs of doing business. Although he can expect ulti- 
mately to write off the greater portion of such costs (unless property 
abandonments occur when he lacks offsetting income), the capitaliza- 
tion of these amounts for perhaps a number of years during the lease 
terms reduces his cash flow and resources available for the all-im- 
portant exploratory effort. 

Percentage depletion at rates now provided in the law recognizes 
and approximates the capital values of producing properties, and is 
representative of the value created through discovery. ‘The protection 
of such capital value is essential if independent operators are to con- 
tinue to risk funds in discovering or developing the resources they 
produce. 

Provisions in the law for development expenses take into account the 
nature of the mining and oil industries, and permit current expensing 
of the intangible portion of such costs. This is an incentive to devel- 
opment, and at the same time is realistic, equitable in the long run, 
and permits the operator to retain the cash resources needed for sound 
development. Improvement is needed in the treatment of certain 
exploration costs so that the independent producer is not retarded in 
his vital exploration activity. 

Only with laws which recognize the fundamental nature of the 
resources industries will the impact of Federal taxation permit their 
continued vitality and development, which is basic to the welfare of 
our national economy, our defense, and our continuing progress. 


TAX POLICY AS REFLECTED IN STATUTORY PERCENT- 
AGE DEPLETION FOR OIL AND GAS 


ARTHUR A. SMITH, First National Bank in Dallas, Dallas, Tex. 


Almost from the day of its enactment that provision of the Revenue 
Act of 1926 allowing percentage depletion in the case of gas and oil 
wells has been repeatedly attacked. Until there is widespread, clearer 
understanding of its effects and of the peculiar circumstances which 
characterize the gas and oil industry, the provision likely will continue 
to face bitter opposition. 

It is interesting, and certainly a little ironic, that the cumbersome 
and administratively difficult discovery-value depletion method in ef- 
fect from 1918 to 1926 was never subjected to such adverse criticism 
as its successor, percentage depletion, which the Treasury Department 
asked Congress to adopt in 1926 in lieu of discovery value. This dif- 
ference in public acceptance of the two methods emerged despite the 
fact that the basic principle of allowing the owner of a wasting, non- 
reproducible asset to recoup its value as return of capital rather than 
as income remained the same. Only the method of recovering capital 
value was changed. 

By the Revenue Act of 1918 Congress said that depletion should be 
based upon the fair market value as of the date of discovery or within 
30 days thereafter. Numerous technical difficulties made discovery 
value impossible to administer fairly—fairly to government and tax- 
payer alike. Then finally in 1926 Congress responded to the request of 





FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 485 


tax authorities and adopted the following provision which remains in 
effect : 

In the case of oil and gas wells the allowance for depletion shall be 2714 per- 
cent of the gross income from the property during the taxable year. Such allow- 
ance shall not exceed 50 percent of the net income of the taxpayer (computed 
without allowance for depletion) from the property, except that in no case 
shall the depletion allowance be less than it would be if computed without refer- 
ence to this paragraph (sec. 204 (c) (2), 44 Stat. 9 (1926)). 

To those unfamiliar with the fundamental principle underlying the 
depletion concept, it seems like rank subsidy and special privilege to 
allow 2714 percent of gross income as depletion year after year. Yet 
this was the percentage figure, compromised between 25 and 30 per- 
cent, believed to realize about the same results as discovery-value de- 
pletion without the guesswork of determining discovery value and 
without the severe economic injustice arising from misealculation. In 
fact, before the 2714-percent rate was adopted, the Joint Committee 
on Internal Revenue Taxation, headed by L. H. Parker, after thor- 
ough-going research had arrived at a figure of 32-percent depletion 
as the average of gross yield from the sale of a barrel of crude oil 
under discovery-value depletion experience. On occasions thereafter, 
Congress has reviewed the question of the rate and has repeatedly con- 
firmed it. So the figure of 2714 percent was not, as some people say, 
merely a number arbitrarily pulled out of a hat. 

Furthermore, the assertion often heard from opponents that per- 
centage depletion is purely statutory grace is open to serious question. 
Certainly it is not purely so. 

The 16th ammendment had to be adopted before a Federal in- 
come tax could be laid. Until then such a tax had been prohibited by 
the constitutional limitations applying to direct taxes. The amend- 
ment simply reads: 

The Congress shall have power to lay and collect taxes on incomes, from what- 
ever source derived, without apportionment among the severa! States, and with- 
out regard to any census or enumeration. 

But the application of an income tax is not as simple as the wording 
of the amendment. What is income? was an early question that the 
courts had to settle. In the case of Fisner vy. Macomber (252 U.S. 
189 (1919) ) in which it was ruled that stock dividends were not in- 
come subject to tax, the Supreme Court went so far as to define income 
from property as— 
not a gain accruing to capital, not a growth or increment of value in the invest- 
ment, but a gain, a profit, something of exchangeable value proceeding from the 
property, severed from the capital however invested or employed, and coming in, 
being “derived,” that is, received or drawn by the recipient (the taxpayer) for 
his separate use, benefit, and disposal, that is income derived from property. 
Nothing else answers the description. 

When that “something of exchangeable value proceeding from the 
property” happens to have in it a part of the property itself, more 
than income is involved. There is a return of capital. In the case of 
wasting ‘assets such as the products of mines, wells, and timber tracts 
the term “depletion” is used to mean the value of the assets extracted 
or severed. A counterpart but not a synonym is “depreciation,” also 
an accounting term, applying to the value of buildings, machinery, 
equipment, and similar man-made replaceable capital used up in pro- 
ducing a product or a service. Such used-up capital value must be 

68595—55——32 
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subtracted (along with all expenses of production and sale) from 
gross income in arriving at income subject to tax. If depletion and 
depreciation are not accounted in that manner, then a return of capital 
is included in income. In other words something more has proceeded 
from the property than mere income. 

In U.S. v. Ludey (274 U.S. 295), the Court said: 

The depletion charge permitted as a deduction from gross income in determin- 
ing the taxable income of miners for any year represents the reductions in the 


nineral contents of the reserves from which the product is taken. The reserves 
are recognized as wasting assets. 


Again in Anderson v. Helvering (310 U.S. 404), the Court held: 


The granting of an arbitrary deduction, in the interests of convenience, of a 
percentage of the gross income derived from the severance of oil and gas, merely 
emphasizes the underlying theory of the allowance as a tax-free return of the 
capital consumed in the production of gross income through severance. 

Depletion allowance, then, is not purely statutory grace. It is a 
deeply rooted, sound ec nomic concept, recognized in standard ac- 
counting practice and sanctioned by the courts. 

A careful review of the perennial conflict over percentage depletion 
indicates that a real difference in the debate arises from the valuation 
of the depleted quantity. Some opponents of the existing percentage 
depletion provision concede that depletion must be allowed, but they 
say that it is unfair to permit as total depletion more than the costs 
which the owner of the wasting asset incurred in finding and develop- 
ing the asset. After 100 percent of the costs are recovered there then 
should be no more depletion allowed on that property unless further 
outlay should be made and capitalized for depletion. 

This position is not in strict accord with the economic concept of 
depletion, because it assumes that return of capital is synonymous 
with return of capital cost or capital outlay. Also implicit in the 
position is the assumption that capital cost, when recovered and re- 
applied, will find and develop a similar amount of the wasting asset 
to replace the quantity severed. Both are false assumptions. 

Unless the oil industry can continue to find oil to replace that which 
has been taken out, obviously the industry, like merchants unable to 
obtain inventory to replace goods sold, must go out of business. To 
allow as depletion merely the cost of finding the severed oil and not 
the value of the oil severed severely handicaps the producer in his 
efforts to replace the wasting asset. Even with the percentage deple- 
tion now allowed no assurance can be had that ot an expenditure 
will find an amount. of oil for the producer that will replace his de- 
pleted asset. On the other hand, some other producer may find even 
more oil with his depletion allowance. Such are the vicissitudes of 
oil discovery. 

Data show that the finding of new oil deposits is becoming increas- 
ingly difficult and certainly far more expensive as deeper wells have 
to be drilled. The average cost of a wildcat well at present high prices 
and at the greater depths now being drilled is about $90,000. Some- 
times 1 well will run as high as a million dollars, despite the fact that 
only 1 wildcat in 53 has added as much as a million barrels of oil to 
the Nation’s reserves, and the chances are 1 in 248 of finding a 10-mil- 
lion-barrel well or better. Only once in 1,201 tries will a well turn 
out to be in the 50-million-barrel class. 
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It is true, as critics have said, that when individual producers are 
singled out and cited as examples there seems to be*injustice in the 
percentage depletion allowance, and, therefore, to be grounds for 
charging “favoritism.” However, when the industry as a whole is 
taken into consideration an entirely different conclusion must be 
drawn. 

There is no reason to believe that the removal of percentage deple- 
tion would eliminate the extremes of wealth in the oil industry. Those 
extremes arise from the element of luck, very largely. 

Removal of depletion allowance would only cause the discoverer of 
oil to sell his holdings, take his capital gains at the tax rate so apply- 
ing, and look for further finds which in turn he would sell. The buyer, 
on the other hand, would set up for depletion 100 percent of his cost. 
Assuming reasonable estimation of the quantity of oil recoverable, it 
is difficult to see how the Government would gain any more revenue 
than it does at present or how the extremes in individual wealth would 
be reduced. 

It is significant to point out in this connection that the existing 
provision of the revenue law applying to oe gains fits like hand- 
in-glove with the depletion provision. In fact, in West v. Commis- 
sioner of Internal Revenue (150 Fed. 2d 723), the Circuit Court of 


Appeals (Fifth District) held: 


The depletion allowance was intended to encourage production, and may be 
regarded as a substitute for the capital gains allowance where the taxpayer, 
instead of selling, leases or operates his own mineral holdings. 

Oil production is not a manufacturing or processing operation. 
When lifted to the wellhead, oi] is sold in its natural form. The 
courts have ruled that oil in the ground is realty—a capital asset just 
like land. The sale of oil at the surface of the well is very similar to 
an installment sale of property. And plainly it has again and again 
been ruled that if the oil should be sold in its entirety in the ground 
the sale is a capital-gain transaction. 

The language of the Select Committee on the Investigation of In- 
ternal Revenue (S. Rept. No. 27, 69th Cong., Ist sess., January 7, 1926) 
was forceful and to the point: 


‘Fhis increment in value, due to discovery, is the same increment which is 
realized if the oil well or mine is sold as a whole instead of by the ton or bar- 
rel, yet if the well or mine is sold as a whole instead of by the ton or barrel, 
taxable gain is the difference between the cost or March 1, 1913, value and the 
price obtained for the property. 

The increment in the value of the property due to discovery of minerals, oil 
or gas can in no way be differentiated in principle from the increment in value 
of real estate, stocks, bonds or other property. 

If no concession should be made to capital gains and such gains 
shenld be treated as ordinary income (and percentage depletion be 
removed too), then it is reasonable to predict that the inducement to 
explore for oil would be so reduced because of the extra hazards that 
the Nation’s reserves would fall and the price of oil and its products 
would rise appreciably. If demand should be sufficiently inelastic 
to support a price increase large enough to stimulate discovery effort 
equivalent to that under percentage depletion, there is reason to sup- 
pose that the price would have to increase substantially. However, it 
is doubtful whether the demand even’ approaches such inelasticity. 
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Taking into account the urgent need for large oil reserves for na- 
tional security nd for our peacetime use, one can venture the asser- 
tion that the removal of percentage depletion would only be a step in 
the direction of ultimate nationalization of the oil industry. That is 
a bitter alternative. In. fact, opponents of percentage depletion at 
unguarded moments have offered the alternative of subsidized ex- 
yloration—one step removed from nationalization. (See Harvard 
mae Review, vol. 64, No. 3, p. 864, in which Dean Erwin R. Griswold 
of Harvard Law School suggests direct subsidies to explorers. ) 

If it were not for the peculiar economic nature of the oil and gas 
industry, one might argue properly that its incentive and regulation 
should and could be left to market price. The President’s Materials 
Policy Commission considered this point carefully and in its report of 
June, 1952, stated: 

Because of the past erratic price behavior of minerals and the long interval 
between additional investment and yield from production, the Commission con- 
cludes that incentives provided through the price structure are unlikely to 
bring about enough exploration and development to meet the national need 
for domestic production of scarce minerals. 

Then, the Commission very tersely observed: 

There is a real danger in perennial tampering with these percentage depletion 
rates. 

Critics of percentage depletion seem never to grasp fully the vital 
fact that the oil producer’s capital must continuously revolve in the 
highly unpredictable business of finding oil—that he cannot be reason- 
ably certain that his capital can be replaced at a price or cost com- 
parable to the value of capital depleted, as can the merchant who 
replenishes his stock of goods or the manufacturer who replaces his 
depreciated machinery. Granted all are subject to the vagaries of 
price fluctuations, yet the latter are minor compared with the capri- 
cious search for oil. If such understanding could be grasped by the 
critics, they would then realize what the oil producer means when 
he says that his capital would be largely taxed away if percentage 
depletion and capital gains should be removed—not taxed away imme- 
diately but in sizable portions each time his capital turned. You 
would have a situation somewhat analogous to “the take of the house” 
on each roll of the dice or the wheel—with “the house” in the long run 
getting all the capital. Those who fathered the 16th amendment never 
intended for the income tax to be so applied—and the courts have 
consistently excluded return of capital from the definition of income. 

Oil is the only major industry where at least three-fifths of every 
dollar of sales must be reinvested to find and develop new capital 
assets to replace assets depleted. 

Oil exploration requires funds that are difficult to obtain through 
credit processes, since the hazard is so great. The explorer depends 
upon venture capital and upon the overall difference between cash 
income and cash outgo to provide funds for exploration and develop- 
ment. ‘To him the removal of percentage depletion would be a serious 
blow, more especially now that tax rates on ordinary income are so 
high. With his chances in the game of finding oil being about 1 out 
of 9, the odds would stack even higher with the Government ready to 
take the bulk of his capital] assets in taxes when he should find such 
assets. 
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If oil production were as lucrative as some critics Say, then an abun- 
dance of funds would be forthcoming, eagerly seeking a fling at the 
game, but such is not the case. 

It is true that once the independent operator finds oil and possesses 
a capital asset he then can arrange his financing in part through com- 
mercial banks and other credit sources, assigning oil runs as security. 
But, again, the 2714-percent depletion allowance looms large in credit 
financing. ‘Take it away from the operator and further financing 
would be very diflicult, to say nothing of the great burden of meeting 
outstanding loans and continuing in business. According to the Inde- 
pendent Petroleum Association of America, 30 of the larger oil com- 
panies have been forced to borrow over $5 billion in the past 20 years, 
despite assertions from various sources that the 2744-percent depletion 
allowance is excessive. 

The statement is frequently made that depletion “benefits” go to 
some people who do not take any risks. Royalty owners are specifi- 
cally cited. The economic interest of the landowner or the royalty 
owner legally stems from the fact that in America, he and not the 
Government is presumed to be the rightful owner of mineral rights 
and to be the beneficiary of a fair return from such holdings when 
and if value is determined, hence a right to share in the depletion 
allowance. 

Although it is true that the royalty owner roes not assume the same 
degree of risk associated with the producer or developer, his role is 
important in the industry. He has been an effective ally of the small 
producer and by protecting his own interest he has made it possible 
for individual producers to enter the business without having first to 
acquire enormous property holdings. 

Furthermore, through royalty interests widespread economic bene- 
fits have gone to hundreds of thousands of people in this country, many 
of whom are small farmers. And annual lease payments are made to 
still more in whose land no reserves have been found as yet, and may 
never be found. 

The charge of “subsidy” is often heard against percentage depletion. 
Sometimes the cry is “special privilege.” If one means by “subsidy” 
or “special privilege” a deduction to one industry that is not available 
to others, then percentage depletion available to natural-resource in- 
dustries will fall in the category so labeled. Those who hurl the charge 
of subsidy or special privilege forget that the rule of classification in 
our tax system was developed in recognition of the fact that all tax- 
payers are not alike in economic circumstances. In practice and in 
theory it is well established in this country that taxpayers may be 
“classified” into separate categories on the basis of differentiating char- 
acteristics and taxed differently from taxpayers in other classes. As 
long as taxpayers within the same classification are treated alike, then 
there is no violation of uniformity, there is no discrimination. A tax 
system which did not take into account the fundamental differences 
existing among taxpayers would be unjust, indeed. In our complex 
economy it is paradoxical that only by treating classes of taxpayers 
differently can we treat all taxpayers fairly. 

Different types of businesses have always required different tax 
treatment. Savings and loan associations, insurance companies, banks, 
railroads, cooperatives, and personal holding companies are a few of 
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many examples of businesses that have been taxed differently from 
other corporations. 

Of course the classification must be reasonable and not arbitrary. In 
part, at least, percentage depletion has been justified for the oil and 
gas industry to compensate for the extra hazards inherent in the 
industrial and to encourage the necessary development of a vital 
natural resource. 

The courts have repeatedly recognized that the producer of petro- 
leum is in a business which presents problems and difficulties not 
common to other businesses—not shared by other taxpayers. No more 
forceful language on the point was ever used than that of the Texas 
Court of Civil Appeals in Logan v. Elliott (61 S. W. (2d) 157): 

The uncertainties of finding oil, the vicissitudes of drilling and production, 
the whimsical traits of wells after being brought in, are common knowledge. All 
of them make such a contract highly speculative in its nature. It is generally a 
gamble upon the fickle wheel of fortune. 

Furthermore, in our democratic society we have used for a long 
time the power to tax as a means of achieving certain nonfiscal ends in 
the interest of the general welfere. We tax not only for revenue but to 
restrain or contain those practices that are considered to be socially or 
economically undesirable, and we accord favorable tax treatment to 
activities we want to encourage or stimulate. 

Another important part of Federal tax policy relating to oil and 
gas is “expensing of intangibles.” Because both percentage deple- 
tion and expensing of intangibles are permitted under the law, some 
critics claim “double” deductions. 

The fallacy of the “double deduction” claim arises from the failure 
to understand that there are two distinct economic steps involved— 
(a) the exploration and discovery of oil, and (0) the development and 
production of oil. Percentage depletion has been allowed by Congress 
as a method of recovering the value of the capital asset (oil) dis- 
covered. Expenses of development and production are allowed in a 
different manner—a manner more nearly comparable to the treat- 
ment of expenses by any other business for tax purposes. In oil 
operation, expenses are divided into two classes: “tangibles” and “in- 
tangibles.” ‘Tangible expenses are those entailed for physical equip- 
ment such as casing, tubing, pumping equipment, and such items which 
have a salvage value if the well is abandoned. The investment in 
tangible equipment is recovered through depreciation over the antic- 
ipated life of the property in the same manner as other businesses 
recover their investment in physical equipment and in buildings. 

Intangible development expenses, however, may be recovered option- 
ally by the oil operator in capitalized form for return over a period of 
time, or they may be recovered as an expense in the year incurred. 
Because intangibles are such items as wages, fuel, repairs, hauling, 
supplies, etc., “incident to and necessary for the drilling of wells and 
the preparation of wells for the production of oil and gas,” they do 
not result in an asset which can be sold or salvaged as such. They 
are current expenditures. Since the operator would not recover his 
intangible outlay under the depletion option except over a long period 
of time, he generally elects to treat his intangibles as current charges 
for tax purposes, enabling him to get back his money quickly to use 
in further operations. The only concession to him under the law is 
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the time concession—he is allowed to deduct his expenditures only 
once. 

Evidence is abundant that tax provisions applying to oil and gas 
have accomplished well their nonfiscal purpose of stimulating the 
search for oil reserves, and that search has enlarged the Nation’s 
proved reserves from 7,500 million barrels in 1925 to 29,560,746,000 
barrels on January 1, 1955, at the same time supplying our growing 
domestic and military needs year by year. 

Reports from authentic sources based upon thorough research show 
beyond any reasonable doubt that the demand for oil can be expected 
to continue to grow vigorously in the years ahead. The President’s 
Materials Policy Commission predicted in 1952 that the demand for 
crude oil and its products would more than double by 1975. Domestic 
demand in 1950 amounted to 6,510,000 barrels per day and last year 
was 7,752,000, but by 1975 it will be 13,700,000 barrels per day. Pres- 
ent reserves are only about 5.9 times the estimated demand for 1975. 

Here is probably the most impressive way to express the task that 
lies ahead: The ratio of proved reserves to annual production for the 
past 30 years has been running around 12.5. If we assume that such 
a ratio 1s comfortable, then we must have proved reserves of about 
62,500 million barrels by 1975. 

It will be necessary to have new discoveries and developments 
amounting to around 5 billion barrels per year on the average for the 
next 2 decades just to be as relatively well off as we are right now. Yet 
the largest amount ever coming from new discoveries and new devel- 
opments in any one year was 5,138 million barrels in 1951. 

Although the projected demand for 13.7 million barrels per day by 
1957 seems almost incredible, we have only to look backward at what 
has happened to demand over the past 35 years to realize that the 
estimate is not unreasonable. Total demand in 1920 was 535,380,000 
barrels or about 1.4 million per day. By 1930 it had increased to 
1,082,494,000 barrels (about 3 million per day), or an increase of 102 
percent. By 1940 it had grown to 3,981,000 barrels a day, up 33 percent 
from 1930. By 1950 it was 6,500,000 barrels a day, up 66 percent from 
1940. 

Actually the demand for crude has increased fourfold in this country 
since World War I. Greatest single source of increased demand has 
been from the development of automobile, bus, and truck transporta- 
tion; and in rail and water transportation there has been an extensive 
displacement of coal by liquid fuels. Air transportation, civilian and 
military, has grown phenomenally as a user of oil products. Substan- 
tial inroads have been made by oil and its products in still other di- 
rections—for residential and commercial heating, for numerous new 
industrial purposes, particularly in the realm of chemistry. 

In some lines of use, oil has come into close competition with other 
sources of energy. Particularly is this true in stationary heat and 
power. Development of more hydroelectric powerplants would offer 
some relief in the use of oil for these purposes, depending upon com- 
parative unit costs, and whatever developments in the practical ap- 
plication of atomic power that may come seem more likely to be in the 
same direction. 

There is left, then, the vast demand from transportation for which 
there appears to be no energy substitute remotely practical as a re- 
placement for liquid fuels. 
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Just about any way you approach the daily demand estimate of 13,7 
million barrels by 1975 you have to admit that it is not fantastic. 

The oil industry’s record to date has been phenomenal. Few, if any, 
industries can match the record. The technical performance of the 
industry has been outstanding. Proved reserves have steadily in- 
creased. Production volume has been enlarged greatly. The qual- 
ity of motor fuels, lubricants, and other petroleum products has been 
raised, while the real cost of refining has been reduced substantially. 
With this spectacular performance have come lower prices all along 
the line so that today petroleum products are not less than 15 percent 
lower in constant dollar price than they were 25 years ago; despite the 
fact that crude oil costs about a fourth more to find. 

At the same time there is no evidence that the industry as a whole 
has made exorbitant profits. On the contrary profits of corporate 
units in the oil industry have not been out of line with profits of other 
industry categories, such as manufacturing. 

The industry is confident that the job ahead can be done. Its past 
record qualifies it for a fair chance to do the job, and a fair chance 
surely means, above all, a satisfactory economic and political en- 
vironment. 

To date our Federal tax policy has treated the industry fairly. 
Results testify to the wisdom of that policy. To remove or modify tax 
provisions in effect successfully over almost 30 years would seriously 
impede the industry in its efforts to meet the challenge that les be- 
fore it. 

No one knows for sure the ultimate discovery potential in the United 
States. Efforts to estimate it hinge around a lot of assumptions and 
definitions of terms, but one estimate in 1948 fixed the amount yet to 
be discovered at. 54 billion barrels. If that were correct, then the dis- 
coverable amount is now down to less than 40 billion barrels because 
of discoveries since 1948. 

How sericusly we can take these figures is something none of us 
can answer. ‘The President’s Materials Policy Commission was 
inclined to discredit them by pointing out (1) that the industry con- 
tinues to discover oil roughly in proportion to exploratory effort; 
(2) that a large part of new proved reserves has been found in areas 
that had already been intensively explored and which were thought 
to be negative; (3) that past estimates of ultimate discovery have all 
turned out to be much on the low side. 

However, the Commission did say that although— 
domestic crude production is still far from the end of the road, even under fairly 
optimistic assumptions it probably cannot keep pace with rising domestic needs 
up to 1975. 

Some people have been predicting for a long time that our oil would 
be gone in 10 or 20 years. Yet the industry has kept right on enlarging 
proved reserves to an alltime high at the beginning of this year. 

Because of the vital importance of oil to the Nation’s welfare, and 
because it is one of our great basic resources, public policy has long 
since become injected into the oil business. America’s security in 
this age of mechanized warfare alone makes it impossible to ignore 
the public interest in any reasonable approach to the oil situation. 
The logic is unassailable: 

1. Our country’s welfare takes top priority over all else—over 
individual interests, over industry interests, over political inter- 
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ests—so that all national policies should be based upon what is 
best for the welfare of the United States and her citizens. 

2. That in an unfriendly world such as currently exists, Amer- 
ica’s security is absolutely essential to her welfare. 

3. That this Nation’s security in a very great measure depends 
upon her military and economic strength. 

4. That, in turn, her military and economic strength would be 
greatly impaired without an adequate energy supply. (Petro- 
leum products and natural gas furnish more than 50 percent of all 
the energy supplies in this country.) 

5. That an adequate energy supply must be provided within the 
borders of continental United States. (We cannot depend upon 
foreign oil for our security.) 

It is difficult to refute this logic, but it builds a case for the role 
of Government only to the extent that the private domestic oil indus- 
try is unable to fulfill the responsibility of finding and developing 
adequate reserves of crude oil and natural gas, as well as adequate 
productive capacity. 

In the light of the overall situation, there seems little doubt but that 
modern Government can, and does, have a marked influence upon the 
functioning of industry, and especially the oil industry. Most of us 
are reconciled to that fact. hrough tax policies, through fiscal, 
monetary, and credit policies, and through its tariff policy, the Gov- 
ernment does condition economic environment. And in our day it is 
an accepted thing for the Government even to subsidize in the public 
interest. 

It would be difficult to refute the claim that without the existing 
tax provisions applying to oil and gas it is seriously doubtful whether 
the industry’s record could possibly have been realized. The Sub- 
committee on Tax Policy of the Joint Committee on the Economic 
Report is studying Federal tax policy as the latter might contribute 
to “economic stability and growth.” The danger is great that the 
Nation’s economic stability and growth will be impaired not stimu- 
lated, by changing the tax policy now applicable to the oil and gas 
industry. The record speaks loudly and anole against such change. 

Our country is the only major Nation of the free world with suffi- 
cient oil inside its own borders for peace or war. President Eisenhower 
told the American people that the production of oil and steel— 
are deterrents upon the men in the Kremlin. They are factors that make war, 
let us say, less likely. 

It cannot be denied that Federal tax policy applying to the develop- 
ment of oil and gas resources has cautiileaied in a large measure to this 
fortunate position. 




















X. THE EFFECTIVENESS OF TAX DEPRECIATION POL- 
ICY IN COUNTERACTING ECONOMIC FLUCTUATIONS 
AND PROMOTING ECONOMIC GROWTH 


WEAKNESSES OF ACCELERATED DEPRECIATION AS 
AN INVESTMENT STIMULUS 


E. Cary Brown, Massachnsetts Institute of Technology 
INTRODUCTION 


Like any other item that enters into the determination of taxable 
income, the amount of depreciation allowed for tax purposes affects 
business decisions. Variations in it can change the rate at which 
business firms find it worthwhile to purchase depreciable assets, and 
thus alter productive capacity and the rate of economic growth. 
Cyclical fluctuations in capital formation may also be modified both 
in amplitude and in length through depreciation modifications. And, 
since tax allowances may also affect estiiel accounting, they may 
enter into decisions about prices, wages, dividends, and the like. 

In addition to these economic effects, depreciation allowances have 
equity consequences in that they alter the definition of income and the 
amount of taxes different business firms pay. This question—the 
effects of various depreciation methods on the accuracy with which 
income is measured—has been the primary focus of past discussions. 
Important as it is, I intend to give primary attention to certain of the 
economic consequences of accelerated depreciation methods—methods 
that are not designed to improve the measurement of income or achieve 
greater equity, but rather to stimulate certain economic effects. 

The economic aspects of depreciation policy have received increasing 
public attention during World War IT and in the immediate postwar 
years. Many countries adopted various kinds of accelerated programs 
to achieve one or more economic results. England, for example, was 
motivated primarily by the desire to stimulate the replacement of 
obsolete plants and to gain a stronger position in postwar world 
markets. Sweden had used rather extreme forms of optional deprecia- 
tion for countercyclical reasons even before World War IT. Canada’s 
depreciation program was geared to deflationary prospects in the 
immediate postwar period, and was intended as a shot in the arm to 
pick up deficient demand. None of these initial programs has stood 
without modification. When deficient demand turned into excess de- 
mand and inflation threatened, all of these programs were suspended 
or modified. Canada not only stopped but actually reversed its policy 
by postponing normal depreciation on assets purchased in inflationary 
period. 

In 1954 the United States embarked on such a program for the 
first time in a peacetime period. An examination and appraisal of 
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this specific program in the following section represents an introduc- 
tion to an analysis in the last section of the major problems connected 
with any kind of accelerated-depreciation device. 


APPRAISAL oF 1954 DeprREcCIATION LEGISLATION 


The Internal Revenue Code of 1954 permitted unrestricted use of 
the sum-of-year-digits depreciation for the first time,’ the declining- 
balance method at double the straight-line rate,? and any other meth- 
ods that give no more than this latter method over the first two-thirds 
of the useful life of an asset. In addition, existing methods of de- 
preciation, such as the straight line, were continued. ‘These new 
methods were limited to new depreciable assets with a life of 3 or 
more years, the costs of which were attributable to 1954 or later years. 

This legislation falls into the accelerated-depreciation category. 
It was clearly designed to speed the rate of economic growth rather 
than to improve the equity of the income tax. The administration’s 
case rested on hoped-for economic effects of the change in deprecia- 
tion policy, not on whether or not the definition of taxable income 
would be improved, and no evidence was brought forth indicating 
existing depreciation methods were inadequate or inaccurate in meas- 
uring income. Moreover, the new methods were made applicable only 
to new assets acquired after a certain period, rather than to all assets 
of a particular kind. Obviously, if the primary desire were equity, 
limitations on the kinds of assets that could get special treatment 
would be inappropriate. 

How well can these provisions be expected to achieve their goal of 
economic growth through investment stimulation? Any specific deci- 
sion by business management about the purchase of new depreciable 
assets will be likely to take into account the fact that taxes can be 
postponed under the new depreciation methods. Depreciable assets 
thus become more profitable to invest in than they previously were. 
This postponement of taxes permits a more rapid recovery of the 
cost of the asset, thus saving interest and reducing risk. These are 
factors increasing the incentive to invest. In addition, the ability to 
invest is increased through the reduction in taxes presently payable, 
and the consequent increase in working capital. 


INCENTIVES TO INVEST 


Consider, first, the effect of the new policies on investment incen- 
tives. The value of the postponed taxes to a firm will depend on the 
rate of discount for risk or interest that is used in the investment 
decision and on the tax rate. The present value of tax postponement 
can then be expressed as a percentage of the cost of the depreciable 
asset whose purchase is contemplated. Table 1 shows the difference 
between the present worth of sum-of-year-digits depreciation and 
straight-line depreciation under various assumed discount rates and 


1 The sum-of-year-digits method results in a depreciation rate determined by dividing the 
number of years remaining in an asset’s life by the sum of each of the digits in its life. 


The declining-balance method applies a constant depreciation rate to initial cost less 
total depreciation already taken. 
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asset. lives. The present value of the tax postponement from using 
sum-of-year-digits depreciation can then be found by multiplying 
these figures by whatever tax rate one wishes, on the assumption that 
future tax rates remain unchanged. 


TaBLE 1.—Present worth of depreciation deductions as percent of cost of asset 
sum-of-the-years-digits and straight-line methods 
shied : ed ———— a 
Sum-of-the-year-digits | Straight-line discount | Excess of SYD over SL 
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Source: E. Cary Brown, the New Depreciation Policy Under the Income Tax: An Economic Appraisal, 
National Tax Journal, VIII (March 1955), p. 92. 


These data reveal that the stimulus to investment in depreciable 
assets is modest at best, and is surprisingly little affected by the ex- 
pected life of the asset or by the rate of discount applied to it. Given 
a particular rate of discount, the present value of the tax savings from 
the new method rises as the expected life of the asset rises until it 
reaches a maximum and then begins to taper off. Given the expected 
life of the asset, the present value of the tax savings rises as the dis- 
count rate rises, but again it reaches a maximum and then tapers off. 
Over a fairly wide range of asset lives and of rates of discount, the 
tax savings from the new method computed at a 50-percent rate appear 
to be about 5 percent of the initial cost of an asset. In other words, 
it is as if investment yields after tax were increased roughly by about 
5 percent (not 5 percentage points). For example, it would mean 
that 10 percent yields would now be 101% percent, 20 percent yields 
21 percent, and so on. This is nearly an across-the-board increase in 
yields. It does not appear to be directed toward particular types of 
firm, degrees of risk, or the like. It then become strikingly similar 
in its incentive effects to a cut in the income-tax rate. 


ABILITY TO INVEST 


The 1954 depreciation revisions will also change the ability to invest 
in depreciable assets. The amount of taxes postponed by a particular 
firm will depend on the rate of growth of its daipt seine aoe pur- 
chases, on future tax rates, on the expected lives of its depreciable 
assets, and on the extent to which it avails itself of the new methods. 
Moreover, these postponed taxes can become virtually a permanent 
reduction. While taxes are only temporarily postponed on one par- 
ticular depreciable asset since early excess depreciation is offset by later 
deficient depreciation, the continued purchase of depreciable assets 
continues this temporary postponement. As long as the firm continues 
to purchase depreciable assets at the old rate, the tax postponement 
never has to be made good. The temporary postponement through 
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excess depreciation on these new purchases matches deficient deprecia- 
tion on old purchases. Only when the firm’s purchases of depreciable 
assets shrink, or when it liquidates, are the postponed taxes ever recov- 
ered. When the firm increases its rate of purchase of depreciable 
assets the permanent tax postponement actually grows. 

Estimates of the amount of revenue losses from the new methods 
have been made by the staff of the Joint Committee on Internal Rey- 
enue Taxation, on the assumption that purchases of depreciable assets 
continue at present rates. ‘These show that the amount of tax reduc- 
tion will start out modestly in the first fiscal year at less than one-half 
billion dollars, rise rapidly to over $1 billion in 1960, and gradually 
decline to zero by 1970. But if there is growth in the rate of purchases, 
the tax reduction will be considerably larger. Assuming a rate of 
growth of 3 percent as in the past, my estimates (table 2) place the 
figures at over $2 billion in 5 years, over $4 billion in 10 years, nearly 
$4 billion in 15, over $2 billion in 20 years, from which point on the 
revenue loss would grow at 3 percent per year. 


TaBLE 2.—Aggregate straight-line and sum-of-year-digits depreciation growth 
in depreciable-asset purchases 3 percent per year 20-year assets, 50 percent tar 
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1 Assumed to grow 3 percent per year from a base of $27 billion, 
Source: Ibid., p. 88. 


What fraction of this large increase in net income after taxes will 
find its way into further purchases of depreciable assets is impossible 
to predict on the basis of present knowledge. But this improvement 
in working capital would be available for. ‘apital formation—either 
inventories or fixed capital, for debt repayment, for payment of divi- 
dends, or for retention as added working capital. Undoubtedly some 
will be used for purchases of depreciable assets. 


APPRAISAL 


The 1954 depreciation revisions then represent a costly method of 
getting a modest investment stimulus. There are other, cheaper alter- 
natives. For example, a cut in the corporate income-tax rate of 2% 
percentage points would appear to achieve the same investment stim- 
ulus by increasing yields after tax by about 5 percent.’ Moreover, the 


®For corporations subject to the 30-percent rate, the rate reduction would have to be 
3% percentage points. 
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distribution of this incentive would be approximately the same as 
that achieved by the new depreciation methods. 

Such a cut in the tax rate on present corporate income would amount 
to about $1 billion per year and would grow in 20 years, assuming 
3-percent growth, to less than $2 billion. In comparison, the new 
depreciation methods will reduce corporate taxes by a larger amount 
in virtually every year. As a rough guess, the difference would be 
$30 billion over the first 20 years.t It seems fairly clear that direct 
rate reduction should be substituted for the new depreciation methods 
as a cheaper way of getting the same investment stimulus. 


GENERAL ProBLEMS OF ACCELERATED DEPRECIATION 


In view of these conclusions regarding the 1954 depreciation revi- 
sions, a number of more general questions arise. Is accelerated depre- 
ciation inherently a more costly way of creating an investment incen- 
tive than a straight rate reduction? When its incentive effects are 
strengthened, does it create other problems! For example, how does 
it affect the cyclical timing of investment? How are pricing and 
other decisions affected ? 


RELATIVE INCENTIVE EFFECTS OF ACCELERATED DEPRECIATION 


These conclusions regarding the 1954 depreciation changes cannot 
generally be applied to accelerated depreciation since there are many 
other forms it can take. Other forms permit full or fractional write- 
off of the cost of assets in the year acquired or over a 5-year period 
and have received considerable attention. One important feature of 
such plans as compared with the recent one enacted in the United 
States is that the accelerated-depreciation portion of the allowance is 
the same regardless of the expected economic life of the depreciable 
asset. The firm is thus led to decide between two assets of different 
ages solely on their economic merits, and not on their favorable or 
unfavorable treatment under the tax law.* 

A second feature of these accelerated-depreciation methods is that 
they enhance the position of the risky investor as compared with the 
safe investor over a wider range of asset lives. And, finally, they 
offer a sharply higher investment incentive than present methods, 
and, if pushed far enough, can provide more per dollar of revenue 
loss than that achieved by rate reduction. 

If these methods can overcome one part of the criticism of existing 
methods, what then are the remaining ones? The major criticisms 
are the effects on economic stability and on the behavior on business 
decisions about prices, wages, and dividends. 


EFFECTS ON TIMING OF INVESTMENT PURCHASES 


Accelerated depreciation can affect the timing of investment either 
by creating cyclical changes in financial ability or in investment 
incentives. 





*Total business expenditures on plant and equipment in 1954 are estimated at $27 
billion, of which the Council of Economic Advisers estimates $23 billion to be corporate. 
The estimate in the text is based on table 2, assumes a 50-percent tax rate and reduces 
this result by the ratio of corporate to total purchases of depreciable assets—84 percent. 
The total revenue loss, personal and corporate, would run to B35 billion. 

5It can be noted parenthetically that the present form of the allowance discriminates 
against longer-lived assets. 
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1. Ability to invest 


A common charge against accelerated depreciation is that it will 
reduce the sensitivity of tax yields to economic fluctuations, since it 
weights current rates of investment more heavily in computing depre- 
ciation than do normal methods. It tends to increase disposable in- 
come of firms at a time of boom through decreasing their taxes. In 
a depression, when rates of purchase of depreciable assets are sub- 
normal, accelerated depreciation falls below normal, and the result- 
ing increase in taxes decreases business disposable income. If this 
were inevitable, accelerated depreciation would reduce the counter- 
cyclical effectiveness of income taxes on business firms. 

But before examining this question, a few factors should be placed 
in perspective. First, while it is perfectly clear that accelerated de- 
preciation responds more quickly than normal depreciation in situa- 
tions of long-run growth, it is not so clear that this is true for short- 
run fluctuations, whether superimposed on an underlying situation 
of growth or of stability. 

Second, much depends on whether economic fluctuations in the fu- 
ture are minor, such as in 1923, 1927, 1949, and 1954, or major, such 
as 1921 or the great depression of the thirties. If the fluctuations are 
minor, virtually no countercyclical issue arises. In 1949, for example, 
business purchases of depreciable assets (in real terms) were about 
10 percent below the rate in 1948 and in 1950; in 1954, they were 6 
percent less than the 1953 rates. Different kinds of depreciation could 
vary by no more than these amounts, and ordinarily would by consid- 
erably less. But, a fluctuation of this magnitude is less than $1 billion 
in taxes, surely not a size of first-order importance. If, on the other 
hand, fluctuations will be major, different depreciation methods have 
quantitative significance. Real purchases of depreciable assets in 
1933, for example, fell to less than one-third of their 1929 rate and 
did not really recover until after World War IT. 

But even though it is possible for various depreciation methods to 
have quantitatively significant differences when there are major eco- 
nomic fluctuations, there is no presumption against accelerated depre- 
ciation in favor of normal methods. Whether it will behave more or 
less cyclically than normal depreciation depends on the kind of 
cyclical pattern in the purchase of depreciable assets, the duration of 
the business cycle, and the durability of assets. 

The following illustration will emphasize the danger of generaliz- 
ing about this. .Suppese cyclical fluctuations are symmetrical over a 
period of 8 years—the usually accepted average length of major busi- 
ness cycles so far observed. Suppose, further, that all depreciable 
assets have a life of 20 years. Five-year depreciation is then notice- 
ably more stabilizing than normal 20-year depreciation in that it 
results in less depreciation in the upswing (first 4 years in table 3) and 
more in the downswing (last 4 years in table 3). One-year deprecia- 
tion, on the other hand, increases depreciation in the upswing relative 
to the use of a 20-year period since it would follow the pattern of 
purchases. 
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TABLE 3.—CoOmparison of cyclical depreciation patterns 8-year symmetrical cycle, 
20-year assets 





Amount of depreciation under deprecia- 
Purchases of | tion period of— 
Period | rs —_—————— ——a 
assets ! ’ 
| a bl Normal 
| 5-year 8-year 20-year 
een Gan : | ——____|— 

129 | 166 | 2) 188 
| 200 | 152 | 200 18s 
271 | 166 | 200 195 
300 200 | 2M) 205 
271 234 | 200 212 
‘5 200 248 | 200 212 
129 234 | 200 | 205 








=| 100 | 200 200 195 


1 Purchases in period t= 100 (i+sin ). 


An illustration of this kind obviously does not establish accelerated 
depreciation as more countercyclical than normal depreciation. The 
results depend on the particular assumptions underlying the illus- 
tration. While the ones chosen are not unreasonable, different re- 
sults could be obtained by altering the shape or duration of the cycle, 
the average length of life of asset, and the methods of depreciation. 
One-year depreciation, for example, would clearly have a cyclical 
pattern. But this illustration does eliminate the belief that acceler- 
ated depreciation necessarily or presumptively reduces the counter- 
cyclical effectiveness of the tax. No general answer, therefore, seems 
possible in the abstract. These doubts about the direction, coupled 
with the relative quantitative unimportance of the amounts should 
reduce worry about this aspect of the question. 


2, Cyclical effect of investment incentives 


This, of course, is not the whole story. Accelerated depreciation 
has been accused of stimulating investment incentives cyclically, even 
under constant tax rates. The case rests on the following considera- 
tions. In the boom profits are high. Business firms are aware of 
their ability to write off rapidly the cost of depreciable assets pur- 
chased, and are encouraged to invest in them. In the depression, on 
the other hand, losses are sustained and rapid depreciation cannot pro- 
vide added stimulus. Indeed, if the period of losses is expected to 
be fellowed by a period of profits, a rapid writeoff may actually be 
disadvantageous to the individual firm. 

For this result to follow it is necessary that tax deductions be lost 
if they are not taken in a year of boom or high activity. That is to 
say, other years in the cycle are either low profit or loss years. But 
recent economic history has given us two recessions with high profits— 
1949 and 1953. In 1949 the number of profitable corporations fell by 
less than 2 percent and their income declined about one-sixth to 
slightly over $30 billion. Deficit corporations increased 14 percent 
and their deficits rose $0.6 billion to $2.4 billion. The 1954 recession 
appears to have fallen even less heavily on corporate profits. These, 
of course, are aggregate amounts. Separate industries or firms could 
have been affected in different ways. But still it seems a safe gen- 
eralization that relatively few profitable firms slipped so far as to 
make deficits. In contrast, in 1932 the number of profitable corpora- 
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tions dropped nearly 200,000 from 1929; aggregate net income fell 
from $11.7 billion in 1929 to $2.2 billion. Deficit corporations in the 
same period rose from 187,000 to 369,000; net losses from $2.9 billion 
to $7.8 billion. If future cyclical swings are like those of recent years, 
depreciation could be absorbed in a recession almost as easily as in 
a boom. If they are like the great depression of the thirties, it will 
be much harder to absorb depreciation in depression years. 

But even in this case expenses in loss years, even when they cannot 
be fully deducted from income of that year, can reduce taxes of other 
years. Under present law a 2-year carryback and a 5-year carry- 
forward of losses is provided. Under these circumstances, it is un- 
likely that firms would fail to receive some tax benefit from accelerated 
depreciation in a year of loss. Only if they never really expected to 
make profits in the next 5 years, and did not make them in the 2 preced- 
ing years, would this be true. In such a situation, taxes win have 
little or no effect on their investment decisions in either a boom or 
recession. 

Moreover, a special assumption must be made about the formation 
of business expectations about future income in order for the described 
result to take place. A firm must expect good years to be succeeded 
by bad, and bad years to be followed by good. The usual complaint 
about business behavior is that this cyclical behavior is usually not 
expected ; that instead there is a tendency toward the belief that exist- 
ing conditions will continue. There is overinvestment in good years 
because it is expected to be justified by the continuance of large future’ 
profits; underinvestment in depression years because weak markets 
are expected to last indefinitely. If business firms expect existing 
levels of profits to continue, accelerated depreciation, even without 
loss offsets, would not have much cyclical effect on investment incen- 
tives. Expected continuance of boom profits would not induce the 
firm to rush its investment in order to secure a full offset from accel- 
erated depreciation. Expected continuance of depression losses would 
not induce the firm to postpone investment to a time in which accel- 
erated depreciation could be taken. 

Finally, accelerated depreciation, if used for tax purposes, may also 
be used in the firm’s accounts. If it is, it could reduce book profits 
after taxes in a boom and decrease them in a depression. (Whether 
or not it actually will was analyzed in the preceding section.) While 
some students of business behavior place considerable emphasis on this 
factor as a damper on business optimism in a boom and a cushion un- 
der depression pessimism, it is probably too minor to warrant em- 
phasis as a stabilizer. 


Errects oN Orner Business Decisions 


The possibility that accelerated depreciation may be used by busi- 
ness firms in their own accounts may have a significant effect on other 
managerial decisions, however. There is, to be sure, no inherent rea- 
son why accelerated depreciation will be used in business accounts, 
nor, if used, that it must enter into managerial decisions. The tax 
law permits separate sets of boks. But what evidence is available 
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points toward the continuation of past practices under which book de- 
preciation tended to conform to tax depreciation.° 

If used in the firm’s accounts and in business decisions, accelerated 
depreciation may raise prices through artifically OnE costs, 
depending on the degree and kind of competition the particular firm 
faces. Such an eventuality could lead to a decrease in the quantity 
demanded of the firm’s products, and some slackening of the demand 
for enlarged capacity. If demand did not fall off at the new prices, 
there would result some redistribution of income from consumers to 
business, with perhaps, some. effect on aggregate demand. On the 
other hand, failure to raise prices could reduce profits and perhaps 
dividends. 

Existing knowledge does not allow an accurate prediction of the 
consequences flowing from the use of accelerated depreciation in 
managerial decisions. It seems sufficient to point out here that it 
represents an artificial, distorting influence on decisions. These deci- 
sions would be improved if based on as accurate a measure of deprecia- 
tion as can presently be made by accountants, engineers, managers, 
economists, and other interested groups. This is a major weakness in 
the use of accelerated depreciation as an investment stimulus. What 
are the alternatives? Two obvious ones present themselves: rate re- 
ductions and investment credits. 


ALTERNATIVE STIMULATING DrvICcEs 


Rate reductions cannot achieve the same effects as some of the ex- 
treme forms of accelerated depreciation do. For example, 1-year de- 
preciation substantially eliminates the disincentive effects of the in- 
come tax, yet large yields of taxes would still be collected under it. 
This same effect could be achieved by rate reductions only by virtual 
elimination of yields. In view of the pressing financial needs of the 
country, elimination of tax yields does not seem a fruitful approach 
to tax revision at the present time. 

Tax credits, over and above normal depreciation, upon the pur- 
chases of depreciable assets can, however, duplicate the incentive ef- 
fects of accelerated depreciation. They can be granted in the year 
when the asset is purchased or spread over several years subsequent 
to its purchase. (A carryforward of unused tax credits would, of 
course, be a feature of any such plan to avoid discriminating against 
firms with low profits or losses in any particular year.) Tax credits 
also have the important advantage that they would not creep into 
business accounts and distort business decisions. Since normal depre- 
ciation would be deducted from the firm’s taxable income, it would 
ordinarily be used in the firm’s accounts. These tax credits could be 
varied from time to time as economic conditions warranted without 
creating a major wrench in business accounting policies. The British 
after a number of years of experimentation with accelerated deprecia- 
tion have gone over to what they call an investment allowance system 


®*“Adoption by many corporations of accelerated depreciation for corporate accounting, 
when they adopt it for taxes, is indicated.” William J. Edmonds, The Effect on Business 
Decisions of Changes in Tax Depreciation Policy, National Tax Journal VIII (March 1955), 
p. 113. But note this qualification: “Subsequent information reaching the author indi- 
cates a trend among large companies toward the declining-balance method for tax purposes 
but with no changes —aee in accounting practices at this time. P.112n. Pre- 
liminary results of a study by Prof. E. K. Smith confirms the view that firms using the 


new depreciation methods for tax purposes will also tend to use it in their own accounts, 
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which permits a 10-percent credit for industrial buildings and a 20- 
percent credit for machinery and equipment. Careful study of their 
experience has not yet been made but is urgently needed. 

The tax credit for investment can be made to stimulate economic 
growth still further by limiting it to expenditures on depreciable 
assets in excess of normal depreciation. Then, only if the firm were 
spending more than the amount necessary to maintain the book value 
of existing depreciable assets would additional tax reduction be 
granted. Static and declining firms would receive only normal depre- 
ciation on their replacement purchases; growing firms would receive 
normal depreciation on all purchases’ plus a tax credit for purchases 
in excess of normal depreciation. In order to avoid encouraging busi- 
ness concentration through growth by the purchase of existing firms 
and assets, the tax credit should be restricted to purchases of new 
assets. This distinction is now made under the 1954 law and seems 
relatively easy to handle administratively. 

One further advantage of the tax credit for investment in depreci- 
able assets is that it nicely complements the most satisfactory method 
of eliminating or reducing double taxation of dividends; namely, 
the tax credit to corporations for dividend payments. Corporations 
could then receive a tax credit either for purchase of depreciable assets 
or for dividend payments; the tax consequences of decisions about 
retention and use or payment as dividends could be placed roughly on 
a par. 

CoNnCLUSION 


1. The 1954 depreciation changes are a more costly way of securing 


an investment stimulus similar to that achieved by reducing the cor- 
porate income tax around 214 percentage points. 

2. Accelerated depreciation provides a stimulus to investment that 
cannot be duplicated by rate reduction. It does not involve a reduc- 
tion in the countercyclical effectiveness of the income tax of any se- 
rious magnitude. It does, however, tend to distort business decisions 
about prices and dividends. 

3. Tax credits for investment provide the same kind of stimulus 
but avoid this distortion. They can still further stimulate growth by 
being limited to the excess of expenditures for new depreciable assets 
over normal depreciation. 


FOUR WAYS TO WRITE OFF CAPITAL EXPENDITURES— 
CAN WE LET MANAGEMENT CHOOSE? 


JOEL DEAN,’ Joel Dean Associates, Yonkers, N. Y. 


I. InrrRopuctTion 


It is essential that there be some control over the amount of incom: 
deductions representing cost of using up long-lived assets; otherwise 
the tax laws would be nullified, for taxpayers would choose to state 
their capital wastage costs as a sum large enough to cancel out all 
taxable income. Congress has therefore been long and properly con- 


- 


_1 For major assistance in preparing this manuscri 
Winfield Smith of Joel Dean Associates. For helpt 
associates, James Lorie and Stephen Taylor. 
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cerned with the depreciation provisions of the tax laws. At the same 
time there has been a growing awareness of the part this revenue- 
gathering mechanism plays in determining the composition, amount, 
and timing of economic activities and an increasing willingness to 
seek better ways of reconciling the Treasury’s revenue needs with the 
impersonal rules of a free economy. 

In dealing with problems of defining and estimating tax deprecia- 
tion, Congress has before it a wide variety of concepts of capital 
wastage. Tax-depreciation control has taken many forms and could 
take many more. As we shall see, historical accidents and ancient 
modes of thought have had much to do with determining the system 
we have, and notions of abstract fairness have sometimes obscured 
the fact that any particular depreciation rule has economic effects that 
are inescapable, however unfair it may seem. This analysis takes a 
fresh look at the major alternative concepts and the usual justifica- 
tions given for them. It then goes on to consider their effects on 
managerial behavior and the consequences of allowing taxpayers a 
wider range of choice among writeofl methods. 


II. How Deprectation Rutes Arrecr Bustness Decisions 


It is important to understand at the outset how tax depreciation 
(and taxes) should affect business decisions, and how they really are 
affecting them in a large and growing number of cases. What is in-. 
come and what is depreciation for tax purposes are determined by 
Congress, the Treasury and the courts. These definitions may or may 
not resemble those a business firm finds managerially useful in carry- 
ing on its own affairs and in making the investment and other de- 
cisions which, in the aggregate, affect income, employment, the com- 
position of output, technological progress and economic stability. 
But no matter how much business measurements of income and de- 
preciation differ from tax definitions, tax depreciation affects busi- 
ness decisions, and especially so in recent years. This is because 
high tax rates make methods of tax-depreciation important. The 
best and the worst methods (defined from any viewpoint you choose) 
are indistinguishable in their practical effects when the tax rate is 
low, but they may have vitally different impacts when tax rates are 
around 50 percent. 

Taxes atlect decisions because they are cash flows whose size and 
time distribution are importantly affected by business actions. What 
makes the Government’s definition of income important to the cor- 
poration is that the Government takes 52 percent of it. It follows, 
then, that tax-depreciation methods affect business decisions only 
because of their effect on the size and timing of income-tax payments 
and not through any real or imagined similarity between these de- 
preciation methods and the nature or economic behavior of asset 
values. 

If a businessman defines income, investment, or depreciation in some 
way not used in tax computations, there is often the opportunity of 
arranging his affairs so that income according to the Government’s 
definition is smaller than income according to his own or, at least, 
more favorably arranged over time. Thus the tax bite on what the 
businessman regards as his income is minimized through shifts in pro- 
duction methods, etc. This entirely legal and unavoidable form of 








506 FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 


tax avoidance can have important effects on economic activity in 
general. 

Taxes are only a cost and tax reductions through depreciation are 
only a benefit. Both should be treated like any other cost or rev- 
enue item in considering an individual business decision. Since 
many, possibly most, business decisions aim at maximizing the excess 
of revenues over costs, taxes affect these decisions and tax deprecia- 
tion affects investment decisions especially. 

This use of “cost” says nothing about tax incidence, i. e., who “pays” 
the taxes in the end. Wherever resources are at all mobile the ulti- 
mate incidence pattern is, to an important extent, the product of 
resource shifts. When all these have occurred in response to the 
cost and revenue effects of the tax, final incidence may be on the 
person or firm who writes out the tax check or it may be far, far 
away. 


Ill, ALTERNATIVE CONCEPTS OF CAPITAL EXPENDITURE WRITEOFF 


In this section I want to review several of the more interesting 
or important depreciation procedures that are used in one way or 
another in our tax system. Although it is usual to think of the sys- 
tem as having only 1 major kind of depreciation rule, or 2 at the 
most, an economist would have to say that there are at least 4 very 
distinct methods. Each of them has some useful features and each is 
quite capable of being applied to the entire field, although with quite 
different results. I will postpone to the last a discussion of the 
“standard” depreciation method, under which original asset cost is 
tax-depreciable under a schedule intended to cover the asset’s entire 
useful life. 

For a better appraisal of the economic consequences of this type of 
“timetable” tax depreciation characteristically applicable to corpora- 
tion assets, we shall first examine three other concepts of capital wast- 
age which may be novel and instructive alternatives to the conven- 
tional procedure. These are (1) percentage depletion, (2) “final 
reckoning” depreciation, and (3) “cash flow” depreciation. 


A. PERCENTAGE DEPLETION 


Percentage depletion is allowed for many mineral deposits and 
other more or less natural resources. Under it, a certain proportion 
of the current market value of each year’s production is treated as a 
capital wastage allowance, deductible from taxable income, without 
regard to historical acquisition costs of the asset. 

Percentage depletion has three distinctive traits: 

1. The income deductions permitted are not limited to original 
cost of asset or any inflation-adjusted derivative thereof. 

2. The rates are fixed by Congress. They are unrelated to 
producers’ opportunity costs or reservation prices, except insofar 
as Congress hits on a correct estimate of these. 

3. The depletion allowance is based on (a) current-dollar 
values of the product, not book value or original cost of the 
asset, and (4) production volume, not time. 
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The conventional justification for using percentage depletion in- 
stead of timetable depreciation, which would limit the capital wastage 
deductions to the original cost and spread them over a specified life, 
is that for some assets, notably minerals, life and capital value cannot 
be predicted even within the wide error ranges tolerated for machin- 
ery and buildings. It is much more apparent that the costs of dis- 
covering and preparing to exploit mineral and forest resources often 
bear no useful relation to these assets’ capital values than in the case 
of machinery and buildings. This is partly because there is a more 
elastic supply of industrial buildings and equipment, so that their 
cost and economic value are often tolerably close. 

Furthermore, if so-called wasting assets were taxed on the basis of 
timetable depreciation, a strange set of economic circumstances would 
result. Up to the end of the depreciation period, tax-deductible costs 
would include capital wastage allowances, so that after-tax income 
would be large compared with income after the end of the depreciation 
period; later the absence of deductions for capital wastage would 
swell taxable income and shrink the after-tax cash income flow. Two 
mines that were otherwise economically similar might thus show 
quite different after-tax profits, so that a mineowner’s incentive to 
produce a ton of ore would depend on his mine’s position in the aa 
ciation timetable. Percentage depletion avoids this illogical result. 

If, however, we compare the tax depreciation problems in the treat- 
ment of forests, minerals, and other “wasting assets” where depletion 
is now used, with the problems of treating buildings and machinery, 
I think we must acknowledge that the differences are of degree rather 
than kind. For all assets acquisition costs imperfectly reflect lifetime 
capital value, and both asset life and lifetime output are hard to fore- 
cast because they depend so much on future obsolescence, replacement 
and opportunity costs, marginal products, and other factors unknown 
at the time of acquisition. The strange and undesirable results that 
would follow if the incentives for mineral extraction were to depend 
on a mine’s depreciation position actually occur in the case of other 
assets. Economic lives of manufacturing assets really do depend in 
part on whether there is any depreciation left as an income deduction 
and whether this depreciation represents high or low price levels. To 
an economist, and possibly to anyone, it does not seem desirable that 
asset lives should be affected by tax accidents. The optimum life of 
long-lived assets ought to be determined without intrusion of such 
artificial and fortuitous factors, but it isn’t. 

Percentage depletion has an additional feature which makes it 
especially attractive during and after a major change in price levels. 
Of all the permitted methods of allowing for capital consumption in 
tax calculations, only percentage depletion is inflation and deflation- 
proof. In my work for a wide variety of industrial firms I have 
repeatedly been impressed with the serious overstatements of real 
corporate income (and income-tax liabilities) that result when low 
historical costs of long-lived assets are written off against today’s 
inflated income. In some cases real corporate income has actually 
been negative, in the sense that there has been shrinkage in the firm’s 

hysical size and inflation-adjusted earning power, yet book income 
as been substantial and income taxes have been large. The Treasury 
and most of the accounting profession have strongly resisted all 
attempts at stating corporate income after some provision for re- 
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placing depreciable assets at present higher costs, and I do not want 
to reopen this controversy here. But it is instructive to note that the 
problem does not exist under ——— depletion, because the de- 
pletion recoveries are always -based on current product values, not 
asset costs of 1947, 1933, or 1927. 

These novel features of percentage depletion help explain why 
some people with no ax to grind have looked with sympathy on pro- 
posals to extend something like it to all industry. The big problem, 
which exists to some extent even in the extractive industries, is to 
determine the value of the extracted product. It may be difficult 
to attach market values to ore in the midst of a wilderness, but the 
problem is small compared with that of attributing a dollar value to 
the contribution of a particular machine, or even to all depreciable 
assets of a company. 

There is, however, another way of looking at depletion, which is 
to regard it as substituting (1) a perpetually lower rate on a “more 
gross” income for (2) a ‘higher rate on income that is net of a fixed 
recovery of original cost. In this sense, depletion could easily be 
applied to any taxpayer who chose to use it instead of the timetable 
method. Whether the lower rate would be too much, not enough, or 
just right, to produce the economically optimum use of long-lived 
assets would be difficult to determine. But so is it in the case of 
mineral deposits and other assets to which percentage depletion is 
now applied. 

Furthermore, I have my doubts about the wisdom of trying to use 
the tax system to protect some or all taxpayers from some of the effects 
of inflation. The way to deal with the problem of inflation may be to 
prevent it and not to weaken, through grants of relief, the public’s 
already weak incentives to oppose inflationary policies. The real 
lesson to be learned from percentage depletion is that there is at least 
one depreciation method that could be applied to all assets and which 
would accord consistent treatment to economically similiar assets as 
well as avoid confiscatory taxes during an inflation. 


B. “FINAL RECKONING” DEPRECIATION 


Another way of treating asset writeoff is to postpone it until the 
asset is entirely used up or is finally disposed of its owner. Thus 
the two distinctive features of final reckoning depreciation are: 

1. No capital consumption allowance is permitted during own- 
ership life, and 

2. Taxable gain or loss is only recognized on sale or retirement 

of the asset. 

Land owned in fee is the most important kind of asset so treated 
under our tax laws. The usual reasons given for this are that land 
is not consumed in any regular or predictable fashion and the only 
gain or loss that is administratively practical to recognize, among 
the many that are always occurring, is that realized when the books 
are closed on a particular parcel. 

I do not think that these reasons make a really clear case for treat- 
ing land in this special fashion, or, if they do, why many other 
kinds of assets should not be treated in the same way. Land can 
be used up like any mineral deposit or machine. Like land, the 
whole story on the ultimate profitability of any long-term invest- 
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ment can seldom be known until the books are finally closed. Once 
again, the differences, if any, are only of degree, and abstract reason- 
ing does not provide a very useful guide to tax policy. 

If we turn to the economic consequences of requiring that land be 
treated under the final reckoning method, we find that corporate-tax 
rates, costs of capital and inability to secure depreciation deductions 
provide very strong incentives for most manufacturing and trading 
companies to avoid holding land. The most popular way to do this 
is through long-term leasing from financial institutions. Insurance 
companies especially have become large holders of commercial and 
industrial land. One of the reasons why these financial institutions 
find land a more attractive investment than do the occupants is cer- 
tainly the lower income-tax rate paid by life-insurance companies. 
This illustrates two points I made earlier: that tax depreciation is 
only important as a source of tax deductions, and that the differences 
among depreciation methods only become important when income-tax 
rates are high. 

The sale-leaseback movement is thus largely a natural and inevitable 
product of the tax laws and especially of the depreciation rules applied 
to land. These leaseback arrangements tend to tie up land and other 
resources, sometimes in uneconomic uses, because the long-term lease 
contracts are usually restrictive and quite difficult to alter. They de- 
stabilize corporate income by encouraging the substitution of fixed 
payment obligations for common stock. 

No administrative or technical problems would impede the extension 
of the final reckoning system to any other kinds of assets. But because 
its effects are so clearly undesirable where it is now applied, I think 
that any extension would be a mistake. Its chief lesson for us is that 
taxpayers will seek to avoid investing in assets that are singled out for 
especially unfavorable writeoff treatment, often with undesirable 
consequences for the economy as a whole. 


C., CASH-FLOW DEPRECIATION 


Under cash-flow depreciation, investment outlays are expendable im- 
mediately. There may be a taxable gain later if the asset has any 
disposal value. 

This treatment is, in the United States, accorded to (1) all expendi- 
tures which result in no tangible, physical asset, (2) to a limited num- 
ber of expenditures for physical assets.which tend to have very short 
lives, and (3) to highly variable amounts of installation and starting- 
up expenditures for investment projects that are otherwise treated as 
depreciable assets. 

raditional ways of looking at investments, which were borrowed 
largely from accounting conventions of decades ago and from rules 
to encourage the conservative statement of assets, probably gave rise 
to the notion that outlays for “intangibles” should be expendable for 
tax purposes. But whatever may be the value of these accounting 
conventions for certain uses, it is hard to see how the future economic 
value of an investment in research, for example, is much more or much 
less certain than the economic value of an investment in a plant to 
use a new process or in a standard machine that may be obsoleted at 
any time. It is not even certain that only “tangible” assets can be 
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sold and intangibles cannot ; sometimes neither can be sold and some- 
times both can be. 

From an economic standpoint, the conclusion is inescapable that 
many expenditures now eligible for cash-flow depreciation have all the 
important features of a long- term investment: their tinung is hignly 
discretionary, they cost money now, and they are made in the hope 
that they will produce benefits in the future, sometimes very far in 
the future. 

Cash-flow depreciation could easily be extended to cover all assets. 
It would, in fact, vastly simplify the work of the taxpayer and the 
tax collector, because assets would be written off at the time of pur- 
chase, when all the records were available and fresh, and the whole 
apparatus for recording and checking allowable depreciation rates 
and accruals could be junked. Similarly, all legal and administrative 
disputes over expendability versus depreciability of particular out- 
lays would come to an end. 

In addition, universal application of a cash-flow depreciation meth- 
od would have these advantages : 

1. It would conform to the most advanced of all methods now in 
use for presenting and evaluating investment decisions. Just as 
sources and uses-of-funds statements have now become common in 
business and Federal budgeting, the discounted cash-flows method is 
being increasingly used for measuring investment worth. Accord- 
ing to this method, investments are portrayed in terms of their cash 
outlays and their receipt streams, ignoring such noncash items as de- 
preciation. This disposes entirely of the problem of how assets 

“really” depreciate and the problem of how to apportion each year’s 
revenue among capital costs, return of investment and profit. Both 
of these questions have always had a peculiarly metaphysical aspect, 
and recently many business firms have discovered that they need not 


be answered at all in order to reach investment decisions that are 
economically correct. 

2. Cash-flow depreciation would treat all outlays equally, without 
creating mystical or artificial distinctions based on Treasury rulings. 
Business firms would be free to meet the economic demands of the 
free market in whatever way promised the lowest real costs to the firm 
and society. They would no longer have the incentive that now exists 
to do it the tax-expensing way even where a depreciable long-term 
investment is economically superior. 

3. Firms in the greatest need of funds for expansion would benefit 
from the privilege of expensing their investments. The result would 
fit in well with our goal of a dynamic and expanding economy, encour- 
aging every firm to become or remain an innovator. These benefits 
would be most valuable to those small and growing companies whose 
inability to tap the organized capital markets holds back their growth 
and slows down the spread of so many new and valuable develop- 
ments. Dynamic large firms would also benefit, of course, but to a 
lesser degree because of their ready access to sources of additional 

capital on reasonable terms. 

4. Conversely, firms with low or negative investment programs 
would bear a heavier tax burden. With the end of their need for new 

‘apital the Government’s tax take would automatically step up. In 
addition, once all of a firm’s earnings prospects had vanished, there 
would not be the incentive that now exists to preserve or merge it 
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in order to utilize its valuable depreciation base, because there would 
be no base left under cash-flow Saeechation. Thus moribund com- 
panies would be speedily dissolved and their assets released for more 
desirable economic uses, with the Government sharing in any proceeds 
of dissolution. 

Some of these features of cash-flow depreciation are explored fur- 
ther in the next section as part of the discussion of timetable depreci- 
ation. The point I want to make now is that cash-flow depreciation 
has some very attractive features that should entitle it to serious con- 
sideration. Going further, I believe that, of the four major methods 
presented in this paper, the cash-flow rule is the most suitable for uni- 
versal application. 

PD. TIMETABLE DEPRECIATION 


Conventional timetable tax depreciation, the only kind now used for 
most long-lived tangible assets, has these traits: 

1. Eligible expenditures do not result in deductions from tax- 
able income now but are deductible in installments over a period 
of years. 

2. The number of years has usually, but not always, corre- 
sponded to someone’s notion of useful life. 

3. The timetable has had a variety of forms, including straight 
line, SYD, double declining balance, or crooked straight lines. 
(The last has been caused by combining fast and normal write- 
offs. ) 

4, End-of-life gain or loss is determined by comparing depre- 
ciated value with disposal value. 

Historically, two factors probably account for the wide use of 
timetable depreciation in the tax laws. 

1. Wartime, which saw the first use of the corporate income tax 
and most of its subsequent growth, is a time of pressing needs for 
revenue and strong public demands for taxation of excess profits, 
whatever these are. Long-run results are ignored in the drive to 
get money now, especially from those who seem to be fattening on 
the war. This makes tax officials look with favor on any definition 
of the income-tax base which produces a large base now. 

2. Accounting theories and investigations of how assets really wear 
out have long sanctioned the device of spreading costs of certain 
assets against the income of many years, in order to state income 
fairly and to “provide for the replacement of an asset at the end of 
its useful life.” This fitted in very well with the desire to produce 
high wartime tax collections from expanding firms. 

These notions of equity are only one set out of many that, in a 
vacuum, might seem equally plausible. Their application, however, 
leads to peculiar results and suggest that some other standard might 
well guide us in the future. 

In World War II, for example, a number of special measures 
adopted to finance expanding private production would have been 
less important or unneeded if cash-flow depreciation had been in 
effect. In addition, the wide use of 5-year writeoffs partially nulli- 
fied the standard depreciation timetable and thus permitted growing 
firms to retain a much larger part of their pretax cash income during 
the war years. 


2? Sum-of-the-years’ digits. 
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Even in peacetime, however, the timetable method seems to me to 
produce undesirable and avoidable results. Some of them arise be- 
cause of the coexistence of this and other tax treatments for invest- 
ment outlays, while others are characteristic of the timetable method 
itself. 

1. A pervasive and durable bias is created against investment ex- 

enditures that do not result in tax reductions now or very soon. 

esearch advertising, employee and executive training, company 
bowling teams, and all the rest of the expensable investments are 
not bad in themselves; they can confer some benefits on the direct 
participants, the economy, and our society. But the same can be 
said of investments in plant and equipment. When the tax laws 
permit these intangible investments to be expensed and require that 
physical assets be depreciated, often over many years, we inevitably 
get more intangible investments and less plant and equipment than 
businesses’ judgment would favor or than we ourselves really want, 
in any economic sense. 

2. Small firms which have opportunities for rapid expansion but 
are not big enough to have ready or reasonable access to capital mar- 
kets are held back. Even where the owners have taken nothing 
out of the firm in order to devote all possible funds to growth, the 
Government makes itself a prior claimant on cash-flows long before 
the owners or investors realize any returns. 

3. Firms of low profitability but with substantial undepreciated 
assets become more attractive investments because their cash income 
is tax free. Firms which, in an economic sense, are identically situ- 
ated, are unequally taxed if their assets were acquired at different 
times or different price levels. 

4. Large amounts of talent are diverted to finding a way around 
or through the necessarily arbitrary distinctions between expensable 
and depreciable expenditures, and in blocking these attempts. Since 
the distinctions are partly mystical and are difficult to apply in many 
special situations, there is a minimum of predictability and a maxi- 
mum of opportunity for sharp practice. People who understand tax 
effects are rewarded financially, although it is hard to see how society 
is better off by creating these new jobs and specialties. 

In sum, timetable depreciation sets up a will-o’-the-wisp by as- 
suming that there is some knowable or determinable timetable that 
is fair and represents the way in which assets really depreciate, even 
though nobody can write an accepted definition of what deprecia- 
tion is. For managerial purposes, and also for public policy, it is 
sometimes desirable to make an estimate of the degree to which a 
firm, an industry, or the Nation is maintaining the real economic value 
of its plant. But no depreciation method now in general use comes 
close to this, least of all the one imposed by our tax laws. For a diffi- 
cult problem of economic analysis, the tax laws substitute a simple 
and mechanical process which is plainly wrong and which has, in any 
case, little to do with the public policy problems of extracting a given 
amount of Government revenue with the least damage to the competi- 
tive and innovative vigor of our economy. 

The belief that these timetables have some real significance is grad- 
ually dying out. Managers and accountants recognize the value of 
keeping separate books for the tax collector. And Congress itself 
drastically alters the traditional timetable through 5-year writeoffs 
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and the new SYD and double declining balance options. All that 
remains is to recognize that it is neither necessary nor relevant that 
any particular tax treatment of long-lived asset costs should corre- 
spond to some theory of the amount or timing of capital wastage. 


TV. Wutcu Mernop Wovutp Business CHOosrE / 


If we were to offer a choice to business firms, it seems certain that 
the majority of firms would choose to adopt the cash-flow writeoff 
method for most of their capital outlays® There would be some ex- 
ceptions to this even apart from those stemming from managerial 
ignorance. For example, firms with low or negative current income 
and little expectation of substantial income within whatever loss 
carry-forward period is allowed would probably pick longer writeoff 
periods for their current investments. Some firms would find that 
percentage depletion would benefit them most, and would choose it if 
it were offered. The rest, if they were acting wisely, would write all 
new investments off for tax purposes in the first year. 

The attractiveness of fast writeoff from a managerial viewpoint hes 
in its effect on tax timing. A cash-flow writeoff would reduce taxable 
income by the full amount of the investment’s cost—and taxes by 
about half of that—in the first year. In all subsequent years, of 
course, income and taxes would be higher because there would be no 
unrecovered depreciation to charge against the later years’ income. 
The net effect is thus to postpone tax payments, as compared with the 
payments that would be made under a timetable system. We have 
already seen why this would be especially valuable to rapidly growing 
firms, particularly if they were small. But other firms would use cash- 
flow depreciation as well, because almost any rational firm would 
prefer a lump-sum tax reduction this year to the same reduction spread 
out over a number of years in the future. 


V. Snoutp We Ler ManaGement CHoose ? 


We have now reviewed the four major writeoff methods and have 
seen why most private firms would decide on the cash-flow method 
if they were offered a choice. In this final section I want to examine 
some of the public policy aspects of allowing such freedom of choice. 
Does this proposal conceal some tremendous loophole or windfall to 
private industry? Would it have startling and undesirable effects on 
Government revenues? What would be its effects on the level 
and stability of prices, production, and investment? When, if 
ever, is the best time to move in this direction? Recent experiments in 
Europe will tell us a lot on this subject, once they have been adequately 
summarized and studied by the experts. Meanwhile the Slleeien 
analysis may provide some of the answers. 

1. Cash-flow writeoff would certainly improve resource allocations 
among firms and consumers, with a consequent increase in the econ- 
omy’s ability to provide the goods and services people want most and 
at lowered real cost. It would do this by leaving producers free to 


%T am leaving out percentage depletion because so much would depend on the spread 
atres the prevailing income-tax rate and the lower rate on gross income under percentage 
epletion. 
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meet the market’s demands in the best way, whether this involved out- 
lays that are now expensable or those that must be written off over 
an extended period according to present law. 

2. It end increase our national investment in long-lived physical 
assets, since these are just the types of investment that present law 
discourages. Whether or not we want this depends largely on whether 
we value the consequent improvement economic efficiency. Some think 
this would worsen the problems of economic instability, since the latter 
may grow with greater reliance on long-lived production facilities. 
If we are unable to master the economic fluctuations of a high-invest- 
ment economy we perhaps should direct public policy toward discour- 
aging productive investments and rely instead on a greater degree of 
handwork, etc., even though it is less efficient. Our present tax laws 
seem to take this defeatist view, which I hope is unjustified. I think 
the reasoning is wrong. Instability comes because expenditures are 
discretionary, not because they result in bricks and mortar. 

3. A cash-flow writeoff system would provide a built-in private in- 
vestment stimulus operating in good times and bad and always tailored 
to the performance of the individual firm. Even in bad times, when 
most firms can find no promising investment projects, a substantial 
minority are expanding dynamically, and are hungry for capital. 
Cash-flow writeoff would automatically provide these firms with 
needed encouragement, and would do it without setting up an un- 
wieldy and fallible administrative apparatus to receive and pass upon 
requests for fast writeoffs or other assistance. 

4. Conversely, this system would dip more heavily than timetable 
depreciation into the net cash receipts of firms that had temporarily 
or permanently lost their ability to expand, whether this happened in 
periods of high or low overall economic activity. Such firms might 
object to the higher taxes but, with no investment demands on their 
funds, they could hardly protest that the burden was impeding their 
investment programs. 

5. Wide use of cash-flow writeoffs might require some additional 
measures to restrain investment demand when the outlook was for 
overfull employment and raising prices and incomes. Taxpayers, 
facing the prospect of high income taxes unless they found some 
projects to invest in, might create such a demand for investment goods 
that further inflation would result. This would be even more likely 
if it were believed that the current level of tax rates would fall in a 
few years. In one form, however, this problem is already with us; 
the response of advertising outlays, which have always been imme- 
diately expensable, to wartime excess-profits taxes is only one example 
of the tax-reducing possibilities that have always existed. The way 
to meet this problem, both for outlays that are expensable under 
present law and for those that would become expensable under the 
cash-flow writeoff proposal, is by such devices as selective excise taxes 
on individually scarce commodities or a spendings tax if inflationary 
pressures are general. The income tax cannot be used as the sole 
méthod of smoothing the investment cycle without causing undesirable 
side effects and impairing its performance of the tasks for which it is 
best suited. Other fiscal and tax devices are available with which to 
accomplish the rest of the job. 











it- 
er 


l- 


n 
1 
l. 
h 


en ae = oe SS OD = 


~ 


_s ee + S Ve 


= SCO 


= 





FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 515 


CHANGES IN METHODS OF DEPRECIATION AND 
THEIR EFFECTS 


Rosert Eisner, Northwestern University 


I should like to address myself to the probable effects of the new 
methods of depreciation allowed for tax purposes under the Internal 
Revenue Act of 1954. I shall bring out first the purely arithmetical 
or mathematical implications of the new methods, implications which 
have received insufficient public attention. I shall then discuss the 
probable effects of these implications on tax receipts and the economy 
in general. 


EssENTIAL RELATIONSHIPS AND SIMPLIFYING ASSUMPTIONS 


It may be best to concentrate on the simplest forms of the two new 
methods likely to be most widely applied for tax purposes. These are 
the declining-balance method, with rates double the acceptable 
straight-line rate, and the sum-of-the-years-digets method. 

It must first be understood that the transition to any form of rapid 
or accelerated depreciation results in higher annual depreciation 
charges. This is true for the individual firm. It is true for the 
economy asa whole. Secondly, it must be recognized that double-rate 
declining balance and sum-of-the-years-digits depreciation are both 
in effect methods of rapid depreciation. And thirdly, it must be 
realized that, even apart from the (lengthy) period of transition, 
rapid depreciation, in firms or economies where the annual rate of 
acquisition of depreciable assets is growing, will increase permanently 
the annual rate of depreciation charges. These points have been 
developed elsewhere.” I shall proceed here directly, therefore, to a 
consideration of probable effects of changes in methods of depreciation 
on total tax receipts and the economy as a whole. 

We shall endeavor first to estimate the probable differences in depre- 
ciation charges in future years with various methods of depreciation 
now acceptable for tax purposes under certain simplifying but not 
unreasonable assumptions. At this point we shall indicate the assump- 
tions. We shall explain later the possible (minor) effects upon our 
conclusions of the divergences which may be found between our 
assumptions and reality. 

(1) All depreciable properties have an expected life for tax depre- 
ciation purposes of 25 years. (While, of course, the expected life of 
property is quite varied, this is a reasonable estimate of the average 
life of all depreciable property. ) 

(2) The future rate of acquisition of depreciable properties either 
remains constant or grows at a steady “compound interest” rate of 4 
percent. In either event, it must be noted, no allowance is made for 


11 shall refrain generally from consideration of peculiarities introduced by the wide- 
spread use of group and composite depreciation accounting, partly because of the un- 
availability of precise quantitative data as to current practice and partly because of delays 
in issuance of the final Internal Revenue Service regulations, applying particularly to the 
use of the years-digits method in composite or group accounting. However, there is no 
evidence that consideration of such peculiarities and details would alter the broad outlines 
of the facts which I have to present. 

2Cf. Robert Eisner, Depreciation Under the New Tax Law, Harvard Business Review, 
January—February 1955, and works cited therein; and E. Cary Brown, The New Depre- 
ciation Policy Under the Income Tax: An Economic Analysis, National Tax Journal, 


March 1955. 
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possible effects of different methods of depreciation upon the rate of 
acquisition of depreciable properties. 

(3) All properties depreciable for tax purposes, acquired on or after 
January 1, 1954, are depreciated without regard for actual retirement, 
until 100 percent written off, by either (a) straight line, (6) double 
rate declining balance, or (c) the sum-of-the-years-digits. 

With these assumptions we can estimate the differences in aggre- 
gate charges by the various methods as a ratio of some initial rate of 
acquisition of depreciable properties. We can then fill in an estimate 
of the actual dollar rate of properties depreciable for tax purposes 
and come up with dollar estimates of depreciation charges over future 
years, on properties acquired on or after January 1, 1954. Total de- 
preciation charges would of course include as well as the depreciation 
on pre-1954 properties, but since these are not involved in the changes 
in tax depreciation methods they will be excluded from the analysis. 


SomrE GENERAL COMPARISONS 


Table 1 compares the ratio of depreciation charges on all new 
property additions to the rate of property additions for the different 
methods of depreciation. We assume no rate of growth in the rate of 
property additions, thus beginning with the assumption which will 
most deemphasize, as we shall note below, the conclusions to which 
we shall be driven. Nevertheless, we may observe that depreciation 
charges are higher by both declining balance and years-digits methods 
than by the straight line, from the very inception of the new methods 
in the year “0.” By the year “3” charges under either of the new 
rapid methods are more than 11 percent higher (measured as a ratio 
of the rate of gross additions or capital expenditures) than they would 
be under the old straight-line method. But what is most impressive 
is that these differences continue to mount. By the year “5” the 
declining balance ratio is 14.7 percent higher and the years-digits ratio 
is 16.4 percent higher. In the year “8” the declining balance ratio 
reaches a peak excess of over 16.7 percent; in this year the years-digits 
charges reveal a ratio 21.5 percent higher and that figure continues to 
rise to a peak of almost 24 percent in the year “12.” While in this 
first table these ratios decline after their peaks, ultimately to zero or 
below, one must note that the zero point for the declining balance 
excess is not reached until about the year “20” and for years-digits 
not until the year “25.” What all this means is that the new methods 
will not give higher depreciation charges and consequently lower tax 
liabilities for just a few years, then to be followed by a period in 
which the initially higher charges are counterbalanced by lower 
charges (and higher tax liabilities). Rather, the higher depreciation 
charges (and tax losses) will continue for 20 to 25 years (until after 
1974) and, it may be added, after that lengthy period, only some of 
the higher declining balance excess will gradually be dissipated and 
none of the years-digits excess will be dissipated. 
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TABLE 1.—General comparison of depreciation methods, no growth in rate of 
gross additions 


{Annual depreciation charges on property acquired in year ‘‘0”’ and later, expressed as ratio of annual gross 
additions. Life of property equals 25 years. Half-year depreciation taken in year of addition.'} 


Rotini Years-digits 

Straight | Declining ,,,. taten . minus 
line | balance vente straight line 
(a)—(2)}2 | I)? 
(3) | (4) (5) (6) 





0.0400 | | 0.0200 0. 0185 

. 1168 : . 0568 | . 0538 

. 1875 . 1861 | . O875 . 0861 

. 2525 : . 1125 . 1153 

. 1323 .1414 

. 1473 . 1645 

. 1579 . 1845 

. 1645 | . 2014 

. 1673 | . 2152 

. 1667 . 2260 

. 1630 . 2337 

. 1563 | . 2383 

. 1470 | . 2398 

. 1353 | . 2382 

1213 . 2336 

. 1052 . 2259 

. 0871 | . 2151 

. 0674 . 2013 

. 0460 | . 1843 

. 9443 | . 0231 | . 1643 

. 9613 0012 . 1413 

. 9751 0266 | 1151 

. 9859 0533 . 0859 

. 9935 | 0811 | . 0535 

. 9982 1098 . 0182 

. 8806 1. 0000 1194 | . 0000 

. 9213 1. 0000 | 0787 . 0000 

9481 | 1. 0000 | 0519 . 0000 
. 9658 | 1. 0000 | 0342 | . 0000 
. 9774 1. 0000 0226 . 0000 
| - £852 | 1. 0000 | . 0148 | . 0000 





1 Mr. Bernard Backhaut has assisted in the statistical caleulations underlying this table, and tables 2 
through 7, below. These are derived ultimately from various of the algebraic formulations presented 
in the mathematical appendix of the supplement to my Deprociation Under the New Tax Law (see footnote 
2 above), which is available on request to Readers Service Department, Harvard Business Review, Boston 
63, Mass. 

2 Occasional slight inconsistencies in figures of various columns in this table and tables below are due to 
rounding. 


The results above are obtained with the very conservative assump- 
tion that the dollar rate of gross additions or expenditures on capital 
subject to depreciation remains constant. Actually the rate of gross 
capital expenditures increased at an average rate of over 4 percent in 
the quarter of a century from 1929 to 1954. We have accordingly con- 
structed table 2 on the assumption that the rate of gross additions or 
capital expenditures will continue to increase at a 4-percent rate in the 
future. Again measuring in terms of the ratio of depreciation charges 
to gross additions in the year “0,” we find that with declining balance 
the excess over straight line rises to a peak of some 22 percent in the 
year “11,” never falls to zero but rather reaches a low point of some 
3.4 percent in the year “25,” and then begins to rise again. With years- 
digits the excess over straight line reaches a peak of almost 36 percent 
in the year “17,” falls only to about 26 percent in the year “25” and 
then begins to rise again. Thus, not only do the rapid methods of de- 
preciation offer initially higher depreciation charges. Charges re- 
main higher, year after year—permanently—when the phenomenon 
of growth is taken into account. 


68595—55——_34 
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TABLE 2.—General comparison of depreciation methods, 4 percent annual growth 
in rate of gross additions 


{Annual depreciation charges on property acquired in year ‘‘0”’ and later, expressed as ratio of gross additions 
of year ‘‘0.” Life of property equals 25 years. Half-year depreciation taken in year of addition] 





balance 

| Years-digits minus we... 5 

straight line (a— (2)) P 
{(3) —(2)] 


Declining ala, 
Straight | Declining 
line | balance 


(2) | 3 | @ 





0. 0200 . 0. 0385 
. 0608 ‘ . 1154 
. 1082 . 1938 | . 1923 
. 1474 | . 2666 . 2692 
. 1933 | . 3370 | . 3462 
. 2410 . 4055 | . 4231 
. 2906 . 472 . 5000 
. 3422 . 5378 . 5769 | 
. 3959 . 6761 | . 6539 | 
4518 | . 6657 . 7308 | 
. 5098 . 7288 . 8077 
. 5703 7 . 8846 
. 6330 | . 85% . 9615 
. 6984 0385 
. 7644 1154 
. 8369 1923 
. 9104 2692 
. 9869 | 3461 
1. 0663 4230 
1. 1490 | 4999 
1. 2349 | 5769 
1. 3244 6538 
1 
1 
1 
1 





" 3692 

4385 
5093 | 
5820 
6565 | 
7332 
. 1531 | 


4172 7307 | 
. 5140 8077 
6146 8846 
9615 
. 9036 
. 5326 
2980 
2292 





6901 | 
2. 0673 | 
2. 5152 | . 6488 | 
3. 0601 3. 2419 | 
3. 7231 | 3. 9570 
4. 5207 | 4. 8202 
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Forecasts OF DEPRECIATION CHARGES 


We may now begin to apply these abstract relations to some dollar- 
and-cents forecasts which should give at least a roughly approximate 
idea of what is in store. Unable to secure exact figures, I have 
utilized some very rough-and-ready techniques to estimate total ex- 
penditures on (tax) depreciable properties in 1954, the year “0” of 
tables 1 and 2, at $34.2 billion.’ Any error in this estimate will affect 
our estimates of depreciation charges proportionately but will not 
influence their relative magnitudes. Thus, if the true figure for 
1954 expenditures on depreciable properties is 10 percent higher than 
our estimate, all estimated depreciation charges under our assump- 
tions should be 10 percent higher. And, of course, if the true figure 
were, say, 10 percent less, all estimated depreciation charges would be 
10 percent less. 


Ignoring growth 
Tables 3 and 4 estimate, accordingly, depreciation charges which 


would be made for tax purposes in the years beginning with 1954 on 
properties acquired on or after January 1, 1954, with universal use of 


21 arrived at this figure by excluding from the total of gross private domestic investment 
in new construction and producers’ durable equipment ($50.1 billion), two-thirds (about 
$9.5 billion) of residential housing construction to account for owner-oecupied housing for 
which depreciation would not be applied in income-tax returns, some $2 pinion for other 
nonresidential building which was apparently chiefly of the nonprofit variety, some. $2.4 bil- 
lion for capital outlays charged to current expense and (conservatively) all of some $2 
billion for petroleum and natural gas well drilling because of uncertainty as to how much 
of this would be depreciated for tax purposes, 
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each of the major depreciation methods allowable under the Internal 
Revenue Act of 1954. Columns (5) and (6) of each of these tables 
reveal the increased annual charges which would result from use of, 
respectively, double rete declining balance and years-digits deprecia- 
tion instead of the straight-line method to which taxpayers were 
fairly effectively restricted previously. We may observe in table 3 
that, ignoring the growth phenomenon, the increase in annual de- 
preciation charges under the rapid depreciation methods is relatively 
moderate at first, under $700 million in 1954, under $2 billion in 
1955, and just under $3 billion in 1956. But this rapidly mount- 
ing oe ression continues. By 1960, declining balance annual charges 
would be $5.4 billion more than straight-line charges. And years- 
digits charges would exceed those with the straight-line method 
by $6.3 billion. To begin to anticipate the sting in all this, with 
current tax rates, the United States Treasury would, under the 
assumptions of our analysis, be losing some $3 billion in taxes in 
the year 1960, if taxpayers took full advantage of the rapid depre- 
ciation offered under the 1954 tax law. Increased depreciation 
charges under the more rapid years-digits method would not reach 
their peak, as compared with straight-line charges, until 1966, at 
which time the annual excess would be about $8.2 billion and the tax 
loss to the Treasury, under present tax rates, roughly $4 billion in 
that year alone. 


TABLE 3.—Estimated annual tax depreciation charges, 1954-2004, no growth, 
25-year life 


(Straight line, declining balance, and years-digits, compared, no growth in rate of gross additions, 25-year 
life of property, post-1953 additions only, half-year depreciation taken in year of addition] 


[Estimates in billions of dollars] 


| Declining 

Straight Declining | vears-digits py 
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TasLe 4.—Estimated annual taw depreciation charges, 1954-2004, 4 percent 
growth, 25-year life 


[Straight line, declining balance and years-digits, compared, 4 percent per annum growth in rate of gross 
aiGitlony’ 25-year life of property, post-1953 additions only, half-year depreciation taken in year of 
addition 

[Estimates in billions of dollars} 





| 
Years-digits 


Years-digits) minus minus 
‘straight line Straight line 


{(3) —(2)] [(4)—(2)] 


Declining 
Straight | Declining balance 
line balance 


-_ 
_ 
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(5) (6) 
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Including growth 

An even more striking picture is presented in the probably more 
realistic table 4, recognizing the growth phenomenon. Assuming a 
4-percent annual growth in the rate of gross additions of depreciable 
property, we find that in 1956 either declining balance or years-digits 
depreciation would exceed straight line depreciation by over $3 billion. 
The declining balance excess reaches a peak of over $7.5 billion in 1965. 
At that time years-digits charges would exceed those with the straight 
line method by over $10.7 billion. The annual excess of years-digits 
over straight line charges would continue to rise until 1971, at which 
time the figure would be almost $12.3 billion for that 1 year. The 
loss to the Treasury in that 1 year at present tax rates, under our usual 
assumptions, would be in the neighborhood of $6 billion. And again 
it must be emphasized that this is not a temporary loss which will be 
made up in later years. In later years there will be new losses. For, 
as table 4 indicates, annual depreciation charges with the rapid depre- 
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ciation methods will always exceed those with the straight line tech- 
nique. The excess will, it is true, diminish to a low point, in 1979, of a 
little over $1 billion with declining balance and under $9 billion with 
years-digits. But even then the Treasury would be losing something 
and the Joss would begin to increase again after 1979. What is more, 
we may note parenthetically, the option of switching from declining 
balance to straight line, which has not been considered explicitly in 
this paper, would be likely to permit higher depreciation charges with 
this combination than those indicated in our tables for declining bal- 
ance charges alone. 


Longer-lived properties 

Tables 5 and 6 are analogous to tables 3 and 4 but are constructed 
with the assumption that the life of depreciable property is 33144 years 
rather than 25 years. They may be seen to demonstrate that while 
magnitudes are altered, the fundamental propositions suggested above 
are unchanged and we may generalize that the precise length of life 
of property will not substantially affect our arguments. In particular, 
the longer life of property delays somewhat the period when the 
annual excess of rapid depreciation reaches its peak. But without 
growth, the peaks are just as high and, with the realistic growth 
assumption, the peaks and the ultimate excesses are even higher. 
Thus, if depreciable properties lasted 3314 years, declining balance 
charges would exceed straight line charges by over $8.5 billion in 
1972; years-digits charges would exceed straight line charges by about 
$15.5 billion in 1981. ; 


Accumulation of annual differences 

Tables 1 through 6 all deal in annual depreciation charges. Finally, 
in table 7, we accumulate the differences in depreciation charges be- 
tween each of the rapid depreciation methods and the straight line 
technique, with the growth assumption for 25-year properties and 
without the growth assumption for both 25- and 3314-year properties. 
We may concentrate our attention on the 25-year-growth combina- 
tion, which probably offers the optimum set of assumptions for pur- 
poses of this analysis. We note then that, by 1957,.rapid depreciation 
methods now allowable under the Internal Revenue Act of 1954 would 
have permitted increased depreciation charges of almost $10 billion— 
and tax losses to the Treasury of nearly $5 billion. By the end of 1960, 
the increased depreciation allowable under the more rapid years-digits 
method would have totaled over $28 billion—a tax difference of per- 
haps $14 billion at present rates. By the end of 1970 the years-digits 
excesses would have totaled $135 billion. And by 1979, after 25 
years under the 1954 tax law, allowable increased charges with years- 
digits would be $233 billion. With declining balance the allowable 
increased charges wovld be $132 billion. Thus, with the assumptions 
we have made, the tax loss to the Treasury over the next 25 years, 
and correspondingly the tax gains to those taxpayers affected, could 
be over $100 billion at present tax rates. , 
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TABLE 5.—Hstimated annual tax depreciation charges, 1954-2004, no growth, 
3314-year life 


(Straight line, declining balance, and years-digits, compared, no growth in rate of gross additions, 33}4-year 
life of property, post-1953 additions only, half-year depreciation taken in year of addition] 


[Estimates in billions of dollars] 




















| Declining ly ears-digits 
: | Straight | Declining |,, aoe minus 
Year | line balance | *e@rs<digits). minus  |.traight line 
straight line (4)—(2) 
| (3)—(2) 
(1) (2) (3) (4) (5) (6) 
i 
0.5 | 1.0 1.0 0.5 0.5 
1.5 3.0 3.0 1.5 14 
2.6 4.9 49 2.3 2.3 
3.6 6.6 6.7 3.1 3.1 
4.6 8.3 8.5 3.7 3.9 
5.6 9.9 10.2 4.2 4.6 
6.7 11.3 11.9 4.6 5.2 
7.7 12.7 13.5 5.0 5.8 
8.7 14.0 15.0 5.3 6.3 
9.7 15.2 16. 5 5.4 6.8 
10.8 16.3 17.9 5.6 7.2 
11.8 17.4 19.3 5.6 7.5 
12.8 18.4 20. 6 5.6 7.8 
13.9 19.4 21.8 5.5 8.0 
14.9 20. 2 23. 0 5.4 8.1 
15.9 21.1 24.2 5.2 8.2 
16.9 21.9 25. 2 4.9 8.3 
18.0 22. 6 26. 2 4.7 8.3 
19.0 23.3 27.2 4.3 8.2 
20.0 24.0 28.1 4.0 8.0 
21.0 | 24.6 28.9 3.5 7.8 
22.1 25. 2 29. 6 3.1 7.6 
23. 1 25.7 | 30. 4 2.6 7.3 
24.1 26. 2 31.0 2.1 6.9 
25.1 | 26. 7 31.6 1.5 6.5 
26. 2 27.1 32.1 1.0 6.0 
27.2 7.6 32.6 4 5.4 
28. 2 28.0 33.0 —-.3 4.8 
29. 2 28.3 33.3 —.9 4.1 
30.3 28.7 33.6 —16 3.4 
31.3 29.0 33.9 —2.3 2.6 
32. 3 | 29.3 34.0 —3.0 ae 
33.3 29.6 34.1 —3.7 .8 
34. 2 | 29.9 | 34. 2 —4.3 0 
34. 2 30. 2 34.2 —4.0 0 
34.2 30. 4 34. 2 | —3.8 0 
34. 2 31.4 34.2 —2.8 0 
34. 2 | 32. 2 34.2 —2.0 0 
34.2 32.7 | 34.2 —1.5 0 
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TaB_e 6.—Estimated annual tag depreciation charges, 1954-2004, 4-percent 
growth, 33%%-year life 


[Straight line, declining balance, and years-digits, compared, 4 percent per annum growth in rate of gross 
ottition)” 33\4-year life of property, post-1953 additions only, half-year depreciation taken in year of 
addition 


[Estimates in billions of dollars] 
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TABLE 7.—Estimates of cumulative differences in tax-depreciation charges, 
1954-79 


[Years-digits and declining balance versus straight line, no growth, and 4 percent per annum rate of growth 
of gross additions with 25-year life*of property, no growth with 33-year life of property. Cumulated 
from cols. (5) and (6) of tables 3 through 6 '] 
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1 Slight discrepancies due to rounding. 
RELAXING THE StmpLiryInc AssuMPTIONS 


We should at this point examine a bit further our assumptions, 
which have permitted us to offer such seemingly precise estimates. 
For it must be understood clearly that the precise character of these 
estimates would disappear as soon as we recognized that: 

(1) The amount of 1954 additions of property depreciable for tax 
purposes was not exactly $34.2 billion. 

(2) The rate of additions of such property will certainly fluctuate 
over the years and cannot be counted upon to stay constant or to grow 
at a neat, constant 4-percent rate. 

(3) Depreciable property varies widely in expected life. Even if 
the average expected life were 25 years, or 3314 years, most properties 
would differ from the average property. 

(4) For a variety of reasons (including in some cases, plain ignor- 
ance) all taxpayers will not take full advantage of the rapid deprecia- 
tion methods potentially available. 

(5) Relevant tax rates in fact, differ, depending upon status of the 
taxpayer (cooperate or individual, rich or poor, ete.), and cannot be 
expected to remain the same in the future. 

However, stating the rea] qualifications above should enable us to 
see quickly that they make no crucial difference. Thus, in regard to 
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(1), as indicated earlier, any error in our base estimate of $34.2 billion 
would be carried proportionately on all other magnitudes and 1s not, 
in any event, likely to be very large. n | 

As for (2), fluctuations in the rate of gross property additions or in 
the rate of growth of gross property additions would actually tend to 
be diminished by the averaging effect of successive fluctuations, so 
that annual depreciation charges would differ much less from our 
estimates as a result of fluctuations in property additions than the 
amount of the fluctuations themselves. It should be pointed out, how- 
ever, that rapid depreciation, by giving greater significance to newer 
properties or more recent property acquisitions, would tend to make 
depreciation charges higher (and tax liabilities less) in periods of 
boom or inflation when capital expenditures are high than in periods 
of depression or deflation, when capital expenditures are low. This, 
it must be noted, is generally considered undesirable from the stand- 
point of combating cyclical fluctuations in economic activity. 

In regard to (3), shorter expected lives of property than those we 
have assumed will, as suggested earlier, increase the near-future ex- 
cesses of depreciation charges under the rapid-depreciation methods, 
but will reduce the total amount of such increased charges, particularly 
if growth is assumed. Variation from the average expected life on the 
part of particular properties will also tend to hasten the increase in 
depreciation charges under the rapid methods. 

On point (4), to the extent any substantial number of taxpayers do 
not utilize the rapid methods our conclusions must of course be watered 
down. Thus if only half of the depreciable properties are actually 
written off by the rapid methods our various dollar estimates must be 
halved. It is my impression, however, that preliminary data indicate 
that the bulk of taxpayers are using the rapid methods. It seems 
reasonable to expect that as the Internal Revenue Service position is 
clarified on a number of relevant issues and as information is diffused, 
taxpayers will utilize the methods offering them the greatest tax 
savings. 

Finally (5), the question of tax rates, particularly expected future 
tax rates, is not one that I am in a peculiarly good position to illumi- 
nate. I do presume that the bulk of property depreciable for tax 
purposes is acquired by corporations and that the bulk of these corpo- 
rations (taxwise) is hovering around the 50-percent tax bracket. But 
this is, of course, far from universal and I should be extraordinarily 
foolhardy to offer prognostications on this subject. To the extent that 
marginal tax rates are or will be considerably less than 50 percent our 
estimates of tax reductions resulting from increased depreciation 
charges should be adjusted downward. 


EFFECTS ON THE Economy 


I have left to last a most important and possibly most controversial 
assumption : that the rate of additions of depreciable property will not 
in itself be affected by the allowable rate of depreciation. This is a 
difficult assumption because some who have supported the rapid 
methods of depreciation for tax purposes have argued precisely that 
they will encourage capital expenditures. To the extent that they do, 
they will in one sense exaggerate the tax savings we have estimated, 
since depreciation charges will then be higher both because of the more 
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rapid depreciation rates and the increased rates of property additions, 
However, if capital expenditures are in fact increased by the new 
depreciation methods, it may be argued that total income will be 
increased and total taxes, which depend, of course, largely on total 
income, will actually be increased. 

I have expressed myself on other occasions as to the likely effect of 
rapid and accelerated tax depreciation on the level of capital ex- 
penditures and the economy as a whole.* I shall hence be brief here. 
The fundamental points are, I believe: (1) Any reduction in taxes in 
itself is likely to raise national income and, in varying degree, its 
components. (2) Few if any reductions in tax rates (considering an 
increase in allowable tax depreciation as an effective reduction in tax 
rates) are likely to raise income by enough to leave total tax receipts 
as much as or more than they were before the reduction in tax rates. 
(3) If a reduction in tax rates is not to be allowed to reduce tax receipts 
it must be accompanied by an increase in some other tax rates. If 
Congress thus raises other rates to make up for the decrease in tax 
receipts resulting from higher depreciation charges the effect on na- 
tional income becomes uncertain and will depend upon the nature of 
the various tax changes, the state of business, and other matters, some 
of which the economist can predict safely and others of which are 
susceptible at best to informed guesses. (4) We can generalize that 
higher depreciation charges tend in themselves to encourage expendi- 
tures for plant and equipment, which expands our capacity to pro- 
duce. If these are to be counterbalanced by increases in other taxes 
(so as to prevent a net loss in tax receipts) these other taxes are likely 
to bear relatively more on the demand for output. Thus we should on 
the one hand be increasing our capacity to produce and on the other 
hand restricting our demand for that production. To the extent that 
we are concerned with the danger of unemployment, recession, or de- 
pression, this would appear to be a dangerous path. However, to the 
extent we are concerned with inflation, this might represent an ap- 
propriate set of measures. (5) Aside from the effect on the economy 
as a whole, it appears safe to assert that higher depreciation charges, 
balanced by other increases in tax rates, are likely to counter to some 
extent the trend of recent decades to more progressive taxation. For 
tax savings would be enjoyed largely by corporations and generally by 
those acquiring large amounts of property. However, some of the 
business tax savings would undoubtedly be passed on to the consumer 
and the compensating increases in tax rates could conceivably be con- 
centrated among corporate or upper income tax rates, so that the dis- 
tribution effect of the higher depreciation charges as between upper 
and lower income groups would be largely eliminated. There would 
remain nevertheless the fact that higher depreciation charges would 
benefit most those businesses that are ae intensive, that is, whose 
costs for depreciable plant and equipment are relatively high, as op- 
posed for example, to commercial establishments, whose plant and 
equipment costs are relatively low. (6) To the extent that the tax 
losses to the Treasury brought on by higher depreciation charges are 
accompanied by decreases in Treasury outgo we may of course all be 
better off by the amount of the no longer needed governmental ex- 

‘Harvard Business Review, January—February 1955, especially pp. 72-74, and Accel- 


erated Depreciation: Some Further Thoughts, the Quarterly Journal of Economics, May 
1955, pp. 285-296. 





FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 527 


penditures with which we have dispensed. However, here one should 
offer the ironic but economically sound comment that elimination of 
unnecessary governmental expenditures and the taxes which had sup- 
ported them can leave the economy worse off. For people do not gen- 
erally spend all of their tax savings and total demand for goods is 
immediately reduced by the difference between the eliminated govern- 
mental expenditure and the amount of the concomitant tax savings 
that the taxpayers do actually spend. 


SuMMARY AND CONCLUSION 


We may conclude by summarizing briefly. Under reasonable as- 
sumptions, we may estimate the changes in tax deductions based on de- 
preciation resulting from the rapid depreciation options of the In- 
ternal Revenue Act of 1954. These estimates reveal that with the 
newly allowable methods, depreciation charges will be substantially 
higher and taxpayments correspondingly less than they would have 
been with the old straight-line depreciation. These higher deprecia- 
tion charges and consequent tax losses to the Treasury will not prove 
temporary phenomena. ‘The tax losses will actually be less initially 
but may mount to a annual rate of $2 billion by 1957, $5 billion by 
1964, and as much as $6 billion by 1970, if all taxpayers take full ad- 
vantage of the most rapid of the depreciation methods now available. 
By 1979, after 25 years under these depreciation provisions, the total 
resultant loss in tax receipts to the Treasury will be in the order of 
$100 billion, assuming the continuance of present corporate and in- 
dividual income-tax rates. 

The effects of these substantial changes in our tax structure will 
depend upon a number of things, such as what Congress does about re- 
placing the lost tax revenues or about reducing governmental expendi- 
tures. To the extent that higher capital expenditures are encouraged 
at the expense of other expenditures which are discouraged by the sub- 
stitute taxes or reduced governmental demand, it would appear that 
the more rapid depreciation tends to stimulate productive capacity 
relative to the demand for the output of that capacity. This will ap- 
pear dangerous to those concerned with the possibility cf unemploy- 
ment or depression, desirable to those concerned with inflation. The 
new methods of depreciation do appear likely, however, to complicate 
the problem of reducing cyclical fluctuations in economic activity. 
For they will reduce tax liabilities in time of boom and raise them in 
time of depression, relative to what they would have been with the 
old straight-line method. In regard to distributional (as opposed 
to aggregate) effects, the more rapid depreciation may to some extent 
reverse the past trend to a more progressive tax structure and will 
fairly clearly benefit much of “heavy” or capital intensive industry, 
possibly at the expense of commercial establishments and other seg- 
ments of business whose costs relate to a much lesser degree to de- 
preciable plant and equipment. 
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SIGNIFICANCE OF DEPRECIATION ACCOUNTING WITH 
SPECIAL REFERENCE TO PLANT REPLACEMENT 


WILLIAM A. Paton, University of Michigan 


There continues to be a great deal of sloppy thinking and care- 
less description with respect to the subject of depreciation cost, lead- 
ing at times to serious misunderstanding and questionable policies. 
This condition is especially noticeable among economists and financial 
experts who have never taken the trouble to master the fundamentals 
of accounting (and who should learn to speak with less assurance 
about matters of which they know very little), but it must be admitted 
that accountants themselves have contributed substantially to the con- 
fusion. The writer believes that it is worthwhile, accordingly, to make 
another effort in the direction of clarification, at the level of under- 
lying concepts and procedures, and this is a major objective of this 
paper. 

What is depreciation cost? 


At bottom there is nothing puzzling or controversial about de- 
preciation, despite the countless pages that have been written which 
treat the subject as something mysterious and argumentative. De- 
preciation is simply plant cost (or value) in the absorbed or expired 
stage. The periodic depreciation charge is a portion or section—in 
dollar terms—of the package of plant facilities employed in busi- 
ness operation. Depreciation is plant capacity consumed, and the 
slice consumed is of the same prosaic substance as the rest of the loaf. 
Depreciation is explicit, out-of-pocket cost 

As indicated by the above definition depreciation is an actual, ex- 
plicit cost; depreciation is not a phony, assumed, or hypothetical 
charge. It follows that it is erroneous to contrast depreciation with 
other charges by stating that it is “not an out-of-pocket cost.” It re- 
quires actual expenditure of funds to acquire the boiler just as it does 
to acquire the coal used, and a portion of the cost of the boiler repre- 
sents expenditure just as clearly and definitely as does a portion of the 
cost of a shipment of coal. It is true, of course, that the expenditures 
for coal may be more frequently recurring than the expenditures for 
boilers, but one cost is no less real and valid than the other. 


All costs are on same footing 

There has been so much exaggeration of the special nature of de- 
»reciation that the fact that all costs of production are on the same 
faa fundamentally, deserves emphasis. Periodic income account- 
ing consists essentially of the matching of the revenues realized and 
recognized in the period with the associated costs—the charges reason- 
ably assignable to such revenues. In this process there is no difference 
between the significance and effect of one class of charge as compared 
with another. If any actual cost or a part thereof is omitted, earnings 
applicable to stockholders’ equity will be overstated, and such over- 
statement—if substantial—may lead to misunderstanding and unwise 
decisions on the part of management or other interested parties. (One 
very definite result of such an omission might be an increase in income 
taxes.) But this is just as true of the cost of employees’ service or 
coal burned as it is of the cost of plant capacity. Each dollar of ex- 
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pense bears the same relation to the total revenue received and the 
net income realized as every other dollar so charged. The same may 
be said where operation results in a net loss. Suppose, for example, 
that the flow of revenue from customers in a particular period amounts 
to $90,000 and that the total of all aptlicable deductions (including 
plant cost—depreciation—of $10,000) is $100,000, with a consequent 
loss of $10,000. In this situation there is no point to such observa- 
tions as “we broke even except for depreciation” or “we recovered all 
expenditures from customers other than depreciation.” The actual 
fact is that revenues were sufficient to cover 90 percent of each and 
every type of cost incurred, including plant consumed. 

Depreciation is not an optional cost, a borderline cost, a take-it-or- 
leave-it charge. There is nothing imaginary about plant facilities 
and such facilities cannot be dispensed with in carrying on operations ; 
hence the cost of such facilities cannot reasonably be ignored or put 
in a subordinate position in computing income. 

It is true, of course, that special problems are associated with the 
measurement of the portion of plant cost appropriately assignable 
to the revenues of the particular year or other accounting period. A 
unit of plant may be regarded as a bundle of services, to be received 
subsequent to installation, but there may well be considerable un- 
certainty as to what will be the intensity of use from period to period 
and what will be the total time through which the particular facility 
will be effective. Coal is consumed in physical installments, and this 
affords a satisfying basis on which to measure the amount requisi- 
tioned and burned ina particular year. The boiler, on the other hand, 
is used in its entirety to furnish a series of services, and it may weigh 
about as much at retirement as at date of accuisition. Here, too, how- 
ever, there has been a tendency to overemphasize minor differences. 
Basically it is services that are desired and received in the case of the 
coal pile as well as in the case of the boiler—the principal differences 
being the frequency of renewal and the degree of physical trans- 
formation resulting from use. Moreover, there is plenty of room for 
argument as to the amount of coal—in dollars—which should be 
charged to operations in the particular period. Coal in stock is sub- 
ject to deterioration and there has been a great deal of controversy 
regarding the pricing-out process (in the case of all types of inven- 
tory). 

“Reserve” for depreciation 

Much of the confusion regarding the nature and significance of 
depreciation accounting no doubt originates in unfortunate procedure 
and bad terminology—the indirect method of crediting plant account 
for estimated accrued depreciation plus the use of the word “reserve” 
in describing the account credited. On every hand one finds examples 
of misunderstanding in this connection. To illustrate with one case: 
Some years ago a New York attorney (a very able chap) was elected 
chairman of the board of a certain company. He took the assignment 
seriously and shortly after his election spent a week at the company’s 
office, studying the recent financial reports and other accounting data 
available. Just before returning to New York he called in the con- 
troller ‘and executive vice president and told them that he had been 
carefully going over the accounts and statements and had been shocked 
to discover that the “reserve for depreciation” of $14 million was 
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missing. “I can’t find this fund anywhere,” he told them, and then 
he added bluntly, and with a bit of table pounding by way of em- 
phasis: “I’ve got to leave for New York, but I’m coming back in 2 
weeks and if that reserve hasn’t been located by then someone is going 
to jail.” The controller finally was obliged to take the time to pre- 
pare a funds statement covering the entire history of the company 
for the chairman’s examination, and even though he was disarmed 
somewhat by this presentation it is safe to say that he never clearly 
understood the “reserve for depreciation.” 

The technical accounting for depreciation literally has nothing to 
do with the accumulation of funds. The “reserve” or “allowance” to 
which estimated plant cost consumed is conventionally credited is 
simply an offset to the plant account; far from representing a fund 
it measures the “hole in the doughnut,” as Professor Hatfield put it 
years ago. It’s a case of the use of the sectional bookcase method of 
accounting for plant cost; cost as incurred is recorded in one section 
and absorbed or expired cost in another. Assume, to illustrate, that 
a boiler costs $100,000 installed and that the portion of such cost prop- 
erly attributable to operation the first period of use is $10,000. The 
indirect method of crediting plant under these conditions may be 
indicated as follows: 


Boiler—Cost 
V 100,000 


Boiler—Accrued depreciation 
(“Reserve for depreciation’’) 
(1) 10,000 


Boiler cost charged to operations 
(1) 10,000 


The first two of these accounts taken together constitute the boiler 
account. The first section shows the total cost of the boiler when ac- 
quired ; the second shows the amount of such total cost which has been 
consumed in operation; the two taken together show the unabsorbed 
balance of $90,000. To label this second section a “reserve,” as is still 
frequently done in practice, is of course absurd, and is almost bound 
to lead to confusion—especially when this section is reported as an in- 
dependent account, apart from the other section to which it is related. 

In the case of the cost of coal (and other kinds of inventory), in con- 
trast, direct subtraction rather than offsetting is the conventional 
procedure. It would be quite possible, however, to record coal con- 
sumed in the same way as plant consumed is ordinarily booked. As- 
sume, for example, that a company buys a stock of coal at a cost of 
$40,000 and that the estimated amount consumed in the following 
period is $20,000. Applying the offsetting procedure, these data would 
appear in the accounts as follows: 


Coal—Cost 
V 40,000 


Coal—Estimated amount consumed 
(‘Reserve for coal consumption”’ ) 


(1) 20,000 


Coal cost charged to operations 
(1) 20,000 
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It is a fair guess that if the above were the established procedure for 
recording coal consumed—and especially if the title shown in paren- 
thesis were used—there would be as much confused talk about coal 
“reserves” and “coal replacement funds” as we find in the area of the 
boiler account and boiler cost consumed. 

Recognizing depreciation does not provide funds 

Many people appear to believe that the process of depreciation 
accounting—accruing depreciation—automatically provides funds 
and that all that is necessary to obtain more money is to accrue more 
depreciation. This is a completely mistaken view. Accounting is 

an important instrument of business administration, but, fortunately 
or anfbitiinadely it has no magic power. Funds are provided by the 
delivery of product to customers at a price, not by accounting. More- 
over, there is very little realism in the notion that the flow of funds 
from customers can be increased merely by increasing the amount of 
plant cost charged to current operations. No doubt there are some 
roundabout rel: ationships between cost accounting and the volume of 
receipts from customers, but it is daydreaming to imagine that such 
receipts increase or decrease automatically as depreciation cost is 
increased or decreased. 

Moreover, the recognition of depreciation cost—plant capacity con- 
sumed—has no direct relation to what becomes of the money received 
from customers. Fund utilization is a fairly complex process and 
the details will vary with changing conditions and changing mana- 
gerial attitudes. Receipts from customers are used to pay current 
accounts as they fall due, including payroll, taxes, etc., to pay interest 
on loans, to reduce long-term debt or redeem preferred shares, to 
expand inventories, to acquire additional plant facilities or other non- 
current resources, to pay dividends, to build up cash backlog. In this 
overall process it is seldom, if ever, that the amount of depreciation 
accrued during the year is a decisive factor in molding decisions as 
to particular expenditures, and seldom, if ever, will the increase in the 
total cash balance show any close relationship to the current deprecia- 
tion charge; and among those relatively rare cases where funds for 
plant acquisitions are segregated temporarily in separate bank ac- 
counts it is almost impossible to find a case where the amount so 
segregated bears any relationship to the data of plant consumed. 
Depreciation accounting and replacement 

It follows from the foregoing that the relationship between depre- 
ciation accounting and the ‘timing and financing of replacements is by 
no means as close as is commonly assumed. Systematic recognition 
of depreciation is necessary as one step in the process of compiling the 
costs assignable to revenue and determining the magnitude of periodic 
net earnings (or loss), and the technical accounting for depreciation, 
in the strict sense, is in no way affected by the possibility of replace- 
ment or the conditions of replacement (except as such factors may 
modify servive life of property in use). Indeed, depreciation account- 
ing will follow the pattern outlined earlier even where there is a vir- 
tual certainty that the depreciating property will not be replaced. 
Take, for example, the case of a mining shaft constructed for the pur- 
pose of exploiting a mineral deposit which will be exhausted at the 
planned rate of extraction long before there would be any need for 
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rebuilding the shaft. In this situation it is necessary to recognize the 
depreciation of shaft periodically, in the determination of total oper- 
ating cost, notwithstanding the fact that the depreciating asset will 
never be replaced, and the accounting procedure will not ‘be changed 
in any way by the fact that no replacement is contemplated. 


Importance of replacement cost 


The preceding statement is not intended as an effort to minimize 
the importance of the process of plant renewal and the level of replace- 
ment cost. Properly interpreted as the cost of replacing the capacity 
to serve represented in existing plant facilities, such cost is of outstand- 
ing significance to management. Current replacement cost is impor- 

tant in planning property utilization, in making departmental com- 
parisons, in pricing policies, in determining insurable value, in setting 
up maintenance standards, in deciding when to retire, and so on. In- 
deed, in any period of rapid tec chnological change and sharply moving 
prices it is imperative that the data of replac ement cost (properly de- 
fined) be made continuously available as a basis for administrative 
decisions. (And if the accountant isn’t man enough to supply the 
necessary information somebody else will have to undertake the Job.) 

It is important to note that the replacement cost referred to is not 
the estimated cost of replacing the boiler or other plant assets at the end 
of the estimated service life, perhaps many years in the future. It is 
hardly worth while even to attempt to guess what amount will have to 
be expended say 10 years hence to replace the capacity to render service 
embodied in an existing facility. Those who define replacement cost 
in this way and then object to the use of such data in accounting are 
simply shooting arrows at a man of straw of their own making. The 
most significant fact to management—and to all others financially 
interested—is the current level of the plant cost required to carry on 
production. That is the cost that is reflected in new construction and 
equipment purchases; that is the cost that is most influential in the 
market process and is the most meaningful guide to decisions. As 
has been pointed out many times by economists, it is not what some 
unit of plant did cost but what it would cost currently to acquire the 
unit (or the capacity represented) that is significant (assuming, of 
course, a relatively free, competitive market structure). To refer to 
a homely example, a person renting an automobile recognizes that in 
fixing the rent it is not what he paid for the car that is important but 

rather the current cost of cars sapable of rendering the same service. 

To clinch the matter it should only be necessary to point out that a 
business enterprise cannot be regarded as operating successfully in a 
particular year unless the curt rent flow of revenue from customers is 
sufficient to cover the current cost of labor and other services, the cur- 
rent cost of materials consumed, and the current cost of plant capacity 
consumed, as well as taxes and other charges, and provide a capital- 
attracting level of net earnings for stockholders. Many business 
enterprises, of course, do not achieve a condition of successful opera- 
tion in this sense every year, and many may fail to reach this standard 
for several successive years (and some never reach it), but there is 
little room for argument with respect to the general conditions neces- 
sary to justify the conclusion that the business is being conducted suc- 
cessfully. 
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Should depreciation charges be based on current replacement cost? 


This brings us to the much-discussed question: Should periodic 
depreciation of plant facilities be computed as a slice of the number 
of dollars expended at date of acquisition to acquire the facilities or 
as a slice of the number of dollars which would be required currently 
to replace the particular facilities (in the sense of capacity). This 
has always been a live subject in certain quarters but interest in it has 
been greatly intensified as a result of the severe and sustained advance 
in the level of prices in the last 10 to 15 years. 

Extended discussion of the matter is not feasible in this paper but 
a few observations are in order. As indicated above, plant capacity 
consumed expressed in current cost is a more significant managerial 
figure than plant consumed expressed in the recorded dollars at date 
of acquisition (so-called actual cost). The costs deducted from reve- 
nue to cover personal services, materials, etc., are largely current in 
character (having been incurred, usually, either in the period in which 
charged off or in the immediately preceding period), and it can be 
argued that a more meaningful figure of earnings results if the cost 
of plant consumed is also put on a current basis. In this country, 
however, this is not generally accepted accounting practice, and such 
procedure has thus far not been countenanced for income-tax purposes, 
In the years 1946-48, it is true, quite a number of prominent corpora- 
tions made a start in this direction in their published income state- 
ments, but the movement did not “catch on,” in part as a result of 
opposition from professional accountants and Government agencies 
and a shift of attention to the possibilities of “accelerated” deprecia- 
tion in the case of new construction and new acquisitions. There is 
an alternative to specific replacement cost depreciation, moreover, 
which produces somewhat similar results and yet can be defended as 
being within the settled framework of a financial accounting structure 
rooted in “actual cost.” This alternative approach to a very real 
problem of measurement has long been orthodox procedure in a num- 
ber of foreign countries and deserves serious consideration in account- 
ing practice and in the measurement of taxable income in the United 
States. The balance of this paper will be concerned largely with this 
possible method of amending and improving ordinary depreciation 
accounting, with special emphasis on the sound determination of tax- 
able income. 


Currency debasement and accounting 


The change in the price level in the last 10 to 15 years represents 
or reflects a change in the monetary unit employed in this country. 
We continue to use the old name, the “dollar,” but the 1955 dollar is 
hardly a close relative of the prewar 1940 dollar. The situation is 
often roughly described by saying that we are now operating with a 
“50-cent dollar.” The erosion of the purchasing power of our cur- 
rency, it is true, has not been as serious as the erosion that has occurred 
with respect to many foreign monetary units, but a decline in value 
of 50 percent—taking us halfway to zero—is a serious change, not to 
be shrugged off. 

This development has created a very real problem of measurement 
for accountants, and as yet no decisive steps have been taken to meet 

68595—55——35 
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the difficulty. Accountants are very meticulous in their handling of 
accounts expressed in part in foreign currencies, and insist on careful 
conversion of dissimilar units toa common denominator. No account- 
ant—or anyone else—would think of adding 1 French franc and 1 
United States dollar together and calling the result “two dollars.” 
And even where the same name is used, and the difference in value is 
slight, as in the case of the present-day United States and Canadian 
dollars, no public accountant employed by an American company with 
a Canadian branch would permit a financial statement to go out over 
his name without careful conversion of every figure originally ex- 

ressed in Canadian dollars into its equivalent number of United 

tates dollars. At the same time our accountants have thus far 
shown little or no hesitation in adding 1 1940 domestic dollar to 1 
1955 domestic dollar and reporting the result as “two dollars,” with- 
out qualification or explanation. 


Correct measurement of “actual cost” of plant and plant consumed 


In financial accounting the difficulty posed by the change in the 
value of the dollar focuses in the measurement of cost—“actual cost”— 
and the major problem in this area in turn is that of measuring total 
plant cost and cost of plant periodically consumed, as plant account is 
the outstanding example of a record consisting—in the raw—of an 
array of heterogeneous dollars. Other cost factors, in general, are 
renewed at frequent intervals, and hence the accounts with such fac- 
tors are, for the most part, expressed at least roughly in current, 
homogeneous monetary units. 

It should hardly be necessary to state that it is unsound measure- 
ment, unsound statistical practice, to combine unlike measuring units 
without a process of conversion. In the field of physical measure- 
ment the need for conversion of unlike units to a common denominator 
is universally recognized. Thus no one would dream of adding short 
tons and long tons, or meters and yards, without conversion. And in 
the field of financial measurement conversion is an old story, in meas- 
uring changes in real wages, in farm prices, in exports and imports, 
in gross national product, and so on. Indeed about the only spot 
where we have persistently avoided such conversion and kept our 
heads in the sand—despite the efforts of many writers and special 
professional committees—is in the area of business accounting, espe- 
cially in the matter of income determination. 

To make my point entirely clear I want to present a simple example. 
Assume that a building were erected with a width of 100 feet and 
that sometime thereafter the foot were officially shortened to 6 inches. 
At this point a second building is built alongside the first of the same 
width (and precisely the same in every other respect). This second 
building is evidently 200 short feet wide, or 100 long feet wide, which- 
ever way you care to put it, and the first building may be similarly 
and accurately described. Now the problem arises of measuring the 
total frontage of the two buildings, in terms of the prevailing short 
foot. As shown by the accompanying cut and tabulation it would be 
a sheer inaccuracy to combine the original records of width without 
conversion. The result of adding the unlike measuring units, 300 
feet, is an arithmetic monstrosity, with no meaning whatever. The 
obviously correct total, expressed in short feet, is 400 feet. 
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Now precisely the same problem arises in describing the total cost 
of two buildings originally a in dissimilar monetary units, 
Let’s assume that the first puilding referred to above was erected in 


1940 at a cost of 100,000 1940 dollars and that the second building was 


TOTAL WIDTH OF TWO ADJACENT BUILDINGS 


If let Building is 100 Long Feet Wide and 2nd Building is 200 Short Feet Wide 


Relative Length Number of Number of Feet 
of Foot Feet Converted 


(New Foot = 1. 00) (Unconverted) To New Foot 


FIRST BUILDING 2. 00 x 100 = 200 
SECOND BUIL JING 1, 00 200 3 200 


TOTAL WIDTH eg 400 


TOTAL COST OF TWO ADJACENT BUILDINGS 


If lst Building Cost $100, 000 in 1940 Dollars and 2nd Building Cost $200, 000 in 1955 Dollars 


(assuming one 1940 Dollar equals two 1955 Dollars) 


Relative Value Cost in Cost 
of Dollar Dollars Converted to 


(1955 Dollar = 1, 00) (Unconverted) 1955 Dollars 
FIRST BUILDING 2,00 x $100, 000 = $200, 000 
SECOND BUILDING 1,00 x 200, 000 = 200, 000 


TOTAL COST $3 00 $400, 000 


built in 1955 at a cost of 200,000 1955 dollars. (Construction costs 
have, of course, more than doubled, but this fact is ignored for the 
sake of simplicity.) Under these circumstances, as shown emphati- 
cally by the accompanying cut and tabulation, it is a downright mis- 
statement to allege that the total cost of the 2 buildings is $300,000. 
This figure is meaningless. One can truthfully say that 1 building 
cost 100,000 1940 dollars and the other 200,000 1955 dollars but these 
figures cannot properly be combined without conversion one way or 
the other. Assuming that one 1940 dollar is worth two 1955 dollars 
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the obviously correct total of “actual cost,” expressed in 1955 dollars, 
is 400,000. 

And it follows that in determining the annual depreciation charge— 
the fraction of capacity consumed—on an actual cost basis, it is nec- 
essary to compute the charge in terms of the converted total to find a 
correct figure. Assume, to. illustrate, that 5 percent of cost is a rea- 
sonable estimate of periodic depreciation. To take 5 percent of the 
summation of originally recorded dollars, without conversion, results 
in the clearly inaccurate figure of $15,000. The correct figure 1s either 
10,000 1940 dollars (converting backward) or 20,000 "1955. dollars 
(using the current unit as the common denominator). 


Inventory cost and plant cost 


There is a major inequity in our present tax structure in that own- 
ers of depreciable assets are placed at a serious disadvantage as com- 
pared to investors in inventories of materials and merchandise. In- 
ventories are seldom held more than a year or so, and this means that 
in this area relatively current dollars of cost are deducted from cur- 
rent dollars of revenue. Moreover, through the use of the LIFO pro- 
cedure authorized by Congress some years ago the process of match- 

ing current revenues with current costs is facilitated for owners of in- 

ventoriable assets. Under this procedure the taxpayer is permitted to 
measure the cost of goods sold in terms of the costs most recently in- 
curred, and thus serious overstatement of income is avoided. The 
LIFO treatment rests on the view that a taxpayer is not making any 
money to the extent that receipts from customers are absorbed in re- 
placing the stock of goods be started with; he isn’t earning anything 
simply by holding his own. 

But no such procedure i is as yet available to the investor in depre- 
ciable assets—the area in which the impact of the change in the value 
of the dollar is serious and sustained, as emphasized above. The owner 
of a stock of materials or merchandise is allowed to state his cost in 
terms of the same kind of dollars that are used in describing his reve- 
nues. On the other hand the owner of the dump truck, the boiler, the 
hotel building, or any other type of depreciable business property is 
afforded no such opportunity. 

The inequity is especially glaring in the case of long-lived property. 
Thus the owner of a building acquired in 1940, with cost recorded in 
1940 dollars, is required by the present tax structure to treat one 1955 
dollar of revenue as the full equivalent of one 1940 dollar of invest- 
ment. He is assumed to be breaking even when he is recovering only 
50 percent of his actual investment. 

There are many cases throughout the business field where the major 
investment is in the form of long-lived depreciable property, and 
there are still many cases where the major part of the total lant ca- 
pacity is represented by facilities acquired in prewar days. The out- 
standing examples are, of course, found among the railways, telephone 
companies, and electric, gas, and water utilities, where a very large 
part of the total resources employed i is represented by plant facilities 
with a typical service life of 25 years or more. Companies in these 
areas, moreover, operate with their selling prices under rigorous con- 
trol. There has already been an enormous erosion of real capital in 
these enterprises, and if such concerns are to continue to attract private 
capital, under a sound capital structure, it is imperative that they be 
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permitted to retain from revenues, not subject to tax, the funds neces- 
sary to make good the plant investment consumed in rendering serv- 
ice, measured in the same kind of dollars as are being received from 
customers. . 

In amending the Internal Revenue Code in 1951 Congress took 
a small step in the right direction with respect to homeowners in 
providing that if an owner sells his ppt there is no taxable 
gain if the proceeds of sale are invested in another residence. This 
recognizes, implicitly, the point that the writer is urging: namely, 
that a taxpayer realizes no gain from the disposition of an asset if 
the entire proceeds are needed to maintain the integrity of the pur- 
chasing power invested—the actual cost of the property. This prin- 
ciple should be extended by Congress to all depreciable property, 
including recognition of the fact that gradual disposition of an asset 
through use in producing revenue over a period of years is on all 
fours, as far as equity is concerned, with a lump-sum disposition by 
sale. 

One way to remedy matters—perhaps the most practicable—would 
be to grant a procedure akin to LIFO for the purpose of measuring 
periodic depreciation. This would at least tend to eliminate the favor- 
itism shown to the investor in merchandise and materials as compared 
to the investor in plant facilities in the present tax structure. 


Again the question of replacement funds 

It should be emphasized that permitting the taxpayer owning plant 
facilities a depreciation deduction based on actual cost, correctly 
measured, as recommended above, would not assure the collection 
from customers of an amount sufficient to replace the capacity con- 
sumed when retirement of existing facilities is acquired. Correct 
measurement of cost will prevent the overstatement of net earnings 
(or understatement of losses), and likewise prevent confiscation of 
capital via the income tax in terms of year-by-year calculations, but 
correct accounting—as explained earlier—will not in itself provide 
the volume of revenues necessary to produce a level of net earnings 
sufficient to justify the description “successful operation.” More- 
over, where there is sustained inflation, amounting to a continuing 
erosion of the value of the dollar, there may unavoidably be a serious 
erosion of capital invested. In a competitive market there may be 
reasonable expectation, speaking generally, of a selling price sufficient 
to cover total cost correctly measured in current dollars, plus ade- 
quate earnings, but there is no reason to assume that the customer 
can be assessed with the additional amount needed to make up past 
deficiencies. It is highly desirable that cost be measured correctly 
in a period of inflation, and that tax deductions be based on such 
correct measurements, but no formula of computation—ineluding the 
use of specific replacement cost as a depreciation base—can assure 
receipt of funds adequate to cover cost of replacing capacity when 
the date of retirement rolls around. 

In other words, the risks of business operation are not removed 
by accurate annual measurement of cost and tax deductions based on 
such measurement. 


Depreciation accounting and plant expansion 
In drafting this paper the writer intended to give some attention 
to the alleged relation of depreciation accounting to plant expansion. 
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Having already exhausted my allotted space I can only make the 
briefest comment on this subject. Certain economists and publicists 
have been telling us for some years that due to technological devel- 
opment and liberal depreciation deductions we have had little need 
for capital formation; the “depreciation funds” have been keeping 
things going nicely. This is the sheerest humbug and cannot be 
supported statistically or otherwise. The available evidence clearly 
shows, ee over the past 15 years, that the total depreciation 
charged to revenue by American business has fallen far short of the 
amount required to replace the capacity consumed during the period, 
at prevailing prices, with full recognition of all technological im- 
provement. Let’s not be beguiled any longer by this bit of fakery. 

Plant expansion requires additional investment of net earnings or 
additional paid-in capital. Moreover, a substantial portion of re- 
ported net earnings (which have been grossly overstated because— 
especially—of our failure to measure actual depreciation correctly 
from year to year) is absorbed by a corrected statement of total 
accrued depreciation. 


Spreading plant cost over service life 


One more brief comment and I’m through. In the foregoing I 
have neglected the interesting topic of estimating service life and 
methods of spreading total plant cost over estimated life. It should 
be noted here that even if correct overall measurement of deprecia- 
tion, in uniform dollars, is provided for the problem of spreading 
the total cost of a facility over the useful life remains. With respect 
to methods of spreading it is this writer’s opinion that the matter 
should be left primarily to the taxpayer and his accountant within 
broad limits. The simple straight-line procedure, with service life 
conservatively estimated, seems to me to be adequate in most cases. 
On the other hand I have no serious objection to the use of systematic 
decreasing-charge procedure, particularly for specialized equipment 
with a highly uncertain service life. I must confess to a bit of sur- 
prise at seeing that hoary textbook curiosity—the sum-of-the-years- 
digits method—dusted off by Congress and given an official status 
in the present code. On the other hand I see no objection of con- 
sequence to granting taxpayers permission to use this device if it 
appeals to them. 


DEPRECIATION AS A TAX PROBLEM 
GrorGE TeRbORGH, Machinery and Allied Products Institute 


With the exception of land, the productive facilities of industry are 
westing assets. They deteriorate with time and use, and are subject 
to obsolescence with the appearance of new techniques and new prod- 
ucts. Whatever the particular combination of these factors of wear 
and obsolescence—and it varies widely from case to case—the end 
result is the same: The capital embodied in the facilities is exhausted 
over their productive service lives. It follows, obviously, that capi- 
tal consumption is an inescapable cost of operation. No net gain or 
profit results until this cost has first been recouped. 

While the wastage of fixed assets must always have been .recog- 
nized in some fashion by business management, the practice of making 
regular periodic charges for capital consumption is a development 
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largely of the last 50 years. Prior to this development many enter- 
prises had no systematic procedure whatever, especially the smaller 
ones. 

Under the informal accounting methods of the earlier period, a 
good deal of outlay on fixed assets was simply expensed as made, 
rather than spread over future years via the depreciation account. At 
the other extreme was the practice, especially prevalent among public 
utilities, of charging off nothing until the retirement of assets, their 
cost being absorbed against the income of the final year. An inter- 
mediate procedure was to charge them off sporadically during their 
service lives by arbitrary amounts, usually in years of high profits. 

If early depreciation policy was generally primitive for accounting 
and management purposes, it was even more so for tax purposes. 
This is illustrated by the two early forays of the Federal Government 
into the field of income taxation. In the Civil War income-tax law, 
depreciation was not even mentioned. In the act of 1894 (ruled un- 
constitutional in 1895) it was expressly disallowed. It was not until 
the third venture into the field, in the corporate income tax of 1909 
(nominally an excise), that the propriety of capital consumption 
charges was recognized. The act permitted “a reasonable allowance 
for the depreciation of property.” ? 


IMPORTANCE OF THE PROBLEM 


The importance of depreciation allowances from the standpoint of 
public policy stems primarily from their role in the financing of 

roductive capital formation. Even on their present inadequate 

asis, these allowances—or, more accurately, the funds they make 
available when earned—account for about half of the fixed capital 
expenditures of American industry. On an adequate, that is to say, 
a realistic, basis, they would cover a considerably higher fraction, not- 
withstanding the increase in expenditures that would undoubtedly 
accompany it allowances. Depreciation is normally the major 
source of business investment funds. 

This fact should make sufficiently obvious the desirability of real- 
istic depreciation allowances. For it stands to reason that the re- 
porting of capital recoveries as income—the inevitable result of under- 
depreciation—is bound to affect adversely the supply of capital funds. 
This would be true even if the erroneously ee income were free 
of taxation, but it is doubly so under the impact of the high tax rate: 
now PrevayIng- 

The reason for this adverse effect is easily stated. From the stand- 
point of its availability for capital investment, a dollar reported as 
taxable business income is subject to a twofold or double erosion. 
It is reduced both by the applicable income taxes (corporate and 
personal in the case of an incorporated business, personal in the case 
of a proprietorship), and by any consumption expenditures made by 
the owners from dividends or proprietary withdrawals. With the 
present tax structure, this double erosion ordinarily leaves for invest- 
ment only a minor fraction of the original dollar. When the dollar 
is reported as depreciation, on the other hand, it usually remains in- 


1It is interesting to note that it was in the same year, 1909, that the Supreme Court 
first recognized depreciation as a proper charge in the regulation of public-utility rates 
(Knogwville v. Knowville Water Co. (21 U. 8. 1)). 
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tact. As a capital recovery, it is tax free. Moreover, because it is 
a recovery and not income, it is normally regarded by management 
as unavailable for distribution, hence, is protected against consump- 
tion by the owners. Both forms of erosion are thus avoided. From 
the standpoint of capital formation, a dollar of depreciation is worth 
several dollars of taxable income. 


Trenp Towarp LaABEeRALIZATION 


There has been a growing realization in recent years of the impor- 
tance of depreciation as a source of capital funds, and the trend is 
definitely toward its liberalization. Since World War II, a number 
of countries have increased their tax allowances in one way or an- 
other, and these increases have generally been reflected, voluntarily 
or by requirement, in enlarged depreciation for accounting and mana- 
gerial purposes. 

One reason for this trend is not far to seek. The levels of corporate 
and personal income taxation now in effect in many countries have 
greatly reduced the capacity, or at least the willingness, of the com- 
munity to save from taxpaid income. This has threatened to dry 
up an essential source of funds for the improvement and expansion 
of productive capital and to afflict industry with a kind of chronic 
financial anemia. The long-range consequences of such a condition 
no responsible government can contemplate with equanimity. Since 
it has not been deemed politically feasible to increase — from 
taxpaid income through a reduction of tax rates (especially the 
rates on corporate and upper-bracket personal incomes, from which 
most of the added saving would come), the obvious course has been 
to increase tax-free sources of capital funds, chief of which is depreci- 
ation allowances. 

There is, however, another reason no less cogent. Most, if not all, 
of the countries effectuating these liberalizations experienced during 
and after the recent war a substantial degree of inflation. Deprecia- 
tion allowances are based ordinarily on the original cost of the assets 
concerned, and are limited cumulatively to the recovery of that cost. 
This arrangement is satisfactory in an era of relatively stable price 
levels, but can be seriously, and even ruinously, inadequate after a 
period of inflation. Under such conditions, the recovery in depreci- 
ated currency of the amount originally invested in a currency of 
greater purchasing power is only a fractional recovery in real terms. 
It does not suffice to offset real capital consumption. Obviously, if 
the funds to offset this consumption are not provided by tax-free 
depreciation allowances, they must come out of savings from tax- 
paid income—a source already inadequate, as just noted, without this 
added burden. 

Two Kinps or ADJUSTMENT 


In view of these considerations, it is not surprising that the liberali- 
zations of depreciation mentioned a moment ago fall into two main 
categories: (1) Those that adhere to original cost as the basis of 
depreciation, but attempt to increase the currently available allowance 
by speeding up the recovery of that cost; (2) those that abandon the 
original-cost basis for a higher one adjusted for the effects of infla- 
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tion.2, Some countries have been content with only one type of liberali- 
zation ; others have employed both. 

We have not attempted a systematic review of postwar legislation 
in this field, and, therefore, cannot offer a comprehensive report. ‘The 
breadth of the trend toward liberalization is suggested, however, by 
the number of cases that have come to our attention in a cursory 
reading. The first type of adjustment—the speeding up of historical- 
cost depreciation—has been noted in the United States, Great Britain, 
Canada, Australia, New Zealand, South Africa, India, Pakistan, Ger- 
many, France, Italy, Belgium, Holland, and Switzerland. Sweden 
should also be mentioned here, although her legislation was prewar 
(1938). The second type—correcting fur the inadequacy of the his- 
torical-cost recovery itself—has been observed in France, Germany, 
Austria, Italy, Belgium, and Holland.? Careful research would cer- 
tainly disclose other cases in both categories. 

It may be added in passing that while these two adjustments are 
quite distinct in form and technical characteristics, and are designed 
to subserve distinct purposes, the attempt has often been made to use 
the first in lieu of the second. In these cases the recovery of original 
cost has been speeded up beyond a realistic schedule in an effort to 
offset the inadequacy of the recovery in terms of purchasing power. 
In view of this effort, the distinction between the two adjustments is 
less clear in practice than it is in theory. 


Position or THE UNIrep STATES 


It will be noted that the United States appears on the above list only 
for the first adjustment, acceleration of the original-cost writeoff. 
(The reference, of course, is to the Internal Revenue Code of 1954). 
Notwithstanding an inflation during and after World War II of the 
general order of 100 percent, there has been no departure, for tax 
purposes, from historical-cost depreciation. 

The importance of this failure to adjust for inflation is indicated 
by some estimates developed for the year 1953 in the recent book Real- 
istic Depreciation Policy.t| These showed the then-existing histori- 
cal-cost tax depreciation to be deficient for that year by nearly $5 bil- 
lion on business assets alone. This is the amount by which deprecia- 
tion on these assets measured in 1953 dollars exceeded that measured 
in the dollars of original investment. 

The significance of the omitted adjustment can be indicated by 
another estimate from the same study. In 1953 the undepreciated 
balance, or net amount, of all business assets was something like $70 
billion higher measured in current dollars than actually shown in 
original dollars. The corresponding figure today would be around 
$60 billion. This means that even if we have no further inflation, 
future depreciation on now-existing assets will fail by this amount 
to provide a full recovery of the investment still remaining to be 
depreciated. 

While depreciation remains deficient in terms of purchasing power 
because of past inflation, the Internal Revenue Code of 1954 does 


2? The speeding up of the original-cost recovery does not, of course, increase the amount 
ultimately recovered, but it can increase the amount taken currently, which is the object 
of the acceleration. 

* Both adjustments have frequently been restricted to certain classes of assets only. 

* Published by the Machinery and Allied Products Institute, 1954. 
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achieve a marked advance in the writeoff of original cost. Previous 
adherence by the Internal Revenue Service to the straight-line write- 
off over full estimated life, a notoriously lagged method, had given the 
United States the worst tax-depreciation system of any major indus- 
trial country. By authorizing the use of the double-rate declining- 
balance and sum-of-the-years-digit methods (on assets acquired new 
after 1953), the current code promises a gradual improvement of our 
tax depreciation and eventually a better comparison with other coun- 
tries. 
Reauistic Versus “INCENTIVE” DEPRECIATION 


As indicated a moment ago, some countries have accelerated the re- 
covery of original cost beyond realistic limits in order to compensate 
for failure to adjust for inflation. In some cases, it has been similarly 
accelerated without regard for this factor (the Swedish legislation of 
1938, for example) simply from a desire to stimulate more capital 
investment than would be forthcoming under a realistic procedure. 
In other cases, both purposes have been present. Since the objectives 
have been mixed, it has been unnecessary to distinguish between in- 
centive depreciation and depreciation than can be realistically justi- 
fied apart from incentive considerations. 

Conceivably it might be desirable, as a means of stimulating capital 
investment and economic progress, to grant industry regularly a more 
rapid recovery of its capital via depreciation than can be realistically 
justified. Or it might be a good thing to grant such an overpaced 
recovery at certain times only, as part of a contracyclical economic 
policy. But on these questions we offer no opinion at this time. In- 
stead, we wish merely to inquire whether the new methods offered by 
the Internal Revenue Code of 1954 do in fact constitute incentive 
depreciation, Are they unrealistically accelerated, embracing thus an 
element of incentive or subsidy, or are they, by and large, no more than 
taxpayers are rightfully entitled to? 

This is an important question. For in going beyond the rightful 
claims of its beneficiaries, incentive depreciation is vulnerable to 
attack as a subsidy. As a favor granted by government, it can be 
withdrawn at the pleasure and discretion of government. Realistic 
depreciation, on the contrary, involves no favor, bonus, or handout of 
any kind. Its allowance for tax purposes should be deemed a solemn 
obligation of government, immune alike to political caprice and fiscal 
vicissitudes. The claim of realistic depreciation is unimpeachably 
secure. 

PATTERN oF DEPRECIATION 


The object of the depreciation allowance is to charge against rev- 
enues the wastage of assets employed in their production. This wast- 
age is not physical exhaustion, though that may have something to do 
with it; it is rather the exhaustion of the capital invested in the assets. 
Basically, it is the loss of their remaining value with time and use. 

In individual cases, of course, this loss of value is likely to be highly 
irregular over the asset life. It is specifically unpredictable. The 
depreciation allowance is a projection in advance of the facts, and in 
the nature of the case must reflect a generalized pattern based on past 
experience. The real question is, What type of writeoff a is 
appropriate. What type most nearly represents the typical, or aver- 
age, pattern of value erosion ¢ 
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It is a matter of common observation that the services of capital 
assets tend to be less and less valuable as time goes on. There is, of 
course, no mystery about this phenomenon. The majority of such 
assets require during their service lives a flow of maintenance ex- 
penditures, which as a rule rises irregularly with age and use. Most 
of them suffer a progressive deterioration in the quality or the ade- 
quacy of their service. Moreover, in a dynamic technology such as 
ours they are subject tc the competition of improved substitutes, so 
that the quality of their service declines relative to the available alter- 
natives even when it does not deteriorate absolutely. All of these fac- 
tors—rising operating costs, impaired service quality or adequacy, 
and improved alternatives—combine to reduce the value of the service 
as the assets age.° 

Because the most valuable services of a productive asset are used up 
first, the decline in asset value normally is accelerated, in the sense 
that it is more rapid in the early part of the service life than later. 
Granted that the depreciation method should reflect this general pat- 
tern, the question remains how much acceleration is warranted. Do 
the new methods of the 1954 code, which write off roughly two-thirds 
and three-quarters of cost over the first half of the estimated service 
life (by declining-balance and sum-of-digits, respectively) go beyond 
a reasonable degree of acceleration ? 


New Mernops Rea. istic 


Limitations of space do not permit the development here of the full 
evidence for the reasonableness of a two-thirds to three-quarters write- 
off over the first half of asset life. The question is examined at length 
in the book already cited, Realistic Depreciation Policy (chs. 4 and 5). 
We can summarize the results by saying that both theoretical and 
empirical evidence appear to justify about this degree of acceleration 
for short- and medium-lived assets, mostly capital equipment, though 
perhaps somewhat less for extremely long-lived assets, chiefly build- 
ings and structures. 

The theoretical analysis just referred to cannot be reproduced here, 
but a specimen of the findings may be of interest. The following 
table shows, for representative assumptions, the computed percentages 
of original capital value lost during the first third and the first half 
of asset life: 


Percent of value new Percent of value new 


Service life of asset Service life of asset 
(years) Value lost in |} Value lost in (years) Value lost in | Value lost in 
ist third of it ner of lst third of ist half of 
e life 





5 This deterioration in the quality of the service, both absolutely and relative to eurrent 
alternatives, is reflected in a general tendency to reduce the intensity or coatinuity of use of 
assets as time goes on. This enteace is analyzed at length in the institute’s book, Dynamic 
Equipment Policy (McGraw-Hill, 1949), and a number of — studies of declining use 
intensity are there summarized in graphical form (chart 1, p. 20), 





544 FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 


It is evident that by this theoretical test the first-half loss of value 
is in the two-thirds to three-quarters range (68 to 73 percent) for 
service lives of 5 to 20 years, which cover the bulk of capital equipment. 
It is evident also that the percentage lost is inversely related to the 
length of the service life. 

These findings from theoretical analyses are confirmed by practical 
observation of the course of values in resale markets. Again we can 
cite only the main findings of the study under review. These show 
the loss of resale value over the first third and the first half of life 
for eight types of equipment. 


| 


Percent of value new Percent of value new 


| 


a—caneiiiasnsigtietenabaiions J 

| 
Value lost in| Value lost in Value lost in Value lost in 
first third of | first halfof || first third of | first half of 
average life average life average life | average life 


Type of equipment 


<4 

} 

| 

. ‘ | 
Type of equipment 





Passenger cars 5 Heavy tractors. -_---- 

Light trucks.--.------- f Combines-........-.. 

Medium trucks-....-- 5 Cornpickers-.---...-. | 
Light tractors_......-- 


By this test also, a first-half writeoff of two-thirds to three-quarters 
of cost appears to be entirely reasonable. 

The investigation points definitely to the conclusion that for equip- 
ment at least the new code methods are soundly realistic. When we 
remember that equipment accounts for the overwhelming bulk (about 
five-sixths) of business depreciation charges, it will be apparent that 
any element of “incentive” inherent in these methods is relatively 
negligible. By and large, they are about as close to realism as we can 
get in any procedure designed for across-the-board application. 

It may be pointed out, moreover, that these writeoff methods are 
less accelerated in actual application than they appear when con- 
sidered by themselves. This is due in part to the lag in depreciation 
recoveries inherent in the rules prescribed by the Internal Revenue 
Service for the operation of group accounts, and in part to the lag 
arising from the use of average-life estimates with dispersed actual 
mortalities. Both of these lags are discussed in Realistic Depreciation 
Policy (chs. 6 and 7) and need not be further considered here. 


CONCLUSION 


As far as the new methods go, they constitute a notable advance 
toward realistic tax allowances. In our judgment they should be 
continued on a permanent basis. In addition, further consideration 
should be given to adjustment of depreciation for the effects of in- 
flation, giving careful study to the experience of other countries, Fi- 
nally, this committee, if it wishes to appraise the true impact of the 
new depreciation law, should at an appropriate time give considera- 
tion to the regulations of the Internal Revenue Service when they are 
finally issued. 


*This observation provides an interesting commentary on a bill introduced in the last 
session of Congress (H. R. 7694) which would restrict to assets with an estimated life of 
10 years or more (instead of 3 years or more as now) the use of the new writeoff methods 
provided in the 1954 code. Both theory and common observation confirm the tendency 
of short-lived assets to lose value with greater relative rapidity in the first half of life than 
the long-lived. The straight-line writeoff, the practical alternative to the new methods, is 
even worse for the under-10-year assets than for those of 10 years and over. 





FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 545 


These regulations should give full effect to the intent of Congress 
in legislating realistic depreciation policy. They should be reasonable 
and flexible in applying the basic statute and in establishing per- 
missible writeoff aethods and accounting procedures. The Revenue 
Service should not restrict the taxpayer unnecessarily in applying and 
adapting these methods to individual company situations. This is 
not intended to prejudge the final regulations in any way but merely 
to alert the committee to the fact that the real impact of the new 
depreciation law will depend in considerable measure on the manner 
in which it is interpreted and applied by the Service. 

In closing, it should be emphasized again that the allowance for 
tax purposes of realistic depreciation deductions is not a handout, 
or giveaway to business, big or little. On the contrary, it is no more 
than business can properly claim and no more than it properly de- 
serves. To allow less is to enforce a distorted reckoning of taxable 
income, resulting in the taxation as income of what are really capital 
recoveries. We have already noted that the effect of such taxation 
is an erosion of the funds available for financing productive capital 
formation, and an impairment of the vigor of the economy. 

It is a grave mistake to regard tax depreciation as a matter in which 
the average citizen has no interest. This would be true only if he 
were unconcerned with economic progress and the improvement of his 
standard of living. But since he is concerned with these things, he 
has an interest in a broad-gaged intelligent depreciation policy. 

That this is a truth more vividly appreciated abroad than in this 
country is one of the anomalies of the modern world. Surely it is an 
anomaly that at least prior to 1954 the United States, which regards 
itself as the exemplar of the private-enterprise economy, should have 
lagged in this area of policy so far behind even Socialist governments 
in other lands. Now that it is started on reform, it should persevere 
until it no longer enjoys the dubious distinction of treating private 
business in this respect less favorably than do its professed enemies. 











XI. ROLE OF COMMODITY TAXATION IN TAX POLICY 
FOR STEADY GROWTH 


THE ECONOMICS OF COMMODITY TAXATION AND THE 
PRESENT EXCISE TAX SYSTEM 


JouN F, Dug, University of Illinois 


The term commodity taxation is used with reference to taxes which 
are designed to rest upon the purchasers of commodities (and, in some 
cases, services). These taxes are normally levied upon the sellers of 
the commodities, on the basis of output or sales, or receipts from sales, 
with the assumption that they will be shifted forward to the consumers 
through increases in prices. 

Commodity taxes may be grouped into two major classes: 

(a) Excise taxes, sometimes called selective excises or selective sales 
taxes: Those levied upon the sale (or production) of particular com- 
modities or groups of commodities. 

(6) Sales taxes, sometimes called general excise taxes: Those levied 
upon the sale of all commodities except ones specifically exempted. 

The terms excise tax and sales tax will be used in this paper with 
respect to these two classes. 


Tue Basic PHiwosorpHy or Commopiry TAXATION 


The basic philosophy of commodity taxation is the renin the 


burden of the portion of Government expenditures financed by this 
form of tax in proportion to consumer expenditures, rather than in 
sae balay to income or other criteria. To the extent to which the 
urden of the taxes is actually shifted forward to the consumers and 
remains upon them, as is generally assumed, this philosophy is at- 
tained. The burden of excises is distributed in ais aca to expendi- 
tures upon the taxed articles; the burden of a completely general sales 
tax (limited to consumption goods) would be distributed in proportion 
to all consumer expenditures. In practice, no sales taxes are com- 

letely general, and therefore the distribution of burden is less broad. 
Sales and excise taxes normally have proportional rates; whether the 
distribution of their burden relative to income is proportional, pro- 
gressive, or regressive is dependent upon the relationship between 
Cone O RN of the taxed commodities and income at various income 
evels, 

To the extent to which the taxes are not fully shifted to consumers, 
the burden rests directly upon the business firms. If they are unable 
to shift it to those supplying them with factor units, the burden will 
remain on their owners, and is certain to be distributed in a very 
haphazard manner relative to incomes.. If the tax-could be shifted 


547 
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back in a uniform fashion to all factor owners, in the manner envisaged 
in the greatly simplified analytical models of Rolph and others, the 
burden would be distributed in the same manner as that of a pro- 
portional income tax.’ But the institutional setting is such as to pre- 
clude uniform backward shifting. 

Taxes shifted forward to the consumers of the taxed commodities 
may be subject to secondary shifting because the increase in the cost of 
living index caused by the tax-induced increases in the prices of the 
taxed goods may result in wage increases. To the extent to which 
this secondary shifting occurs, the pattern of burden is altered, with 
a greater overall share resting on those groups which are unable to 
shift the tax which they bear initially or the additional burden shifted 
onto them by those gaining higher wages. 


Tue Present Excise Tax SYsTem 


The present Federal excise taxes may be grouped into four classes, 
on the basis of the specific pattern of income distribution which is 
intended. The purely regulatory excises, such as those on adulterated 
butter or opium, which are not designed to raise revenue are excluded 
from the present analysis. The four groups include: 

1. The so-called sumptuary excises, those on liquor and tobacco prod- 
ucts: These are designed to distribute a portion of the total tax burden 
in proportion to consumption of those products which, in the eyes of 
Congress, people would be “just as well off without”—ones which 
net who wish to use must expect to pay a heavy tax for the privi- 
ege of doing so. These levies are essentially designed as deliberate 
penalties on the use of the taxed products, penalties which, however, 
are not expected to discourage significantly the use of the products. 

2. The “luxury” excises: These are imposed upon commodities 
which are regarded as “luxuries,” in the sense that they are not con- 
sidered to be essential for a minimum standard of living. The use of 
the commodities is thus regarded as a measure of ability to pay, sup- 
plementary to the income measure. This category includes the bulk 
of the Federal excises, including those on radios and electrical appli- 
ances, admissions, jewelry, cosmetics, furs, luggage, communications, 
transportation of passengers, musical instruments, photographic 
equipment and sporting goods. In the past the tax on the sale of 
automobiles has been regarded as a luxury excise, but there has been 
an increasing tendency to regard this as a benefit-based levy relating 
to highway finance, and thus classified in (3) below. 

3. The benefit-based levies, related to highway finance: The Fed- 
eral tax on gasoline, although not specifically earmarked for highway 
purposes, has come to be regarded as a source of funds for the financing 
of Federal grants for highway construction, and thus to be justified 
on the basis of the benefit principle. The tax is a convenient device 
for distributing the costs of the highway grants on the basis of high- 
way use. The taxes on lubricating oil, automobile tires, automobiles, 
trucks and buses, and automotive parts, may likewise be regarded as 
benefit-based levies, although in the past they were generally justi- 
fied on the luxury basis. At present Federal grants for highway pur- 


1B. R. Rolph, The Theory of Fiscal Economics (Berkeley : University of California Press, 
1954), ch, VI. 
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poses are less than the sum of the revenues from these levies, but if 
the projected highway program is carried out, the expenditures will 
easily equal or exceed the revenues of these taxes. 

4. Miscellaneous excises: These were introduced at various times 
solely for the purpose of raising revenue, without consideration of 
the pattern of distribution of burden. The most important is the tax 
on the transportation of freight. The tax on business machines also 
falls into this category. 

The yield of the major excises, grouped into the four classes, is 
shown in table I, for the fiscal year 1955. 


TABLE I.—Ezcise tag yields, fiscal year ending June 30, 1955 


Percentage 
of total 
excise tax 
revenue 


Revenue 
(millions of 
dollars) 





Luxury excises: 
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Light bulbs ; 
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Jewelry 

Luggage 
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Telephone and telegraph 

Transportation of passengers 

Admissions, etc.! 
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Highway-benefit excises: 
Gasoline and diesel fuel_...........-----.-- pARAIES cctnedcdbdideostcis -| 
Lubricating oil a ae 
Tires and tubes___-_- 

Trucks and buses 
Automobiles 


Miscellaneous: 
Transportation of freight, including oil 
Business machines 


Total 
Unclassifie 


1 Including taxes on cabarets, bowling alleys, dues, coin-operated devices, playing cards, wagers. 
2 Including regulatory taxes, excises on sugar, coconut oil, and stamp taxes on transfer of property, securi- 
ties, ete. 


Source: Treasury Bulletin, September 1955, pp. 48-49. 


About half (47 percent) of the excise-tax revenue is thus yielded 
by the sumptuary excises. The luxury excises yielded about 17 per- 
cent of the total, the highway finance levies 28 percent, and the others 
8 percent. Expenditures on commodities subject to the sumptuary 
excises constitute about 6 percent of total consumer expenditures; 
those on commodities subject to the luxury excises, about 6 percent, 


68595—55——_36 
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and on the benefit-based levy commodities, 8 percent. The excises 
as a whole, therefore, apply to commodities on which roughly 20 
percent of consumer expenditures are made, apart from excises such 
as that on the transportation of freight, for which no estimate is 
possible, since the service involved is not directly an object of con- 
sumer expenditures. 

It should be noted that the net yield to the Government is less than 
the gross figures given. In the first place, the tax applies to 
purchases by the Federal Government in most cases; the revenue on 
these transactions is offset by an equivalent increase in Government 
expenditures. Furthermore, apart from direct application of the 
tax on Government purchases, the prices of many goods which the 
Government acquires are inflated by various excises, such as those 
on transportation, communications, etc., which apply to elements 
entering into the cost of production of the items. Secondly, to the 


extent that the tax-induced increase in the cost of living raises the 
wage level, the Government will ultimately be forced to pay higher 
wages to its employees. Thirdly, to the extent that the tax is not 
shifted by business firms, or the shifting causes losses in sales volumes, 
the yield of the corporation and personal income taxes will be directly 
and immediately reduced. It is impossible to estimate the magnitude 
of these effects, and thus to obtain the net yield of the excises. 


Tue Economic SIGNIFICANCE OF THE EXcIsEs 


The economic significance of the excises must be examined from 
two points of view: That of consumers, and that of business firms, 
including not only those upon which the tax is levied, but also others 
whose sales are affected by the presence of the tax. 


Effects upon consumers 


There are two major types of effects which the excises have en 
consumers. In the first place, to the extent that the excises are shifted 
forward to consumers, and the money incomes of the households are 
not affected by the tax, consumers must either reduce the volume of 
savings which they make, or curtail consumption. In practice there 
is likely to be some effect of each type. For those persons who have a 
highly inelastic demand for consumption goods, and regard savings 
as a residual amount left over after consumption, the entire burden 
of the tax will be borne out of the portion of income that would other- 
wise have been saved—assuming that the savings margin is of sufli- 
cient magnitude. On the other hand, persons spending all of their 
incomes prior to the tax, or having a highly inelastic demand for 
savings—that is, a strong determination to save a certain sum an- 
nually—will absorb the entire tax burden out of funds which would 
otherwise have been spent on consumption. ‘These persons will con- 
tinue to spend the same total amount on consumption, including the 
tax element, as they previously did, and thus the value of consumer 
goods acquired (net of tax) will be reduced by the sum of the tax 
element. It is likely that most families will fall into neither extreme, 
but will absorb some of the tax out of the portion of income saved 
and a portion out of that spent for consumption. 

The reduction in consumption does not necessarily take place en- 
tirely in the taxed commodities. If the demands for these are highly 
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inelastic, the reduction in consumption will occur primarily in non- 
taxed goods. Thus, for example, since the demand for cigarettes is 
known to be highly inelastic, the excise tax on this commodity, to the 
extent that it 1s not absorbed out of income that would have been 
saved, results in a reduction in purchases of other commodities. To 
the extent, however, that the demand for the taxed article is elastic, 
the reduction in the consumption will occur in the taxed commodity. 

In the second place, excise taxes give an incentive to shift purchases 
from taxed to untaxed commodities, and thus to reduce the purchases 
of taxed items much more drastically than would occur merely as a 
result of the absorption of purchasing power. This influence is par- 
ticularly strong if the taxed articles have untaxed substitutes. ‘Thus 
the tax on passenger transportation by public carrier, the demand for 
which is probably fairly elastic, undoubtedly causes a shifting of 
transportation toward increased travel by private automobile, with 
an actual increase in the use of the latter. The tax on admissions to 
movies, etc., is likely to cause an increase in the demand for untaxed 
recreational activities. 

Thus, in summary, the excises will tend to— 

1. Reduce the total volume of savings, to the extent that the 
taxes are absorbed out of the portion of income that would other- 
wise have been saved. 

2. Reduce the overall level of consumption (in real terms). 

3. Particularly reduce the consumption of the taxed articles, 
except in the cases in which demand is extremely inelastic, partly 
by reducing the total volume of purchases possible with a given 
level of income, partly by encouraging persons to buy untaxed 
substitutes. 

4. Increase the consumption of commodities which are good 
substitutes for the taxed items. 

5. Reduce the consumption of those untaxed commodities which 
persons sacrifice in order to maintain purchases of taxed articles 
for which their demands are inelastic, 


Effects upon producers and other business firms 


The excise taxes affect producers and other business firms in three 
possible ways. 

In the first place, it is unlikely that complete shifting of the tax is 
possible in all cases, and thus a portion of the tax burden remains 
upon the firms. This is illustrated by the fact that when excise taxes 
were reduced in 1954 some of the commodities affected did not fall 
in price (movie admissions in many cases, and some small electrical 
appliances, for example) ; the failure of prices to fall when the tax 
was cut suggests that the tax was not previously being fully shifted. 
When firms are unable to shift the tax fully, the funds available for 
expansion are reduced, as well as the incentive to expand, since profits 
are curtailed. Likewise, the incomes of the owners are reduced. 

Secondly, to the extent that consumption of products is curtailed, 
the sales of the producers and dealers in the products are reduced 
below the levels which would be attained in the absence of the tax. 
In an industry which is rapidly expanding, such as the automobile 
industry in recent years, the net effect is merely to reduce the rate of 
growth in sales below the figures otherwise possible. Thus, the profit 
margins of the firms are not necessarily reduced, but the rate of in- 
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crease in total investment in the industry is lowered. On the other 
hand, in industries such as the railroad field which are relatively 
stable, the reduced volume may lessen the profit rate of the firms, and 
perhaps make it difficult for them to continue to cover their costs, 
In regulated industries rate increases to compensate for the reduced 
volume of business may occur, 

Thirdly, certain excise taxes result in the altering of methods of 
production. Several of the excises rest in part or entirely upon pur- 
chases by business firms of goods and services for use in production. 
Accordingly, firms are encouraged to substitute nontaxable articles 
and services for those which are subject to tax. Thus, the taxation of 
freight service rendered by public carrier encourages firms to develop 
their own private motor-carrier operation, which is not subject to tax. 


Retative Errects or Excises CoMparep TO OTHER TAXES 


Given the level of Government expenditures, excise taxes must be 
regarded as substitutes for other taxes, and therefore, in an evalua- 
tion of excise taxes, their effects must be compared with those of 
other taxes. 


Relative effects upon consumption 

Any form of tax will, of necessity, reduce either savings or consump- 
tion or, in practice, partly each. Personal income taxes reduce dis- 
posable income, and thus leave a smaller sum in the hands of indi- 
viduals to use for consumption and savings. It is generally assumed 
that, per dollar of revenue, an income tax will be absorbed out of sav- 
ings to a greater extent than excise taxes, partly because a greater 
portion of its burden is likely to be concentrated on those persons 
who save high percentages of their incomes, partly because it does not 
provide the incentive to curtail consumption in order to avoid tax 
which the excises give. This assumption is not necessarily valid, 
however; income taxes borne largely in the lower tax brackets could 
conceivably have greater effect in reducing consumption than those 
excise taxes borne largely by high-income consumers. But the nature 
of the present excise-tax system, with its heavy impact upon articles 
of widespread usage, suggests that it probably curtails consumption 
to a greater extent than income taxes yielding the same revenue. By 
contrast, a general sales tax, applying to a much wider range of goods 
of everyday consumption than the excises, is almost certain to reduce 
the overall level of consumption to a greater extent than excise taxes 
yielding the same revenue. 

Unlike excise taxes, however, neither income taxes nor sales taxes 
provide definite incentive to shift consumption patterns from some 
commodities to others. It is true that as disposable income falls, or 
the general price level of consumer goods rises as a result of a general 
sales tax, consumers will reduce purchases of some goods to a greater 
extent than those of others. But the direct incentive to shift con- 
sumption patterns is absent. 


Relative effects upon producers 


Personal and corporate income taxes directly reduce the net earn- 
ings of business firms, to the extent to which they are not shifted for- 
ward to consumers. Such shifting is usually assumed to be limited. 
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Thus, per dollar of tax revenue, they have a greater direct effect in 
reducing both the funds available for investment and the incentive 
to undertake investment than the excise taxes. Personal income taxes, 
especially the higher bracket rates, must also, to some extent, reduce 
the willingness of individuals to make their capital available for busi- 
ness expansion. The actual magnitudes of these effects are not known. 
On the other hand, the excise taxes probably have a greater effect in 
curtailing consumption, per dollar of tax revenue, then income taxes, 
and thus a greater effect in reducing investment through the effect 
upon sales of business firms. It must always be kept in mind that 
investment by business firms depends not only upon the amount of 
money capital available and the tax rate upon earnings made, but also 
upon the volume of sales being made by the firms. The net difference 
between the excises and the income taxes with respect to the volume 
of investment is difficult to assess. 

The differences betwen the excise-tax system and a general sales 
tax, so far as investment is concerned, is probably not great, except 
for the fact that the effects of the sales tax will not be concentrated 
so heavily in particular industries. To the extent to which the sales 
tax causes greater curtailment of consumption and thus has a lesser 
effect upon savings, it will have a greater repressive influence upon 
investment through its effect upon the sales of business firms, but a 
lesser influence upon the volume of money capital available for 
expansion. 

Neither income taxes nor sales taxes confined to consumers goods 
provide the incentives given by the present excise-tax system toward 
the altering of methods of production. In practice, however, as the 
States and other countries have found, it is very difficult to confine 


a sales tax to such products, and the taxation of some sales of pro- 
ducers goods results in an alteration of the relative advantages of 
various methods of production. 


EVALUATION OF THE Excise TAx SysTeM 


Particular taxes can be evaluated only in terms of assumed criteria 
of desirable tax systems. Three such criteria are frequently employed ; 
namely, (1) the avoidance of adverse effects upon the functioning of 
the economy, (2) distribution of the burden of the tax in conformity 
with accepted standards of equity, and (3) administrative feasibility. 
Economic effects 

The effects of the excise taxes in curtailing consumption and thus 
production are not objectionable, per se; all taxes have this effect, to 
a certain extent, and, indeed, from the standpoint of the economic 
system, the primary function of a tax is to curtail private spending 
to a sufficient extent that inflationary pressures generated by Gov- 
ernment expenditures are offset. However, the excises are likely to 
have a greater effect on the overall level of consumption, per dollar of 
revenue, than income taxes, and thus, in periods in which difficulty is 
encountered in avoiding unemployment, the adverse effects of the 
excise taxes are greater. The case for elimination of exise taxes is 
particularly strong in periods when there is any tendency toward 
unemployment. On the other hand, of course, the excise taxes prob- 
ably Gave lesser effect upon the direct incentives toward investment 
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than higher bracket income taxes, and in periods in which there is 
strong evidence that investment is lagging because of tax effects upon 
incentives, there is a good case for lowering high-bracket income-tax 
rates instead of excises. But it is very doubtful if the lower-bracket 
rates of income tax have more adverse effect upon incentives than the 
excises. 

A serious complaint against the excise-tax system is based upon the 
effect of the excise taxes in curtailing consumption and thus output 
of some products to a greater extent than others. The imposition of 
an excise tax causes persons to shift consumption from taxed to un- 
taxed articles; to the extent to which this occurs, the Government 
receives no revenue, yet consumers shift their purchases toward less- 
preferred goods. 

The effect of the taxes in shifting consumption and thus produc- 
tion can be justified in certain instances. In the first place it can be 
justified whenever the production and use of the product gives rise to 
certain costs to society which do not enter into the price of the product. 
Thus the use of alcohol to excess gives rise to loss of worktime, need for 
care of alcoholics, increased automobile accidents, disrupted homes, 
and other social evils. Thus the very heavy taxes on whisky and other 
liquor of high alcoholic content can be justified as a means of placing 
these social costs upon the users. Secondly, such shifting can be justi- 
fied when consensus of opinion in the contemporary society regards 
the use of the taxed commodities as either contrary to the best inter- 
ests of society, or at least a suitable base for application of penalty 
taxation. On this basis the entire group of liquor and tobacco taxes 
may be justified—although many persons (though presumably a mi- 
nority) regard the levies as an unjustified effort to impose rules of 
morality via tax legislation. 

Thirdly, when the excises serve to cover the expenses of a govern- 
mental activity of direct and immediate benefit to those who bear the 
burden of the excises, the taxes may be regarded as legitimate elements 
in the costs of the goods, and any curtailment of use which results is 
not uneconomical. Thus, if the principle is accepted that highway 
users should pay for the Federal highway program, and the excises on 
gasoline, lubricating oil, automobiles, trucks, and buses are regarded 
as means of distributing the burden of the program onto the users, 
these excises may be justified even though they may resu!t in some 
restriction of use of the commodities. The merits of a program of 
making highway users pay for the highway programs are widely 
known, and do not need to be repeated here. 

In the case of the other Federal excises, however, the effects of the 
taxes in curtailing consumption and thus output are difficult to justify. 
In some cases obviously Ttestionabia results can be fhdinedl The 
tax on public passenger transportation tends to divert persons from 
using public carriers to driving their own cars, and thus aggravates 
the problems of traflic congestion which are so serious in many areas. 
To the extent that persons will use public transportation in these areas, 
the need for spending large sums of money for additional highway 
facilities will be less pressing, and real social costs, in the form of acci- 
dents and delays from congestion, will be lessened. Even in the case 
of such excises as those on cameras, electrical appliances, admissions, 
etc., it is extremely difficult to defend the inevitable reduction in con- 
sumption and output which results from the taxes. 
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A further objectionable feature of the excise system is the effect 
which certain excises have in altering methods of production em- 
ployed. Under the reasonable assumption that firms will seek to use 
the most efficient methods in the absence of the tax, any tax which 
increases the cost of some methods of production compared to that of 
others will result in an undesirable loss in efficiency in the production 
system, and is thus a deterrent to optimum economic development. 
The most objectionable excise tax in the present system, from this 
point of view, is that upon the transportation of freight. This tax, 
despite its relatively low rate, inevitably has some effect in en- 
couraging firms to develop their own highway and water transporta- 
tion systems instead of using public carriers. As a consequence, the 
public carriers have greater difficulty in maintaining good service, and, 
to the extent to which they operate under decreasing cost conditions, 
their rates tend to rise to offset the lower volume. Thus optimum de- 
velopment of the transportation system is impeded. The tax tends 
to discriminate against small firms compared to large ones, since the 
latter can more easily develop their own transport facilities. The tax 
on freight also tends to alter location of industry in an artificial way, 
since the tax burden is greater on longer hauls than on short. Recogni- 
tion of this fact led to the application of a uniform tax per ton on coal, 
regardless of distance, but not for other commodities. 

Finally, certain excise taxes may encourage sale of the taxed com- 
modities through illegal channels. This not only causes loss of tax 
revenue and discrimination against the taxpaying firms, but may re- 
sult in deterioration of the quality of the product. The extremely 
high taxes on liquor, though perhaps defensible on other grounds, are 
often charged with increasing bootlegging. 

E'quity considerations 

Two sets of excise taxes find special justification on an equity basis, 
although, of course, these justifications are not universally accepted. 
In the first place, the sumptuary excises are regarded as equitable on 
the basis that society regards the use of these commodities as consti- 
tuting adequate justification for the imposition of special penalty tax- 
ation. This point of view is frequently condemned, but it apparently 
reflects a widely accepted attitude. Secondly, the excises related to 
highway use may be justified on the basis of the acceptance of the 
benefit principle for highway finance. Highway users can afford to 
pay for the highways without serious inequity, and the use of the 
benefit-based levies lessens the extent to which incentive-affecting abil- 
itp pean taxes must be used. These excises, with the possible exception 
of the gasoline tax, were not originally considered to be benefit-based 
levies, but rather as luxury taxes. but in recent years, with great 
increases in Federal expenditures for highways contemplated, there 
has been a growing tendency to justify them on the benefit basis. How- 
ever, if this is to be done, it is essential that the amounts collected from 
them do not exceed the Federal expenditures for highway purposes, as 
is now the case. If these levies are not regarded as benefit-based, the 
same considerations apply to them as to the luxury excises noted below. 

The luxury excises are open to serious criticism on an equity basis. 
The placing of taxes on certain commodities as representative of tax- 

aying abilit inevitably discriminates against those persons who 
haw relatively high preferences for the taxed goods, compared to 
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those whose preferences run more heavily in the direction of untaxed 
articles. A person who prefers photography as a hobby is penalized 
compared to one who prefers reading or gardening. Furthermore, 
the present excise-tax system applies to many items of very widespread 
usage, such as telephone service and cosmetics. A portion of the bur- 
den of such taxes falls on persons in the lower-income groups, par- 
ticularly on older persons with fixed incomes, in a manner which may 
be regarded as inequitable. The excise-tax structure as a whole is 
also often criticized as being regressive. Studies of the distribution 
of the excises by income class, although of limited validity because 
of inadequacy of data of distribution of consumer purchases by income 
class, tend to bear out the contention that the pattern of the distribu- 
tion of the burden of the excises is regressive.?, However, the regres- 
siveness argument is not, in itself, a very significant one, because of 
the presence in the tax system of progressive taxes. But it does con- 
stitute an argument against excessive reliance on this form of tax. 

The taxes labeled above as “Miscellaneous,” and particularly the 
tax on freight, are particularly objectionable on an equity basis, since 
the burden falls in a completely haphazard fashion, striking in part 
the use of basic necessities, such as milk and bread, which would not 
presumably be subject even to a Federal general-sales tax, under 
typical plans advanced for such taxes. 

The excises can also be condemned, from an equity standpoint, on 
the basis of their burdens upon the owners of business firms. To the 
extent that the taxes are not fully shifted, the burden rests in an 
extremely uneven and inequitable pattern on the owners of various 
types of businesses. The effects of the taxes in reducing earnings 
through curtailment of output are less significant, from a long-range 


standpoint, since all taxes will have this effect in part, and outputs 
of various commodities will shift in such a manner as to tend to 
equalize profit rates. In a shorter period of time, however, the ef- 
fects of the taxes upon sales of various products may have very in- 
equitable results on the owners of various types of businesses, 


Administrative feasibility 

The excises are generally considered to be relatively easy to admin- 
ister. This is certainly true of some excises, which are collected in 
their entirety from a relatively few large firms. But most of the 
excises give rise to more problems than are generally recognized. The 
retail excises on furs, luggage, jewelry, and cosmetics require collec- 
tion from large numbers of smal] sellers, many of them handling only 
a very limited volume of the taxed products. Some of the manufac- 
turers’ excises give rise to continuing problems of definition of taxable 
commodities, and questions relating to the determination of appro- 
priate prices for tax purposes. In recent years the industries affected 
by the excises have become increasingly critical of various aspects of 
administration. Perhaps the most important complaint is against the 
failure of the Bureau of Internal Revenue to publish summaries of 
important rulings. Further discussion of administrative questions 
is beyond the scope of this paper. 


2See for example the study by R. Musgrave et al., Distribution of Tax Payments by 
Income Groups, National Tax Journal, vol. IV (March 1951), p. 34. 
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Summary.—In summary to the discussion of evaluation of the 
present excise-tax system, the following generalizations can be offered : 

1. Strongest justification can be found for the liquor and tobacco 
taxes, although the effects of the high rates of the former on illicit 
production suggest the need for reexamining the rate structure. 

2. In view of the prospect of rapidly growing Federal expenditures 
for highway purposes, there is substantial merit in regarding the ex- 
cises on gasoline and diesel fuel, lubricating oil, tires and tubes, auto- 
mobiles, trucks and buses, and automotive parts as benefit-based levies 
for purposes of financing highways; if this is done, these taxes can be 
justified provided that the yield does not exceed the amounts used for 
Federal highway purposes. 

8. Against the other excises, the main objections include (1) the 
shifting of consumption, and thus of production, from taxed to un- 
taxed products which inevitably results; (2) the discrimination 
against persons having relatively high preferences for the taxed ob- 
jects; (3) the discrimination against the owners of business firms 
adversely affected by these taxes; (4) the incentive given business 
firms by some of the excises, particularly that on freight, to alter 
methods of production, with consequent loss in efficiency; and (5) 
in periods of unemployment the greater deflationary influence exerted 
by the excises compared to other taxes. The chief merit of the excises 
compared to other taxes is the lesser effect which they have upon in- 
centives to undertake expansion than that arising out of the upper- 
bracket income-tax rates. The significance of this merit depends upon 
the actual extent to which income taxes deter incentives. The evidence 
of such effects is not substantial. 


ALTERNATIVES TO THE PRESENT Excise-Tax System 


There are two major alternatives suggested for the elimination of the 
undesirable features of the present excise-tax system. 


Replacement by a sales tax 


The first alternative is the replacement of the present excises (except 
those on liquor and tobacco) by a general sales tax, as recommended 
by the NAM. ‘This would preserve the present revenue from the in- 
direct taxes and thus permit greater reduction in income taxes than 
would otherwise be feasible; the supporters of this move argue that 
such a change would facilitate economic development by lessening the 
adverse effects on incentives arising out of the present income-tax 
structure. On the other hand, the present discrimination among con- 
sumers and among business firms would be avoided since the tax would 
apply uniformly to all products, 

Against such a program there are several significant arguments, 

(1) The tax system as a whole would be made somewhat more re- 
gressive that it now is, and the absolute burden on the lowest income 
groups would be increased. This is, of course, not a conclusive argu- 
ment. But to many persons it represents an objectionable change in 
the pattern of tax-burden distribution. While the Federal tax struc- 
ture is progressive with respect to relative burden on the higher in- 
come groups compared to that on the lower, it is not significantly 
progressive, and may be regressive, within the lower and lower middle 
income groups. Secondly, the State and local tax system contain 
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important regressive elements, such as the sales taxes and property 
taxes. 

(2) The use of a Federal sales tax would involve Federal entrance 
into the tax field which is now the most important source of State 
revenue and increase the amount of duplication of taxation. The 
argument that the duplication would be avoided if the Federal tax 
were imposed at the manufacturing level is of doubtful significance. 
This argument is equivalent to one maintaining that there is no 
duplication of tax sources in the gasoline tax field because the States 
tax the distributors while the Federal Government taxes the re- 
fineries. 

(3) The shift to a general sales tax would aggravate, rather than 
lessen, the net deflationary effect of the tax structure in the event of a 
decline in business activity. The high stability of yield of the com- 
modity taxes is advantageous if the primary goal is considered to be 
the maintenance of a balanced Federal budget, but it is a destabiliz- 
ing effect from the standpoint of the economy as a whole. 

(4) The argument that a shift in the direction of greater reliance 
upon commodity taxes would stimulate economic development is of 
doubtful validity. The actual deterring effects of the income taxes 
upon investment and development are not known, but have certainly 
not been obvious in recent years. On the other hand, the greater 
adverse effect which commodity taxes have upon consumption, com- 
pared to higher bracket income taxes, is apparent. Any reduction in 
income taxes which would be politically feasible would require sig- 
nificant reductions in the lower income brackets; it is extremely doubt- 
ful if low-bracket income taxes have made adverse effects upon in- 
centives than the excise taxes. 

(5) As demonstrated by State and Canadian experience, it is vir- 
tually impossible to keep all producers’ goods out from the base of the 
sales tax. Thus some distortion of the choice of methods of produc- 
tion would be inevitable. 

(6) The choice of levels of a Federal sales tax encounters a serious 
dilemma. A tax at the manufacturing level tends to pyramid, at 
least for substantial periods, and thus to burden the consumer by 
amounts in excess of the amounts of tax revenue collected. It also 
creates problems for retailers, such as larger capital requirements, 
and difficulties arise with respect to the determination of a suitable 
price base for tax purposes, as shown by Canadian experience. On 
the other hand, the retail level, the most satisfactory in many respects, 
does require collection from a relatively large number of small firms. 


Revision and reduction in the excise-tax system 


The second alternative is the reform of the excise-tax system, and 
reduction in excise-tax rates. The most objectionable results of the 
excise-tax system are the products of a relatively few excises. The 
elimination of the tax on the transportation of property will remove 
the greatest adverse effect of the present system of the selection of 
the optimum methods of production and location.of industry. This 
levy likewise has an extremely capricious and regressive distribution 
of burden; it has no justification on any score, from the standpoint of 
usually accepted principles of tax-burden distribution. The tax on 
business machines is equally unjustifiable, although less significant 
from the standpoint of the magnitudes involved. Abandonment of 
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the excise tax on the transportation of passengers will eliminate the 
artificial incentive now given to persons to use their own cars and add 
to highway congestion, and facilitate development of efficient chan- 
nels of public passenger transportation, an industry which in general 
is barely able to cover all costs, 

Rate reductions in the various luxury excises will lessen the signifi- 
cance of the discrimination which now arises, and the injury to the 
industries affected. As suggested above, the excises related to high- 
way finance should be coordinated, from the standpoint of height 
with the Federal expenditures for highway purposes. 

Elimination of the most objectionable excises and rate reductions 
in others will, of course, require a somewhat higher level of income 
taxes than would otherwise be possible. But consideration of the 
relative merits of the two forms of tax suggests that the most objection- 
able excises have effects far worse than those which can be attributed to 
the income taxes, particularly the lower bracket income-tax rates, and 
that the case for the luxury excises is not sufficiently strong to warrant 
retention of them at present rates if income taxes are reduced. Should 
a depression develop, complete elimination of all luxury excises (and 
rate reductions in others) should be one of the most effective measures 
that can be taken, in the field of taxation, to mitigate the decline in 
economic activity. 

CoNncLUSION 


Review of the present excise tax system in terms of economic effects 
and equity considerations suggests the following recommendations: 

1. Retention of the present taxes upon liquor and tobacco products, 
with consideration of some rate modifications to lessen illegal sale. 

2. Retention of the excises on gasoline and diesel fuel, automobiles, 
buses and trucks, tires and tubes, and automotive parts as means of 
financing, at least in part, the proposed expansion in Federal highway 
expenditures. The yield of these taxes should not exceed the Federal 
highway expenditures, if they are to be retained permanently as 
benefit-based levies while luxury excises are eliminated. 

3. Immediate elimination of the tax upon the transportation of 
freight, the most indefensible and injurious element in the present tax 
structure, and elimination of the tax on passenger transportation, be- 
cause of its tendency to increase highway congestion. The loss in 
revenue from the elimination of these two objectionable taxes would be 
about $640 million annually. This is about 7 percent of excise tax 
revenue, or about 1 percent of total Federal tax revenue. 

4. Reductions in other excises at least comparable to any general 
income-tax reductions made. 

5. Complete elimination of the luxury and miscellaneous excises, 
should a period of depression arise. 
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THE PLACE AND ROLE OF CONSUMPTION TAXES IN 
THE FEDERAL TAX STRUCTURE 


Har LEY L. Lutz, Princeton University 
INTRODUCTION 


The proper role of consumption taxes in the Federal tax system, 
and the degree of reliance to be placed on such taxes, cannot be ade- 
quately appraised without some preliminary consideration of certain 
underlying principles, certain facts of fiscal and economic life, and 
a point of view from which the entire taxing process is to be judged. 
There has been more emotionalism, and consequently less objectivity, 
in the recent discussions of excise or consumption taxes than in the 
analysis and appraisal of any other part of the Federal tax structure. 
This substitution of heat for light has been particularly conspicuous 
with the growing emphasis upon the use of the taxing power for 
purposes other than the provision of public revenue. 

Source of taxes 

There can be little disagreement regarding the source of the funds 
that are collected by taxation. All taxes are paid out of income. 
This is true even if a taxpayer has to borrow to meet a particular tax 
payment, for the loan is merely a transfer of income from the future 
to the present. It is true, also, if a taxpayer must sell an asset to 
obtain funds for tax payment. The buyer must use either his current 
income, or his saved income, or his pledge of future income by way of 
a loan. In a fundamental sense, all taxes come from the income of 
persons, even in the case of business taxes of every sort. Such taxes 
are either recovered from consumers in the prices charged for goods 
and services, or they are deducted from the profits that would other- 
wise be distributable to the several individual owners of the business. 
Too frequently, the profits of business and the property used in busi- 
ness are regarded as separate, independent sources of taxes and the 
levies imposed, especially on business income, are allowed to become 
inordinate in the belief that no one other than the business unit, as 
such, is affected or concerned. 


The methods of taxation 


The subject of tax methods is highly controversial, because the choice 
of methods determines the particular incomes to be levied upon or to 
be passed over. There is involved, aiso, the relative severity of burden 
on particular incomes. 

The three methods of taxation correspond to the three major phases 
of income as an economic phenomenon. This correspondence can be 
shown in tabular form as follows: 


PHASES OF INCOME 


1. The getting of income. 

2. The holding of past and present 
income in “congealed” form as wealth, 
assets, possessions of different sorts. 

3. The use of income through spend- 
ing. 


METHODS OF TAXATION 


1. Income taxes, and the license and 
privilege taxes on various income- 
getting activities. 

2. Property taxes, capital stock taxes, 
inheritance taxes, etc. 

3. Sales, excise, and other consump- 
tion taxes, 
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This classification may not provide a neat pigeonhole for every 
conceivable kind of tax, but it is sufficiently accurate for the present 
purpose, which is to point up the contrast between the receipt and the 
application of income and the tax methods that are appropriate to 
these two aspects of the income flow. From the standpoint of Federal 
taxation, the receipt and the spending of income are of chief impor- 
tance. Federal taxation of wealth, property, or assets, per se, would 
come under the limitations of the direct tax clause and hence is not 
available as a significant source of Federal revenue. This restriction 
is evaded in the case of the estate and gift taxes by construing them as 
taxes on the privilege of transferring property and not on the property 
as such. A privilege tax is regarded as a form of excise, for which 
there is express constitutional warrant. Inasmuch as the entire body 
of law relating to the testamentary or intestate disposition of property, 
and the entire administration of such disposition through probate, or 
escheat, is at the State level, it is difficult to discover the basis or deriva- 
tion of any sanction regarding property ownership or disposition 
which the Federal Government gives, or 1s empowered to give, under 
the Constitution. The absence of any logical basis has not prevented 
a substantial Federal preemption of estate and gift taxes, but that is 
another story. 


Purposes oR OBJECTIVES OF TAXATION 


The position taken in this statement is that taxes should be levied 
and collected only for the support of government. A corollary is that 
the amount taken should be only what is required for that support. 
The taxing process is a taking of private income for public purposes, 
with no intent or obligation to provide benefits or services directly to 
each taxpayer corresponding to his payment of tax. The benefit rule 
has only a very limited application which is best exemplified by prices, 
tolls, and other service charges not commonly regarded as methods 
of taxation. The plea of using taxation to defray the cost of common 
or general, rather than specific, benefits, becomes a potent argument 
for keeping the tax load within the strictest limits of fiscal necessity. 

The levy of taxes for nonfiscal purposes is thus ruled out, by defini- 
tion. These purposes range all the way from objectives that are 
essentially of a policing character to the socialistic intent to equalize 
wealth and income through taxation. It is not possible to justify 
such exercise of the taxing power by any sort of logical rationaliza- 
tion because in every case there is involved some degree of arbitrary 
control over the actions and the decisions of individuals. The police 
power does involve control by government over the actions, the prop- 
erty, and even the lives of individuals, but this power extends to fin y 
definite purposes and its proper exercise is to be performed by appro- 
priate agencies within the limits of well-understood administrative, 
judicial, and constitutional procedures. 

The difficulty is that there has been too much disposition to utilize 
the taxing power to enforce the objectives of the police power. There 
are, of course, antisocial ways of getting income and wealth, such 
as racketeering, preying on the vices and the passions of men through 
vice rings and gambling, monopoly, and so on. Instead of dealing 
adequately with such practices by direct means, which is the only way 
of correcting them at the source, the taxing power is too frequently 
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relied upon as a corrective. The record contains instances of convic- 
tion for income-tax evasion as an apparently satisfactory substitute 
for prosecution on far more serious charges. 

The worst case of contro] of the economy through taxation is found 
in the use of tax-rate progression. The ultimate purpose is the 
equalization of incomes, and eventually of wealth, which represents 
the accumulated margins of past income. The present writer has dis- 
cussed on many occasions the errors of doctrine and the disastrous 
practical consequences involved in this policy and repetition is not 
necessary here.’ It is significant that there should be a growing criti- 
cal attack on the obvious defects of progressive income-tax theory 
and practice, although there is still insufficient recognition that the 
harsh, destructive tax-rate scale is the real source of the evil. 

It is frequently said that taxation inevitably has an impact on the 
economy and on the decisions of the individual taxpayers. Therefore, 
it is contended, it is better to recognize and utilize this impact than 
to disregard it. This viewpoint overlooks the following: 

(a) Taxation, as the price for necessary and useful public services, 
is no more burdensome than other costs. Within the limits of the 
“useful and necessary” test, the total cost of the public services is 
less than it would be if each person were to undertake provision of 
these services for himself; ae some of them, such as defense, high- 
ways, public order, and security—to name only a few—could not be 
provided at all without communal action. Taxation becomes onerous 
when the range of governmental activities is extended beyond the 
limits of the useful and necessary, or when even the essential public 
services are conducted on a lavish, imprudent scale. 

(6) The harmful impact of taxation is produced by the discrimi- 
natory and penalty features that tend to be incorporated in the tax 
structure when objectives other than the provision of the necessary 
public revenue gain the ascendancy in tax policy. 

(c) The goal of neutrality in the effects of taxation on the economy 
and on the individual citizens is best achieved under proportional tax 
rates. Any departure from this standard by progression, selectivity, 
or any of the numerous gadgets and devices for the benefit of special 
groups introduces discriminations which warp and distort the tax 
structure and thus become the source of the bad effects so often attrib- 
uted to all taxation as such. ‘ 

It is submitted that neutrality of economic effect and impact is an 
essential characteristic of a satisfactory tax system. Each taxpayer 
would then be in the same relative position, after tax, as he occupied 
before tax. His economic decisions and his actions, both in the get- 
ting and the spending of income, would then be influenced, in the least 
possible degree, by the fact that a portion of his income had been 
spent for governmental services. 


Uniform, or proportional, taxation requires a broad tax base 
The broadest possible tax base in any society is the total income of 
the people. This is obvious since income is the only source of all taxes. 
For administrative as well as practical and political reasons, it 
would not be feasible or desirable to substitute one tax on total income 


¥ Ct B L. Lutz, Public Finance, fourth edition, pp. 264-271. Appleton-Century, New 
Ork, it ° 
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for the variety of taxes which are now used. It is important, however, 
that the tax load be distributed, through the combination of tax 
methods employed, as nearly uniformly as possible over the total of 
income, for these reasons: 
(a) To make possible the maximum moderation of tax rates 
at all points; 
(6) To provide maximum neutralization of the effects of taxa- 
tion on economic growth; and 
(c) To eliminate the case, and the pressure, for gadget relief 
from excessive rates. 

A broad tax base requires that the tax load be distributed over in- 
come as received and income as spent. Taxable income as now de- 
fined by statute is too narrow a base to provide a substantial revenue 
without imposition of excessive rates. And the policy of relying on 
the individual income tax to produce a substantial revenue compels the 
levy of oppressive rates. The statistical data compiled from the tax 
returns do not reveal the amount of taxable income. My calculations, 
using limited and inadequate data, show that with estimated personal 
income of $298.5 billion in 1955, the adjusted gross income in taxable 
returns would be some $224 billion, and taxable income would be 
about $123 billion. 

The fact that taxable income is only about one-half of the adjusted 
gross income in taxable returns results from the liberality of the de- 
ductions and exemptions allowed. On this relatively limited income- 
tax base it is necessary to impose high rates in order to secure the 
high proportion of the Federal revenue that is expected from this tax. 
The budget projection for the fiscal year 1956 anticipates net receipts 
of $29,770 million in round figures, out of the individual income tax. 
This is an average effective tax rate of 24 percent on taxable income. 

The total of personal consumption expenditures is in marked con- 
trast with the limited total of taxable income. In 1954 this total was 
$236.5 billion, and for the first half of 1955 it was at an annual rate 
of $247.6 billion. This contrast points up an important issue which 
can be stated thus: Is it better for the citizens as individuals and for 
the economy as a whole to retain the heavy concentration of the tax 
load on that smaller part of personal income which is defined as “tax- 
able income” or to spread a part of this load over the larger segment 
of personal income which is not touched by the income tax? 

The position taken here is that it is far better to spread the burden 
over a broad base than to concentrate it on a narrow base. Provision 
of a broader tax base would require either a material reduction in the 
allowable exemptions and deductions or the use of taxes that are paid 
as Income is spent, i. e., excise or consumption taxes. For reasons that 
are so apparent to all as to need no elaboration here, the present 
writer’s view is that the latter course is preferable and should be 
adopted. 

A substantial group advocates the opposite course, namely, the 
elimination of a large part of the existing excise revenue. Few, if 
any, of these persons would support compensating for this revenue 
loss by broadening the taxable income base through lower exemptions 
and deductions, which means that they would make up the excise 


revenue loss by the levy of higher rates on the taxable income base as 
now determined. 
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In the fiscal year 1955, total excise revenues were approximately 
$8.9 billion. If this total were to be collected through the individual 
income tax, a first bracket rate of 27 percent would be required. If it 
were to be collected from corporations, a combined normal and sur- 
tax rate of 77 percent would be necessary. If all excises except the 
alcoholic beverage and tobacco taxes were repealed, an addition of 
3.7 percentage points to the individual income-tax rate would be re- 
quired, or an addition of 13 percentage points to the corporation in- 
come-tax rate would be needed if the revenue loss were to be made 
up from that tax. 

These facts should have a sobering effect on those organizations and 
individuals that have made the excise taxes a target of emotional 
attack. They should also lead to objective consideration of the steps 
that are required to correct the inequalities and other defects of the 
existing excise system. The one thing that is clear is that if we were to 
dispense with the excises, or with even as much as half of the present 
yield, it would be necessary to increase the load on the income taxes 
or transfer the loss to the deficit. The one course would delay in- 
definitely any prospect of relief from burdensome, discriminatory in- 
come taxation and the other would involve all the dangers of inflation 
which would, in the end, bear more heavily on the consumers than 
reasonable excise taxation. 


Tue Case For Excise TAXES 


A major point in the case for excise taxes has already been made. 
Tt is that the revenue thus obtained prevents as serious overloading of 
the income taxes as would be necessary otherwise. At any budget 
level, however, it would be desirable to spread part of the tax load 
over income as it is spent rather than to concentrate all taxes on in- 
come as it is received. The relative stability of excise revenue, by 
comparison with the income taxes, is well known. In the fiscal years 
1930-32 inclusive, the yield of the income taxes declined 56 percent, 
and that of the limited array of excise taxes then imposed by only 
20 percent. The mild economic decline of 1949 caused a drop of cor- 
porate profits by $6.6 billion below 1948, and a decrease of $2.1 billion 
in corporate-tax liability.2, The excise-tax collections were not affected 
at all by this brief recession. In fact, the collections increased by a 
small amount. 

Budgetary stability is always important, but it becomes even more 
so with the current high levels of spending, taxing, and public debt. 
Complete reliance on the income taxes, which would be the only re- 
course if there were no excises, would expose the Federal finances to 
serious fluctuation with every variation in the business and general 
economic situation. The extreme revenue swings that would be pro- 
duced by a one-tax revenue system under variable business conditions 
could not be justified, even by the doctrine of compensatory budget 
balance over the economic cycle, which is the most undependable of all 
budget policies. The deficits would be so exaggerated by the defi- 
ciencies of such a revenue system as to increase greatly the difficulty 
of accumulating surpluses sufficient to cover them, and to make such 


2 Economic Report of the President, January 1955, table D-49, p. 189. 
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a result still more unlikely than it would be under the best of cir- 
cumstances, 

In their own right, excise taxes have many characteristics of a good 
form of taxation. These characteristics may be briefly enumerated as 
follows: 

1. They permit a perfect application of installment payments. 
These taxes are paid, in amounts varying from a few pennies to a few 
dollars, as purchases are made. They conform admirably to the canon 
of convenience to the taxpayer, for it is always more convenient to 
discharge an obligation in many small driblets than in lump sums of 
substantial amount. 

2. They permit a perfect application of current taxpayment. When 
the last purchase of the tax year has been made, the citizen is fully 
current, so far as his excise taxes are concerned. The income tax is 
paid currently, to the extent that this can be done through withhold- 
ing. But not all of the tax is paid in this way. More than 30 percent 
is paid in quarterly installments and the advertising by banks to 
solicit personal loans for income-tax payments is eloquent testimony 
of the difficulties experienced by many taxpayers as the quarterly 
installments come due. 

3. Administrative costs of excise taxes are low. There would be 
millions of excise-tax payers, however such taxes might be imposed; 
but there would be a relatively small number of tax returns to be ex- 
amined, whether the tax were imposed at the manufacturer or the 
retailer level. Moreover, there would be no vast, complicated, ex- 
pensive refund procedure such as has developed under the withholding 
system for income tax. 

4. There are no complicated forms to harass the individual citizens, 
as consumers, no questions of incomplete, erroneous, or false returns, 
and no opportunity of willful failure to make a return. There is no 
consumer tax return. Hence there is no question of audit, review, 
or collection of back tax. These issues do arise for the business firms 
through which excise taxes are collected, but there will be some kind 
of business records for examination, however rudimentary these may 
be in some cases. 

5. Excise taxes permit to the taxpayers some discretion with respect 
to the amount of tax and the time of its payment—that is, the amount 
of tax is variable according to the volume of purchases and the time 
when these are made. These decisions are controlled by the individual 
or the family unit. The tax will vary with the prices of goods bought, 
and here again there is an element of choice between expensive and 
moderately priced merchandise. The taxpayer has no discretion 
whatever in the case of the income tax. All, or at least a part, of this 
tax is deducted from earnings before the employee gets his pay. The 
part not withheld is “demanded” by the respective directors of internal 
revenue to be paid on or before certain dates. 

6. An excise-tax system of broad coverage, levied at a uniform rate, 
is not subject to manipulation through “gadgeteering.” There are 
issues of definition in the fringe area around taxable classes of com- 
modities, but these are diminished as the coverage of the tax is ex- 
tended. Furthermore, there is no question of loopholes, the discovery 
and the plugging of which, in the case of the income taxes, provides an 
extensive and lucrative indoor pers for the tax specialists in private 
and in public employ, respectively. 

68595—55——37 





566 FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 


The form of excise taxation 

It is necessary at this point to set the discussion in terms of what 
should be, rather than what actually is, as exemplified by present prac- 
tice. A consistent policy of excise taxation requires that the coverage 
be universal with respect to the general category of things to be taxed 
and that the rate of tax be uniform—that is, if the category of things 
taxable is consumer goods, then all such goods should be taxable. If 
this category is to include services, then all services in the consumer 
field should be included. 

The array of commodities and services that are now subject to 
Federal excise cannot be defended on any logical ground. This would 
be equally true of any selective excise-tax system, for the very process 
of singling out some goods or services to be taxed, while others are not, 
unavoidably introduces discrimination, both as among producers and 
as among consumers. This discrimination is inevitable also when 
different rates of tax are imposed. A large part of the complaint and 
dissatisfaction that have been expressed in hearings before the Ways 
and Means Committee has sprung from the discriminatory features 
of the present excise taxes. Universality of coverage and uniformity 
of tax rate would put an end to the discrimination and thus cut the 
ground from under a major part of the antiexcise argument. 

It is sometimes necessary to temper rigid consistency with practical 
considerations. The design of a sensible, administratively operable 
system of excise taxation is such an occasion. For example, the taxa- 
tion of alcoholic beverages and tobacco products at rates separate from 
those imposed on other commodities has a long record, and this differ- 
entiation has become part of our fiscal mores. The practice provides 
no warrant, however, for excessive rates of tax on these products 
merely because consumers are willing to pay them. 

Another example is food and food products. A majority of the 
States which levy a retail sales tax do not exempt food, but some States 
make a distinction between meals served in restaurants and food prod- 
ucts sold for offpremise consumption. It is interesting and perhaps 
significant that an exemption for feeds, fertilizer, and insecticides is 
much more general than for foods. State policy with respect to food 
and food products affords no clear guide for the treatment of this class 
of commodities, but it does afford precedent for either taxing or ex- 
empting such goods. Food in some form is one indispensable item in 
the budget of every person. Its inclusion or its exclusion from a 
system of excise taxation would not affect the general standard of 
uniformity and universality, for human beings do not vary greatly 
in the quantity of food intake required for health and strength. The 
amount of food actually consumed and its cost will vary widely and 
the principal determinant is not necessarily the available income. 
Some persons with large incomes eat sparingly and others with small 
incomes eat voraciously. An exemption of food and food products, 
under a general excise tax on consumer goods, would not involve a 
serious discrimination as among consumers because it would extend to 
all of them. 

It has been urged that an exemption of food and food products is 
proper because of the relative importance of food costs in the low- 
income family and individual budgets.’ This exemption is a conces- 


7 Such an exemption has been recommended in the tax program of the National Associa- 
tion of Manufacturers. Cf. A Tax Program for Economic Growth, 1954, p. 38. 
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sion to expediency. Although food is a prime necessity for everyone, 
there are other things that are also deemed by some persons to be 
important, and for which the expenditure in a given period may be 
vreater than the food bill for the same time. As noted above, a major- 
ity of the State sales taxes do not exclude food, and there is nothing 
in the record of these States nor in that of their experience in taxing 
food sold at retail, to indicate indifference to the situation of the low- 
income groups. Moreover, there is nothing that would indicate note- 
worthy effects on the health or general well-being of the citizens who 
are now paying sales tax on foods, as against the citizens of those 
States which do not tax such sales. 

In addition to coverage and rates, the question of excise tax form 
involves also the point of levy. That is, should the tax be imposed at 
the retail level, or the wholesale level, or at the level of final manufac- 
ture. Administrative problems and technical difficulties would arise, 
regardless of whether the tax were imposed in the form of a retail, or 
a wholesale, or a manufacturers’ level excise. Some of these matters 
would be more troublesome, and others less troublesome, according 
to the point of imposition. The present writer’s conclusion, which is 
in accord with the policy of the National Association of Manufac- 
turers, is that, on balance, the manufacturers’ level tax would be easier 
and also less expensive to administer, as a Federal tax, than either of 
the other forms. The number of manufacturers would be smaller 
than the number of either wholesalers or retailers. (The term “whole- 
saler” here includes all middlemen, whether described as jobbers, brok- 
ers, commission agents, wholesalers, or any other specific occupational 
classification between the manufacturer and the retailer.) Further- 
more, the records of manufacturers are likely to be in better form than 
those of the many thousands of small retailers, and some large ones, 
whose principal sales record is the cash register. The movement of 
firms into and out of manufacturing is by no means as great, numeri- 
cally, as is the case with retailing, and the revenue loss from closed, 
defunct firms that had ceased operations without making a return 
would be much less in the former than in the latter case. 

A consideration of great weight in support of a Federal tax at the 
point of final manufacture is that it would avoid direct duplication of 
the retail sales taxes that are now levied in 32 States, and by a sub- 
stantial number of municipalities. The State is a logical administra- 
tive area for a retail sales tax because of the essentially local nature of 
such sales and the greater effectiveness of State supervision and con- 
trol. These taxes have become very important to the financial well- 
being of the States that make use of them, and any action by the Fed- 
eral Government that would tend to undermine or supplant them 
through imposition of an overriding Federal tax of the same sort 
would involve serious financial difficulties for many States. Among 
other evil consequences, any material shrinkage of sales-tax revenue 
would lead to greater pressure for additional Federal grants. 

It appears almost inevitable that a general Federal tax at the retail 
level would impair State use of this tax. The Federal tax would be 
at a different rate which would entail a different set of bracket rates 
to adjust the tax on small sales to some relation to the full rate. Under 
the present State taxes, these bracket arrangements differ from State 
to State, and in each case there would be confusion in computing tax 





568 FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 


according to two sets of rules. The paramount Federal tax would be 
a barrier to any further increase of the State rate, and a deterrent to 
udoption of the sales tax by States not now using it. The adverse 
effect could go so far as to induce State repeal in some cases. Noth- 
ing would be gained, on the contrary, much would be lost, if the 
States were driven out of this tax field, or prevented from making 
adequate use of it for payment of their own governmental costs. 

On the other hand, a general excise tax system imposed at the point 
of final manufacture, would not be a direct, competitive duplication 
of the State retail sales taxes. About three-fourths of the revenue 
which the Federal Government now collects as excise taxes is obtained 
through levies at the final point of manufacture. There is no evidence 
that such taxes are regarded either by the people or by the State tax 
administrators, as an encroachment; nor is there evidence that the Fed- 
eral taxes have interfered with the development of the retail sales tax 
as a source of State revenue. 


CoNVENTIONAL Criticisms or Exctsre Taxes 


The critical attack on excise taxes includes some general points of 
opposition to the method, and some additional points that are ger- 
mane only against excises imposed elsewhere than at the retail level. 
The two major counts against excise taxation in general are (1) the 
reduction of consumer spending power, and (2) the regressive nature 
of such taxes. 


1. Reduction of spending power 

The allegation of diminished spending power is always stated from 
the viewpoint of the individual taxpayer, and the implication is that 
an excise tax is the only tax which has this effect. Such is obviously 
not the case, for any tax reduces the money income of the taxpayer and 
leaves him with less money to use for any purpose, whether for con- 
sumption, or for saving and investment. From the standpoint of the 
individual, this argument becomes one against all taxation, and not 
merely a point against excise taxes. 

The error comes when the argument is expanded from the particular 
to the general, and it is concluded that because each individual tax- 
payer experiences a decline of disposable income because of the excise 
tax (or any other tax) therefore the total purchasing power of the 
society is diminished. This erroneous contention ignores the transfer 
character of taxation, whereby the Government receives and spends 
the money taken from the people. Public spending transfers tax 
receipts to other groups—civil servants, contractors, bondholders, 
beneficiaries and pensioners, and others—and these persons spend that 
part of private income which was taken from the original income 
recipients in taxes. In the economy as a whole, the taxing and spend- 
ing process does not reduce total spending power. It merely shifts 
part of the total spendable income from the taxpayers to those whose 
livelihood and income are dependent upon some connection with 
Government. 

The one use of tax revenues that would result in a reduction of 
money supply and spending power is the application of a surplus 
revenue to retire bank-held debt. This is a genuine cancellation of 
existing money, but even so, it does not necessarily cause a permanent 
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reduction. Retirement of bank-held debt would improve the reserve 
position of the banking system, and would thus make possible the 
creation of new bank deposits through the process of loan or invest- 
ment expansion by the banks. Whether or not such expansion would 
occur would depend on the need, within the economy, for additional 
credit accommodation, and on the terms at which the banks would 
make it available, 


9, Regression 

In the mathematical sense, a proportional tax, that is, one that is 
levied at a uniform or proportional rate on the specified tax base, is 
not regressive.* The local property tax, which is levied at a uniform 
rate on the assessed value of property within a given tax district, may 
be regressive because of the inability, or the disinclination, of assessors 
to assess small and large property aggregates in the same relationship 
totrue value. The remedy for this condition is in competent supervi- 
sion of the assessment process, and in careful review and equaliza- 
tion of assessments. An excise tax levied at a proportional rate is not 
regressive in this mathematical meaning of the term. 

The concept of regression is applied, also, to mean that a given 
amount of tax involves a larger part of a small income than of a large 
one. This is obvious, but the same hard fact is also encountered in 
the whole system of market prices. The cost of any article in the 
market represents a larger fraction of a small than of a large income. 
The American people are spending for goods and services in the 
market places of the country at the rate of more than $240 billion 
annually. The regressive nature of the price system does not deter 
them from spending at this rate, nor does it give rise to any open ex- 
pressions of disapproval of this system. A general Federal excise 
tax, at a uniform rate, to provide a revenue equal to that now being 
collected by discriminatory selective rates of excise tax, would be the 
equivalent of about 2 percent on total consumer spending, or about 
5 percent on the classes of goods to be included in a general excise sys- 
tem. In view of the general acceptance of the market price system, 
which is thoroughly regressive in the sense that this term is now used, 
the objection to a tax which would constitute so small a fraction of 
the grand total of consumer spending, on the ground that it is regres- 
sive, is a case of swallowing the camel but straining at the gnat. 

It is likely that the argument of regression does not stem from the 
bare facts of the case, for these, as shown above, are hardly sufficient 
to warrant the fervidity displayed. Rather, these bare bones are used 
as a skeleton around which is built an array of arguments designed to 
demonstrate that excise taxes are an instrument of oppression, extor- 
tion, and general trampling down of the low-income groups. 

At one extreme, the proponents of this viewpoint demand repeal of 
all excises, with the possible exception of the liquor and tobacco taxes, 
and, in addition, an increase of personal exemptions for the taxpayer 
and his dependents. This extreme view can be dismissed at once as 
wholly unrealistic from the standpoint of the revenue loss involved, 
and as completely undemocratic in that it would exempt millions of 


*The word “regression” is not the only one that has been manhandled for ideological 
reasons. Other examples are the words “liberal” and “democracy,” both of which have 
acquired a current meaning very different ‘from that assigned to them in the 19th century. 
Prior to the great vogue of the income tax as the “Queen of Taxes,” there was no interpreta- 
tion of regression in any other than its mathematical meaning. The socialistic dialectic has 
perverted this and other semantically good concepts to the purposes of the totalitarian state. 
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citizens from payment of virtually all taxes for the support of the Na- 
tional Government. And, as noted above, it would compel indefinite 
retention of an intolerable burden on such income as would be taxable, 

A less extreme position is that excise taxation, if employed at all, 
should be limited to those classes of consumer goods which would be 
arbitrarily designated as “luxuries.” But the difficulty here is the 
framing of a definition of “luxury” that would be universally accept- 
able. The concept of a “luxury” has a twofold origin; it has come, in 
part, from the reservation of certain things for the use of royalty and 
aristocracy, as in the case of purple and ermine. It has come in part, 
also, from the puritanical view that all pleasant things are sinful. 
This has been revised, in modern times, to say that all pleasant things 
in life are sinful, fattening, or expensive. 

The fact is that today, in our society, there should be neither stigma 
nor scorn attaching to the way anyone spends such income as may be 
left to him after paying income taxes. The things that anyone buys 
and the prices paid for them, are strictly that person’s business, and 
not at all the business of any self-appointed censor who might pre- 
sume to dictate the course of personal expenditures by penalizing some 
purchases and favoring others. There are some persons who do not 
use coffee or tea; others who do not drink alcoholic beverages; still 
others who do not eat meat; and some, whether by choice or the doc- 
tor’s orders, who have a salt-free diet. The list of choices could be ex- 
tended indefinitely. Many persons do not care for television, others 
may prefer a Ford to a Buick or a wool coat to a fur coat. There is no 
logical line that can be drawn to distinguish luxury goods from other 
goods, when all kinds of goods are available in the market, and there 
are no class or other enforced distinctions that determine who may buy 
what. The history of American industrial development is a record of 
a vast array of goods which were expensive when first introduced, and 
which were steadily reduced in price as the market developed. 
Many of these were not essential to bare existence, but they have added 
immensely to comfort and enjoyment, to the amenities of life, and they 
are part of the great total of national product which, in turn, repre- 
sents an equally great total of national income and expenditure. 

If there were a general excise tax on consumer goods generally, the 
purchaser of an expensive item would pay more tax than would the 
purchaser of a less costly item of similar kind, or a substitute item. 
The big spender is the big excise taxpayer. It is the privilege, and the 
responsibility, of each individual to determine the disposition of his 
available income that will afford him the maximum satisfaction, and 
if he gets this result through the purchase of a more rather than a less 
expensive car, or garment, or piece of jewelry, or anything else, there 
should be no relative tax penalty because of some puritanical obsession 
that some goods are luxuries and should be taxed more heavily than 
other goods. 

The subject of the relation of all taxes—Federal, State, and local— 
to incomes has been discussed at length in a series of papers in the 
National Tax Journal and at one meeting of the National Tax Asso- 
ciation.® 


5 Wide Distribution of Tax Payments by Income Groups, by R. A. Musgrave, J. J. Carroll, 
L. D. Cook, and L. Frane, National Tax Jourrfal, March 1951, pp. 1-53: Distribution of 
Tax Burdens in 1948, R. 8S. Tucker. idem, pp. 269-285: Further Consideration of the Tax 
Burden, various commentators, National Tax Journal. March 1952, pp. 1-89; and Proceed- 
ings of the National Tax Association, 1952, pp. 178-221. 
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The assumptions and statistical data presented in the papers cited 
cannot be reviewed here in any detail. However, 1 or 2 points should 

be mentioned. The first is that the overall regressiveness alleged to 
exist is magnified as a result of the assumptions made with respect to 
the income ‘bracket 0 to $1,000. The consequences of underestimating 
income or overestimating taxes are more serious at this income level 
because of the small income base to which the taxes are related. Prof. 

A. Pechman says, in his comments on the Musgrave and Tucker 
papers: © 

The significance of the data for the lowest income class should not be over- 
stated, for we know very little about the income and consumption habits of the 
members of this class and even less about the taxes they pay. 

In other words, aside from the income group about which the least 
is known, there is no regression in the overall tax burden and only a 
small degree of regression if State and local taxes alone are con- 
sidered.’ 

This leads to the second point, which is the unrealism of describing 
and measuring the effect of State and local taxes as if they were similar 
throughout the country. In fact, these taxes are so diverse, both as 
to form and as to the relative emphasis on each in different jurisdic- 
tions as to require a State by State comparison of taxes with income. 
For example, there must be wide differences in the relation of taxes 
to incomes in such States as New Jersey, with neither sales nor income 
tax, New York, with income tax but no sales tax, Illinois, with sales 
tax but no income tax, and California, with both income and sales 
taxes. Likewise, the effect of the property tax must vary according 
to whether personal property is taxed at general property tax rates, 
as in [linois, or is exempted as in New York, or is taxed at classified 
rates, as in Minnesota. 

The statistical device of a general, overall average of diverse but 
homogeneous factors is useful for many purposes. It is a questionable 
procedure, however, for leveling off the wide differences in tax methods 
among the States, particularly “when the results are used, with no re- 

gard for these differences and the large gaps in the data, to support 
ond generalizations such as the statement that a considerable pro- 
gression must be retained in the Federal taxes to offset regression in 
State and local taxes. In terms of counsel on tax policy, this amounts 
to saying that an obvious form of tax discrimination must be retained 
at one point in order to counteract suspected discriminations at other 
points. 


8. Pyramiding of the ta» 

In addition to the two stock arguments against excise taxation in 
general, there is the pyramiding argument which is germane only 
where the tax is imposed at some point other than the retail sale level. 
Pyramiding means the application of the customary or established per- 
centage markups to the tax as well as to the factory cost of merchan- 
dise, if the excise tax is levied at the point of final manufacture. It 
should be distinguished from additional financing or other costs that 
might be involved in a manufacturers’ excise tax. Any tax causes 
expenses of compliance, and possibly of financing, and excise taxes are 


* Proceedings of the National Tax Association, 1952, p. 209. 
™Cf. idem, p. 185, table 3, in Professor Musgrave’'s paper. 
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no exception. Pyramiding goes beyond the recovery of necessary, 
additional costs in the prices charged to customers, and those who 
advance this argument are in the position of contending, (1) that 
markup percentages are relatively fixed and unchanging, and (2) that 
additional profit will inure to retailers because the retailing profit is 
realized out of the gross markup, and the application of this fixed 
markup to the tax will yield some extra profit. 

The additional profit to retailers from application of the usual 
markup to the tax as well as to the factory cost has to be the core of 
the pyramiding argument. If the price increase to consumers were to 
be no more than the tax and such extra costs as might be caused by the 
tax, such as the additional interest, insurance, commissions, and so on, 
the injury to consumers would be no worse, and no different in kind, 
in the case of an excise tax than it would be from an increase in any 
other kind of tax, or from any other increase in cost that is passed 
along in the prices. 

The distributive businesses in this country are intensely competitive 
and such profits as are realized in them come the hard way, by 
rendering a quality of service to customers that will build and hold 
volume. Any attempt to secure extra profit by doing no more than 
relaying a tax is very unlikely to succeed for long because of the com- 
petitive pressure. If prices could be set higher in any retail market 
than those currently prevailing and still hold sales volume, there would 
be no reason to wait for an excise tax to provoke the advance. It 
would be done now. 

The contention that percentage markups are so fixed and unchang- 
ing as to result in pyramiding by common consent, as it were, disre- 
gards the facts of the competitive situation in distribution. Two 
illustrations may be cited to show the tendency toward flexibility in 
markups in the struggle for sales volume. One illustration is the 
growth of the business done by discount houses, despite all of the 
reasons advanced to show that this kind of operation is deficient in 
many of the essentials required for good dealer-customer relations. 
A story in the Wall Street Journal of July 20, 1955, quotes a Chicago 
department store executive as follows: 

Two years ago we were kidding ourselves that the discount house was a passing 
thing. We've learned since then that we’ve got to take a shorter margin just 
like the discount house in order to survive. We were asleep when discounters 
were making the point that a $795 list freezer could be sold for $588. Now we 
treat them like any other good competition. We're a discount house ourselves 
in many items each day of the week. 

The second illustration is the pressure for fair’ trade legislation. 
If there were a genuinely united front throughout retailing on the 
subject of markups, there would be little or no case for either Federal 
or State legislation designed to hold the line. 


SumMMARY AND CoNCLUSIONS 


All taxes are paid out of income, either as it is received or as 
it is 5 spent. This means that even the taxes levied on business are 
eventually borne by persons. 

2. Taxes should be levied only for the support of government, 


When this standard is forsaken, the evils of discrimination, inequity, 
interference with economic decisions, and restriction of. economic 
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growth emerge, because no one can be wise enough to determine, at 
each step, what the best next step for the whole economy should be. 

3. Taxation for revenue only should assume a neutral effect of taxes, 
a goal which is best attained under proportional tax rates. 

4. Uniform or proportional taxation requires a broad tax base. 

The broadest possible tax base is the income of the people, and all of 
this income can be reached only by placing part of the tax load on 
income as it is spent instead of concentrating all of it on a narrowly 
defined concept of income as received which is known as “taxable 
income.” 
5. Taxes on income as it is spent are commonly known as excise or 
consumption taxes. There is no defense of the miscellany of excises 
now imposed by the Federal Government, but a properly designed 
excise has many characteristics of a good tax, viz: 

(a) They are a perfect example of installment payment, and of 
current tax payment; (6) administrative costs are low; (c) they in- 
volve no forms, no reports by the individual consumers, no audit of 
taxes paid, and no back tax; (d) they permit taxpayers some discretion 
as to the amount of tax and the time of its payment; (e) they are not 
subject to manipulation through “gadgeteering.” 

6. Consistency would require universal application of the tax to 
all goods, or to all services if the latter class is to be included. Prac- 
tical considerations warrant separate tax treatment of alcoholic bever- 
ages and tobacco, based on long historical experience; and also for the 
exemption of food products as being the one commodity which would 
provide general rather than discriminatory exemption treatment for 
all persons, 

7. The selection of the point of levy—retail, wholesale, or final 
manufacture—involves consideration of arguments on both sides. 
Some matters would be more troublesome and others less so, according 
tothe point of imposition. The writer’s conclusion is that, on balance, 
the case is strongest for the manufacturers’ excise, although it is 
possible that the wholesale level would be equally admissible. A Fed- 
eral retail excise or sales tax should be avoided, both for administrative 
reasons and to avoid direct duplication of, and conflict with, the sales 
taxes now collected in some 32 States. Even if the manufacturers’ 
excise were to involve some additional administrative difficulties— 
which is not conceded here—it would be better policy to endure these 
than to encroach upon a source of State—and local—revenue which 
has attained so great importance. The outcome could well be an 
increase of Federal grants, a result which would be serious for the 
fiscal independence of the States. 

8. The conventional criticisms of excise taxes in general are (a) 
reduction of spending power and (0) regression in relation to income. 
Any tax reduces the income available for spending by the taxpayer, 
but it does not diminish total spending power in the economy because 
the Government spends the money taken from the people. The efforts 
to establish regression in recent discussions have dealt with the overall 
taxload rather than with excises per se. The results depend on the 
assumptions used, and at best establish no regression or so little as to 
provide no case for elimination of excises. None of these studies have 
dealt with the disastrous consequences of substituting more and 
heavier taxation of incomes for excises. 
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9. The objection of pyramiding applies only to excises imposed else- 
where than at the retail level. The inclusion of necessary added costs 
in the prices to consumers is proper, but this is not pyramiding. Ina 
field of business as intensely competitive as the distribution of goods 
and services, profits depend on supplying customers with what they 
want, and when and where they want it. There would be no extra 
profit in the mere relay of a tax. The growth of discount business 
reveals the weakness of the old-time rigid percentage markups, and the 
existence of fair-trade legislation indicates the weakness of the con- 
tention that these markups are a necessary “built in” feature of modern 
retailing. 

10. A manufacturers’ excise, levied across the board on all end 
products of manufacture except alcoholic beverages, tobacco, and food 
products, in substitution for the present discriminatory hodgepodge 
of excises, would be the soundest solution of the Federal excise-tax 


problem. 


THE IMPACT OF COMMODITY TAXES ON RETAIL 
TRADE 


BE. C. Stepuenson, J. L. Hudson Co., Detroit, Mich. 


Our present method of imposing excise taxes 

Every segment of industry opposes our present method of excise 
taxation. The selection of certain items to be taxed and the exclusion 
of others from taxation is done without any rhyme or reason. These 
selective excises at both the retail and manufacturers’ level impose 
severe competitive penalties on the taxed products. The varying rates 
of tax create further competition between items subject to taxation. 

In fact, the 20-percent excise tax at the retail level on furs was 
largely responsible for the deterioration of the fur industry. Every- 
one in that industry has suffered. The trapper, the fur farmer, the 
dresser and dyer, the manufacturer, and the distributor have suffered 
unemployment, poor business and severe financial losses because furs 
were capriciously singled out as something to tax. The consumer pur- 
chased merchandise manufactured from competing materials not sub- 
ject to tax, as a substitute for furs. Similar situations exist in the case 
of most of the other articles subject to our present selective excise tax 
system. Nothing good can be said for our present method of selective 
excise taxation. 


Why not substitute a broad-based uniform rate system of excise taxes 
on the end product of manufacture? 


There are many reasons against this form of taxation which will be 
discussed in some detail in this paper. 

Before discussing reasons opposing such taxation, it is necessary to 
understand exactly the effect of such taxation. It is necessary also to 
analyze and define the meaning of the words “end product.” 

Representative Mason, of Illinois, introduced H. R. 5694 which was 
referred to the Committee on Ways and Means April 20, 1955, to pro- 
vide revenue from an excise tax uniformly applied to the end products 
of manufacture. This tax is to be applied to the manufacturers’ sales 
price. However, in order to make this method of taxation less bur- 
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densome on the great mass of the population, certain exclusions were 
provided. | a se 

Food, drugs, seeds, fertilizers, insecticides, fungicides, and defoli- 
ants; books, pamphlets, and music in raised print for the blind; reli- 
gious articles; all are to be exempt from taxation. 
~ All articles taxable under chapters 51 and 52 (alcohol and tobacco) 
of the Internal Revenue Code are excluded from the provisions of this 
pill. All articles sold for further manufacture, for export, or for use 
by the United States, are also excluded from tax. However, for ad- 
ministrative purpose, I presume, in the case of certain manufacturers 
whose sales of otherwise taxable merchandise are $10,000 or less in any 
quarter, there is no requirement for the imposition of the tax. 

These conditions introduce a considerable degree of selectivity in 
the imposition of the tax, which establishes precedent for further selec- 
tivity under the heat of congressional debate and pressure from inter- 
ested groups which believe the products they manufacture are entitled 
to special consideration. i 

These exclusions in H. R. 5694 are emphasized to point out the 
vulnerability of excise taxation to the efforts of manufacturing groups 
to have their products exempted from tax for reasons which honestly 
seem to these groups to be in the public interest. 

The words “end product of manufacture” have very serious implica- 
tions when the entire pricing structure through the processes of manu- 
facture, wholesaling and ultimate sale to the final consumer is under- 
stood. 

They mean that the tax would be imposed on the sales price at the 
manufacturers’ level on the brick, stone, plaster, steel, plumbing, heat- 
ing, electric wiring, electric equipment, and all other components 
required to construct any manufacturing plant. Ifsuch materials are 
acquired through a middleman, there would undoubtedly be a profit 
taken on the tax to reimburse the middleman for added ad valorem 
taxes, insurance, and other costs occasioned because of the excise tax. 

Production machinery and tools, all office furniture and equipment, 
all machine parts and maintenance supplies and all other supplies of 
whatever character, will be increased in cost at least to the extent of 
the tax, and probably more, depending on whether the article is secured 
through a distributor. 

The manufacturer will pay higher ad valorem taxes on plant ma- 

chinery, equipment and supplies, and higher insurance costs on these 
more cestly facilities. 
_ He must recover all these added costs of depreciation, repairs, taxes, 
insurance and other items of expense by means of an increased sales 
price for his product, to which must be added the excise tax if the 
product does not fall within one of the excluded classifications. 

It will be argued that competition will prevent the price increase 
outlined here, but all manufacturers will be faced with similar in- 
creased costs of production and will employ similar methods to save 
themselves from loss of profits to the maximum extent possible. 

The wholesaler is faced with similar problems. His plant, equip- 
ment, and consumption materials will increase in cost. Higher ad 
valorem taxes on plant, equipment, and supplies and on an increased 
cost of fivenitory, Waker insurance costs on all these items, increased 
depreciation costs and higher costs for repairs and supplies must be 
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recovered by means of an increased sales price if the wholesaler is to 
remain in business. 

The retailer, the last step in the chain of production and distribu- 
tion, faces the most serious problems of all. His plant, fixtures, equip- 
ment, and consumption materials will increase in cost. Ad valorem 
taxes and insurance costs on plant, equipment, and supplies will 
increase, depreciation charges will be larger and higher costs for 
repairs and supplies must be recovered from the sales price of 
merchandise. 

In addition to these increased costs, the merchant is faced with 
increased ad valorem taxes on an inventory increased in cost to him 
because of— 

Higher cost of manufacture; 

The excise tax; 

Higher wholesalers’ operating costs; 

Increased insurance costs on this increased cost of the inventory ; 

Greater working-capital requirements and therefore higher 
interest costs to finance inventory investment; 

Substantially higher rental costs based on a percentage of higher 
sales prices; 

Higher compensation to salespeople based on a percentage of 
a higher sales price; and 

Greater hazards of loss in the value of merchandise inventories 
in time of declining prices because of an excise tax paid for at 
the time of the purchase of his inventory. Falling prices would 
not bring any reduction in the tax cost of existing inventories 
because that tax was paid when the merchandise was purchased. 

As has been demonstrated here, the real meaning of taxing the end 
products of manufacture is to build into each step of the cost of pro- 
ducing and the cost of distributing articles for consumption, a series 
of increased costs for depreciation, maintenance, repairs, taxes, insur- 
ance, interest, rentals, compensation to sales personnel and hazards of 
loss on unseasonable merchandise and merchandise declining in value 
because of market conditions. All of these added costs, plus the profit 
margins on cost taken by the entrepreneur in each step of the process 
of production and distribution, increase the price to the ultimate con- 
sumer much more than the amount of the tax collected and paid to the 
Government. 


What is the purpose motivating the proponents of broad-based uniform 
rate excise taxes at the manufacturers’ level? 

To anyone who carefully studies the problem, it is perfectly ap- 
parent that the real purpose behind the drive for excise taxation is to 
secure relief from the present high corporate income tax and to secure 
reductions in the very high progressive rates of taxation on the higher 
paid individuals. Both corporate and individual income-tax rates 
are excessively burdensome. They reduce the after-tax disposable 
income of both corporation and individual. 

Corporation directors have constant concern to balance the division 
of after-income-tax net earnings between a dividend large enough to 
give stockholders an adequate return on their investment and earn- 
ings to be retained in sufficient amount to meet increasing needs for 
working capital and new fixed capital requirements. 
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Individuals in the higher income brackets, the logical source of new 
investment capital, have but little chance after paying income taxes 
und meeting living costs, to have funds remaining in sufficient amount 
to supply risk cafital in adequate amount for an expanding economy. 

To improve the situation for corporations and higher paid indi- 
viduals, the proponents of broad-based uniform rate taxation, ad- 
vocate progressive lowering of income-tax rates on these taxpayers. 
In order to replace the revenue loss created by these reductions of 
income-tax rates, the proponents urge the spreading of the tax bur- 
den to all the population by means of a broad-based uniform rate 
excise tax at the manufacturers’ level. 

It is argued that our Government has placed too great reliance on 
income taxes as a source of Federal revenues, and that it has relied 
less on consumption taxes than any other government in the world. 

It is argued further, that the enactment of these broad-based excise 
taxes will be a means of balancing the tax structure and that such 
balancing process will preserve the Federal revenue if deterioration 
should come into the economy, and create a decline in profits and wages 
with a resulting loss of income-tax revenues. 

The proponents advocate also that after progressive reductions of 
income-tax rates have brought the top bracket rates for individuals 
down to 35 percent and the top tax rates for corporations to 35 per- 
cent, there should be constitutional limitation inead on such rates 
so that they cannot again rise above the 35-percent level. In addition 
to these limitations on income-tax rates, it is recommended that some- 
thing should be done to stop estate and gift tax rates where they now 
are, institute a program of reducing their steeply progressive rates 
and set constitutional limits for the top brackets for these taxes. 


However, when discussing excise taxes on liquor, tobacco, and all 
other kinds of articles (end product of manufacture), these propo- 
nents conclude that constitutional limitation of rates is not needed. 

Therefore, it is apparent that Reena for balancing the Federal 


tax structure are prompted largely by a desire to reduce income-tax 
rates for corporations, and the highly progressive income-tax rates 
on the higher-paid individuals, those, counting husband and wife filing 
a joint return as one individual, reporting incomes subject to tax of 
$10,000 or more. According to the U. S. News & World Report in 
1953, these higher-paid individuals represented 5.34 percent of all 
individuals reporting taxable income. 

In order to supply the revenue lost because of income-tax rate reduc- 
tion, it is the intent to tax all citizens of the United States for the priv- 
ilege of consuming the goods and services which create the American 
standard of living. 

But in order to give Congress freedom to increase the Federal reve- 
nue, constitutional limitations are not proposed for any of the excise 
taxes; in fact, it is argued that limitations on such taxes are not needed. 

Since 94.66 percent of all those reporting taxable income reported 
less than $10,000, 74.38 percent of all those reporting taxable income 
reported less than $5,000 (see sec. (e))—and many millions of others 
had no taxable income to report—again it is obvious that relatively 
few taxpayers in the high-income brackets would be benefited by a 
greater after-tax income at the out-of-pocket cost of the many. 





578 FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 


Basic position of retailing on selective excise taxes and on broad-based 
uniform rate excise taxes on the end product of manufacture 

Almost all retailers—and I am a retailer—are unalterably opposed 
to the present system of selective excise taxes, whether imposed at the 
manufacturers’ or the retail level. I am sure that almost all industry 
opposes such taxation. 

Our present system is capricious and arbitrary both as to item being 
taxed and rate of taxation. Every industry whose product is being 
taxed is at a serious competitive disadvantage with those industries 
whose products are not taxed. 

In our American economy the consumer has the right to choose, 
within the limits of his pocketbook, what shall be purchased and what 
shall be passed by. When the tax is at the retail level, the customer 
can determine the amount of penalty involved in the purchase. The 
fur, jewelry, ladies’ handbag, and silverware industries, both pro- 
ducer and distributor, have discovered that the present 10-percent tax 
at retail is still a serious deterrent to the sale of these products—the 
customers are continuing to choose to buy something else. When the 
tax is at the manufacturers’ level, the customer does not know the 
amount or rate of the tax or the effect of tax on price, but the customer 
does know that the product is high-priced. The distributor is blamed 
for the high price, and whenever possible the customer avoids the pur- 
chase of such products because of price. 

Only the advent of the discount house which with very few excep- 
tions furnishes no service and does not guarantee the performance of 
the product has brought price to the consumer down to reasonable 
amounts. But the distributor who furnishes services and guarantees 
his merchandise is experiencing a profitless sales volume from his 
efforts to prove to his customers he will not be undersold and to avoid 
the penalty of being just a showroom for the discount house. 

The retailer opposes excise taxes at the manufacturers’ level for 
many reasons. The present selective excise taxes at the manufac- 
turers’ level create considerable hardship ; a broad-based, uniform rate 
excise tax at the manufacturers’ level on the end product of all manu- 
facture will intensify and increase these hardships not only on the 
retailer but also on the entire economy. 

The retailer opposes such taxation because— 

1. The cost of his merchandise will be increased 

(a) By the manufacturer’s excise-tax-caused increased cost for 
depreciation, taxes, insurance, and repairs on plant, equipment, 
and consumption supplies and the cost of consumption supplies. 

(6) By the tax itself imposed on a price sufficiently greater to 
cover the increased costs plus a margin for profit sufficient to re- 
ward the manufacturer for added risk because of higher produc- 
tion costs. 

(c) By the wholesaler’s excise-tax-caused increased costs for 
depreciation, taxes, insurance, and repairs on plant, equipment, 
and consumption supplies and the cost of consumption supplies, 
plus increased costs for insurance, taxes, interest, and sales com- 
mission required to carry and sell a most costly inventory. The 
wholesaler will of necessity be required to secure a price high 
enough to cover his higher cost of inventory plus higher operating 
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costs plus a margin sufficient to reward him for the higher risks 
he will be forced to take because of the added costs. 

2. His investment in plant, fixtures, and equipment will increase, 
and therefore his operating costs for depreciation, taxes, insurance, 
repairs, and interest on these investments, and on supplies for con- 
sumption will increase. 

3. The operating costs to carry interest, taxes, and ‘nsurance on mer- 
chandise will increase because of a more costly inventory. 

4. His selling prices must of necessity be increased sufficiently to 
cover increased cost of inventory, plus the increased operating Costs 
outlined in 2 and 3, plus increased sales commissions plus increased 
costs of rents both based on percentage of sales, plus enough to pro- 
tect him from the added risks assumed because of an inflationary 
spiral a broad-based excise tax at the manufacturers’ level will build 
into every step of the production and distribution of the clothing, 
furniture, accessories, housing, fuel, electric current, and all other 
goods and services required by the ultimate consumer to maintain 
ordinary standards of living for himself and family. 

5. In spite of the fact that no tax is proposed on seeds, fertilizer, 
insecticides, fungicides or defoliants, the farmer’s cost for housing, 
clothing, and other costs of living, barns, farm machinery, fencing, 
depreciation, repairs, taxes, insurance, and interest will all increase 
because of this method of taxation. 

No tax is proposed on foods. However, food prices will rise be- 
cause of the farmer’s added costs of operation plus the added costs 
of depreciation, repairs, taxes, interest, and insurance on plant and 
equipment of the food processors, wholesalers, and retailers. 

6. The Department of Labor’s BLS Index is the key to many labor 
contracts and all farm parity prices. All the added costs outlined in 
the previous paragraphs will be reflected in the BLS Index. As a 
result the wages of every segment of the population as well as farm 
parity prices, will rise and add further impetus to the inflationary 
spiral. 

7. Retailers fear price inflation because the many consumers with 
fixed incomes lose purchasing power with the result that overall con- 
sumption is reduced. Reduced consumption backs up into less pro- 
duction and reduced employment in every step of the manufacturing 
and distributive processes. 

8. Falling commodity prices, whether caused by recessions, reduc- 
tion of excise tax rates by Congress or any other reason, will impose 
severe hardships on both wholesalers and retailers. These falling 
prices will not bring with them any reductions in the tax and other 
costs created by the tax, built into existing inventories because these 
elements will have been paid for at the time of the purchase of the 
merchandise. ; 

Retailers in England and Australia have complained very bitterly 
because of severe losses occasioned by reduction of “purchase taxes” 
when no provision for floor tax refunds was legislated with the tax 
reduction. 

9, The excise tax is hidden. The many effects of a broad-b sed, 
uniform-rate excise tax on the “end product of manufacture” will be 
so deeply buried in the final retail price that no one will ever be able 
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to determine the actual impact of the excise tax on the tangible things 
the ultimate consumer purchases in the retail stores. 

But the customer will be acutely conscious of the fact that the price 
of goods has materially increased. Because the customer will have 
no bs isis for under standing the reason for the increased price, because 
the customer will not know that a taxing device is responsible for a 
series of pyramiding costs built into the | price paid for merchandise, 
the retailer will carry the onus for profiteering, for unc onscientiously 
increasing the price of goods presumably to the benefit of the retailer 
and the detriment to the customer. 

There have been representations made that the customer is fully 
aware a tax at the manufacturers’ level is imposed on merchandise 
in Canada where this form of taxation has been in effect for many 
years. To determine the extent to which this statement is correct, 
with the permission of a Canadian department store catering to the 
middle- and lower-income population, I sent one of our executives, 
equipped with a tape recorder, to interview customers buying in the 
Canadian store. 

We found that 56.2 percent of the customers had no knowledge of 
any tax, 40 percent had a very vague knowledge but not the slightest 
idea of the rate of tax, and 3.8 percent had wor rked in stores, h: 1d been 
exposed to the tax and therefore knew about it. Our executive told 
the rate of tax to the customers interviewed and then there was 
grumbling about hidden taxes as the interview progressed. 

Our executive interviewed customers in our own store to determine 
their knowledge of the manufacturers’ excise tax on radios, television 
sets, mechanical refrigerators, photographic cameras, etc, .. electric 
light bulbs, fountain pens, etc. He found that 74.5 percent did not 
know a Federal consumption tax existed and that 83 percent had no 
idea of the rate of the tax. When he told them the tax rate, there 
was again grumbling about hidden taxes. 

10. There have been representations made that no pyramiding of 
the tax will affect the retail price, that competition will prevent such 
pyramiding. So I discussed this problem at some length with my 
Canadian retailer friend. I was told that full markup was taken on 
the tax. The Canadian retailer said, “The tax is a part of the cost of 
our merchandise and we are entitled to our full markup. In addition, 
when we buy from wholesalers, the tax is included in the price we pay 
for the item, and we cannot determine its amount. If for no other 
reason, in order to price our merchandise uniformly, it is necessary 
to take our markup on the tax when we purchase directly from 
manufacturers.” 

11. From these experiences, it is reasonable to conclude that most 
customers do not and will not know about hidden taxes at the manu- 
facturers’ level. It is also reasonable to conclude that American 
retailers will always of necessity take full markup on the excise tax 
purchased with the merchandise to be offered for sale. 

12. There have been representations made that the corporate (or 
veal income tax pyramids viciously in the price the ultimate 
consumer pays for goods and services. This is only a half-truth and 
dangerous because it is a half-truth. 

The final price at the retail counter does include the corporate tax 
of every organization involved in the chain of production and distri- 
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bution of the item. In fact, to be exact, it includes the income tax of 
every individual employed by these organizations because the com- 
pensation of these employees had to be paid out of the price received 
for the product and therefore was a part of the cost of the product. 

But the corporate income tax of each of the organizations involved 
is not absorbed in the final retail price as such. The profit (if any) 
included in the price at each step in the process is a part of the final 
retail price. The income tax paid by each organization is a sharing 
with the Government of the profit resulting from its sales prices after 
deducting all costs of operation on the Government’s terms, just as 
the income tax of the individual is a sharing of his income with the 
Government on the Government’s terms. 

Neither producer nor distributor has any intention of reducing his 
profit margin if a broad-based, uniform-rate excise tax is enacted and 
income tax rates are reduced. ‘To do so would defeat the entire pur- 
pose of the determined attempt to have this form of excise taxation 
legislated in order to have lower income-tax rates on corporation and 
higher income individuals to give them more after-income tax disposa- 
ble income. 

To summarize, the retailer fears and opposes excise taxes because he 
will be required to pay more for his merchandise inventories, be sub- 
jected to higher costs of operation, be subject to increased hazards of 
inventory loss, and be required to secure a higher selling price for his 
goods, thereby drying up the purchasing power of a substantial num- 
ber of his customers. 


Where will the impact of broad-based, uniform-rate CBCISE taxes on the 
end product of manufacture fall? What effect will they have on 
the buying power of the masses? 

Earlier in this paper it has been shown that the goal to be achieved 
by the enactment of such excise taxes is a shifting of the income-tax 
burden from corporations and higher income individuals to the great 
masses of the population. For instance, a corporation earning a 
before-income tax net income of $100,000, at present tax rates would 
pay a tax of $46,500, If the normal tax rate should be reduced to 
25 percent, the corporation would pay a tax of $41,500 and would have 
an additional $5,000 of after-tax earnings to use for expansion of the 
business, increased dividend to stockholders, or any other legitimate 
purpose. As the corporate-tax rate continues to lower, the after-tax 
net income will continue to increase and additional amounts will be 
available for corporate purposes. In exactly like manner, as the 
income-tax rates for the individual reduce, the after-income tax dis- 
posable income of that individual increases and he has added funds 
to use for investment, recreation, to improve his family’s standard of 
living, or any other legitimate purpose. 

However, as long as Federal expenditures remain at present levels, 
if any program of reducing income-tax rates for corporations and 
individuals should be instituted, the missing tax revenues must be 
obtained from other sources. The recommended source is a broad- 
based, uniform-rate consumption tax imposed at the manufacturers’ 
level. 

All consumers will pay this consumption tax plus the pyramiding 
it will engender. Those high-income earners whose income tax rates 
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have been reduced sufficiently to increase their after-tax income, will 
not be materially hurt because of paying the tax plus its added costs. 
but many low-income individuals will be seriously harmed. 

Before discussing this phase of the problem, it must be understood 
that under the definition of the “end product of manufacture,” in 
addition to a substantially higher price for clothing, furniture, acces- 
sories, utilities, food, and other goods and services, the cost of housing 
will also be more costly because all of the components required for 
the construction of a home are also end products of manufacture. 
Therefore they are subject to the tax and all the added costs that the 
tax el ngenders. 

In addition to the higher costs outlined, when the consumer buys 
goods and services in 33 States and fifty-odd cities where State and 
municipal sales taxes are imposed, the s: ales tax will increase in amount 
because the price on which it is based’ has been increased by the tax 
and the pyramiding it, creates. 

The United States News & World Report reported earlier this year, 
that counting a husband and wife filing a joint return as one taxpayer, 
in 1953 there were— 

Taxpayers reporting incomes of less than $5,000 33, 163, 934 
Taxpayers reporting incomes of $5,000 to $10,000 9, 087, 730 
Making a total of— — 
Taxpayers reporting incomes of less than $10,000 42, 201, 664 
Taxpayers reporting incomes of $10,000 to $25,000 1, 981, 616 
Taxpayers reporting incomes of $25,000 to $50,000 329, 616 
Taxpayers reporting incomes of $50,000 to $100,000 93, 346 
Taxpayers reporting incomes of $100,000 to $250,000 24, 119 
Taxpayers reporting incomes of $250,000 to $500,000 3, 076 
Taxpayers reporting incomes of more than $500,000 1, 131 


Total 3 44, 584, 568 

David L. Babson & Co. report in their weekly letter of April 4, 
1955, that 53 percent of the spending units reported before-tax earn- 
ings in 1954 of less than $4,000 and 88 percent of the spending units 
repor ted before-tax earnings of less than $7,500. 

The Detroit Free Press, issue of August 15, 1955, reported that 
more than 7,500,000 Americans during. June 1955 received benefit 
checks under social security. There are always hundreds of thousands 
of individuals for short periods of time who are living on tax-free 
unemployment compensation benefits. In addition, there are millions 
of others who are living on interest, dividends, and earnings in 
insufficient amounts to be subject to income-tax payment. 

The 42,201,664 taxpayer units, plus the 7,500,000 receiving social- 
security payments (not included among taxpayer units), plus the 
millions of others living on incomes not subject to income tax for one 
reason or another, are the ones who spend most or all of their income 
to meet the day-to-day costs of living for their families and themselves. 
These are the ones who have but little liquid resources to draw on to 
meet extraordinary family obligations. 

These also comprise the great mass of purchasing power which keeps 
the American economy strong and healthy. These people must be 
kept open to buy if we wish to keep our farms, mines, factories, and 
stores producing and distributing an ever-expanding volume of goods 
and services which will keep a constantly growing labor force 
gainfully employed. 
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The average factory worker in February of 1955, according to the 
Bureau of Labor Statistics, earned $74.93 per week. While there 
have been increases in wage rates since that time, the figure will 
serve to illustrate the financial burdens of the lower income workers, 
the major part of our population. 

If this worker is married but has no children, and elects to use the 
optional tax table, his income tax will be $458. The income tax cuts 
his disposable income $8.81 per week, giving him $66.12 per week to 
meet his bills for food, housing, home furnishings, clothing, heat, 
utilities, and all the other costs required to maintain his standard of 
living. 

In section (d) of this paper it has been demonstrated that when 
the excise tax reaches the final consumer he will be required to pay 
an increased price for the merchandise purchased, far in excess of 
the amount of the tax imposed on the specific item being purchased. 
This is so because the tax on the “end product of all manufacture” 
builds a series of added costs into every step of the processes of pro- 
duction and distribution, from the farm and mine clear through the 
final process of sale to the ultimate consumer. Because of these 
built-in added costs, the effect of the broad-based excise tax at the 
manufacturers’ level will be far more burdensome to these millions 
of lower income people than the present selective system of excise 
taxations at the manufacturers’ level. To demonstrate the burden the 
present system places on the consumer, a refrigerator sold by my store 
for $249.95 at a markup of 31.4 percent on selling price, was subject 
to an excise tax at the manufacturers’ level of $8.16. Had there been 
no excise tax at the manufacturers’ level, the same refrigerator with 
a markup of 31.5 percent on retail, would have sold for $238.50. The 
$11.45 difference in price recouped for us the $8.16 excise tax plus the 
extra ad valorem tax, insurance, rent, sales commissions, and added 
risk created because we had to invest in the tax when the merchan- 
dise was purchased by us. The customer was penalized further: 


| 

| Had noex- | Additional 
| cise tax been | amounts 
| imposed paid 
| 


turers’ ex- 
cise tax im- 


| Manufac- 
posed 
| 





Retail price of refrigerator $249. 95 | $238. 50 | $11. 45 
Michigan State sales tax__-........--. Shh a sebehectiteeh~e4s4<8- 7. 50 | 7.15 | . 35 


Total amount paid by customer. --..............-.....-- 


Amount of the apeectiners’ ences $08... .. .....-......-..).........-.- 
Amount of the pyramiding on the excise tax 


lr otal additional paid by customer because of the excise 
Gisinteccacteasccane a | 


This pyramiding was all by the retail store. If the proposed “end 
product of all manufacture” tax legislation is enacted, in addition to 
the pyramiding by the retail store, there will be pyramiding of costs 
at each of the mine, farm, manufacturing, and wholesale levels to 
permit the recovery of the added costs the tax will create at each of 
these levels. 

Our factory worker has $66.12 disposable income per week. Fifty 
cents to a couple of dollars more for shoes for the man and wife, a 
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couple of dollars more for a suit for the husband, something more for 
a suit or dress for the wife, a little higher payment on the house, a 
little bit more for each item of food and pretty soon the sum of the 
increases in prices will equal doing without something desirable for 
the family well-being. 

Is everyone who reads this paper so far removed from the struggle 
to make ends meet on a limited income, they have forgotten that when 
the price of any commodity increased, and it had to be purchased, they 
did without some other desired or needed goods ? 

The accumulation of things these millions of individuals will be 
forced to do without will back up into lessened sales and employment 
in the country’s retail and wholesale establishments, lessened sales and 
employment for the factories which produce the goods, lessened sales 
and employment for the suppliers of the factories, fewer car loadings 
for our carriers and ultimately and inevitably the need to construct 
new factories and stores to meet the requirements of a growing popu- 
lation with an improving standard of living, will cease to exist and 
will result in a slowing down of the capital goods industries. 

The standard of living of these millions of lower income individuals 
who support the economy of this country will take a backward step. 
Their standard of living will move toward the lower ones of the popu- 
lations of most of all other countries of the world where a very large 
proportion of the national revenue is produced by consumption taxes. 

To summarize—the 42,201,664 low income taxpaying units, plus the 
more than 7,500,000 individuals at this time receiving tax-free social 
security payments, plus those receiving unemployment compensation 
benefits, plus the millions living on interest, dividends, and other in- 
come in amounts too small to be subject to income tax, will pay more 
for each item of food, fuel, clothing, home furnishings, housing, util- 
ities, and other goods and services they must buy in order to live, so 
that the income tax burden can be lightened for corporations and 
higher income individuals. 

These many millions will be less able to buy, with a consequent re- 
duction of their standard of living in order to benefit the relative few. 

If the consumer does not or cannot buy, the producer in spite of all 
his techniques for low-cost production, does not manufacture. Both 
the manufacturer and the distributor will be forced to reduce the num- 
ber of people employed, both will earn smaller profits from which to 
pay income taxes, dividends, and provide for the expansion of plant 
and equipment. The entire economy will be thrown off stride and will 
suffer. 


The dangers inherent in broad-based excise taxes at uniform rates on 
the end product of manufacture imposed at the manufacturers’ 
level 

If the proposed taxation were to be imposed at the point where the 
product finally came to rest—let us call it the point of consumption— 
the tax would still be a component part of the cost of plant, ONdeaant 


repair materials and other “expense” of goods and services affecting 
every step in the process of manufacture and distribution. It would 
still cause higher costs for depreciation, ad valorem taxes, interest, in- 
surance, repairs, and other business expense materials and services, 
all of which would of necessity cause higher selling prices in each suc- 
cessive step involved in getting the product to the ultimate consumer: 
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The tax collected from the individual buying for personal parpaaes 
although it will be more because it will be collected on a higher sales 
price, will not in itself carry additional pyramiding as happened in 
the instance of the refrigerator described in section (¢) of this report. 
The customer would have some knowledge of excise taxes. While the 
customer would still be subsidizing the corporation and higher paid 
individuals through the shift from income taxes to consumption taxes, 
at least there would be some idea of the extra burden he will be car- 
rying, even though the knowledge would be incomplete. 

The tax collected at the manufacturers’ level—with no necessity for 
constitutional limits on rates—would be subject to constant political 
pressure. 

Once a broad-based, uniform rate, excise tax on the end product of 
manufacture is legislated the pressures will begin. Every industry 
will be able to find countless reasons to prove it is operating under 
adverse circumstances, and therefore the tax on its products should 
be reduced or eliminated. 

Witness the recent legislation in this country which has removed 
the excise tax on television sets and components which are not of the 
entertainment type (H. R. 4894), and which has removed the excise 
tax on motoreycles (H. R. 5647). Congress has been convinced that 
for one reason or another relief should be granted in these instances. 

To help the depressed cotton-textile industry in England and to 
give added employment to its workers Prime Minister Eden has re- 
moved the purchase tax of 50 percent on many items of cotton goods. 
Cotton goods in England—for political purposes—now have a com- 
petitive advantage over other fabrics. English purchase taxes started 
at low rates, but now they range from 25 to 75 percent on various 
products. 

Canadian purchase taxes started years ago at a 1-percent rate. 
Last year in 1954, in spite of the fact that some of the tax rates had 
been reduced, the range was from 8 to 25 percent on various products. 

In Russia, according to Franklyn D. Holtzman’s recent book, excise 
taxes range from 15 to 88 percent of the retail price of the commodity, 
while the salaried workers and party and governmental dignitaries 
pay income taxes at rates ranging from 2 to 13 percent (with some of 
the dignitaries being entirely exempt from income tax), and in addition 
there is an enforced bond purchase plan of 10 percent. 

The same story of inequities and discrimination in purchase tax 
rates can be shown for every country that uses excise taxes as an 
important source of revenues. 

The taxes are hidden for all these countries. Once the Pandora’s 
box of broad-based hidden excise taxation is opened (legislated) the 
pressures begin to have the rate adjusted on some products. Arbi- 
trarily some products are deemed luxuries and therefore taxed at 
higher rates; others are deemed less essential but still not luxuries, 
so a somewhat lower rate is established; others are deemed necessities 
and taxed accordingly. 

When there is a sudden need for additional governmental revenue 
the least noticeable way to get it is to raise the excise (purchase) tax 
rate. Very few of the citizens of the country are aware of the exist- 
ence of the tax—none have any realization of the rate of tax and its 
effect on prices. Everyone is painfully aware that commodities are 
costly and the paycheck is too small to satisfy many desires. 
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I live in Detroit and am frequently in our neighboring Canadian 
cities just across the Detroit River. The difference between the stand- 
ards of living of the ordinary Canadian citizen and our folks in 
Detroit is very apparent. even to the casual observer. One of the 
factors accounting for this difference is that the widespread high-rate 
excise (pure hase) t ax puts the Canadian citizens in a very bad price- 
income ratio in comparison with the American citizen who is required 
to buy relatively little merchandise subject to excise taxes at either 
the retail or manufacturers’ level. 

It would be difficult to convince me that our legislators will be any 
less human, any less subject to pressure from their constituents, any 
less willing to trade the legislator from one section of the country a 
tax advantage for a product produced there, in order to secure a de- 
sirable advantage for his own constituents, once this country legislates 
broad-based excise taxes. 

With no limits proposed on excise taxes it would be difficult to con- 
vince me that our legislators will not find it expedient when additional 
Federal revenues are required, to increase excise-tax rates either selec- 
tively or straight across the board—ultimately selectively, in order to 
avoid the grumbling of the people of their districts against increased 
income-tax rates. 

Increased income-tax rates stand out for all to know about, while 
increased excise-tax rates are hidden, the onus is removed from the 
legislator for increasing taxes. ‘The public complains about too high 
prices instead—and not understanding the cause for increased prices, 
accuses business of profiteering. The public knows too, that its income 
will not cover quite so many of the desirable things of life, that it must 
do without some more of the things it had for merly enjoyed. 


Does a manufacturers’ excise tax pyramid by the time it reaches the 
consumer? 

There is no necessity to belabor this point because both sections (0) 
and (d@) of this paper have carefully and clearly analyzed the serious 
pyramiding created by a broad-based uniform-rate excise tax on the 
end product of manufacture. 

Section (7) pointed out that a tax levied at the point where the 
pr all it a tax at the retail level—will not pyramid 
as vic aati as a tax levied at the manufacturers’ level. 

However, either the tax at the retail level or the tax at the manu- 
facturers’ level will force the ultimate consumer to pay much more 
than the amount of the tax in addition to—shall we say—the normal 
price of the product. Either level of tax creates a series of built-in 
added costs of the product that must be recouped out of the price paid 
by the ultimate consumer. 


The difference between the impact of consumption tawes and income 
taxes on the ultimate consumer 


Representations have been made that at each income level, the con- 
sumer will pay exactly the same amount of tax whether or not broad 
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based excise taxes at the manufacturers’ level become an integral part 
of the Federal tax structure. 

It is true that if the total taxes collected for the country are divided 
by the number of citizens—regardless of the method of taxation—the 
average tax will be the same for all citizens. 

The degree of pyramiding of an $8.16 tax on a refrigerator was ana- 
lyzed in section (e). When our public accountants made this analysis, 
they determined that the accumulated before-income-tax net profit 
oceurring through all steps in the process of converting some iron 
and rer ore into a refrigerator in the customer’s home was approx- 
imately $36.18. Tax on this amount at 52 percent amounted to $18.81 
and the businesses involved in the creation and sale of the refrigerator 
had $17.37 left out of which to pay dividends and profits for business 
expansion. If the income-tax rate were to be cut to 45 percent, the 
tax would be $16.28 and the after-tax remainder $19.90 or $2.53 more 
to be used to increase the dividend and still have something more than 
when the tax was 52 percent for the expansion of the business. 

Analogous facts could be developed for the higher paid individual 
should income-tax rates be reduced. They would have more after- 
income-tax disposable income to be used for investment or such other 
purposes deemed appropriate for their purposes. 

Industry has no intention of reducing profit margins should income- 
tax rates be reduced for any reason. ‘Certainly if the proponents of 
broad based excise taxation should be successful in their endeavor, the 
reduction of profit margins coincident with the reduction of income- 
tax rates would defeat their purpose of having more after-tax dispos- 
able income, both for corporation and higher paid individual, to be 
used according to their greatest advantage. 

So far as the retail industry i is concerned, there is definite proof that 
income-tax rates have no influence on original markup over cost or on 
rate of gross profit. The following schedule shows that for the years 
1928 through 1954, inclusive, retail store original markups have fluc- 
tuated over a very narrow range, and that before-income-tax net 
profits have been governed by the markdown rate and the expense rate. 
The schedule shows also that such excise taxes at the manufac turers’ 
level that have been in effect in this country during the last 14 years 
have had no effect on original markups. The retailer has taken his 
full margin on such taxes, 
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Operating data of department stores 
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Source: Harvard Report. 


While I do not know anything about the pricing policies of manu- 
facturing concerns, it would be my opinion that the rate of income 
tax has little, if any, bearing on their methods of pricing. It is my 
opinion that the manufacturing concern first, to the best of the ability 
of its cost-analysis department, determines the cost of producing a 
given product, and, second, after checking competition, prices the 
product at highest possible price compatible with competition and 
the potential market. From that point on I would suspect that there 
is a constant effort to improve manufacturing processes in order to 
reduce costs and improve the profit potential for the item. 

If there is any profit left after paying all costs of manufacture, 
selling, and overhead, the Federal Government’s share based on cur- 
rent tax rates is determined and paid. The remainder is used to pay 
dividends and for other corporate purposes. 

The same is true for the wholesaler and retailer. So, the income 
tax is a sharing with the Federal Government of the reward for 
successful operation of the business. It limits the disposable income 
of the business. It is not passed on to the ultimate cousumer as a 
tax pyramiding through each step of the process of production and 
distribution. Each step in the process pays the preceding step’s com- 
petitively created prices for its product, whether or not that step 
succeeded in earning a profit. 

In contrast, the consumption tax (excise tax) is a specific levy on 
the right to consume a product, in addition to its price. It is levied 
and collected irrespective of the fact that profits may or may not 
have been earned at any one or more of the steps involved in getting 
the product into the possession of the ultimate consumer. 
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It must never be forgotten that the production of our farms and 
mines and factories—although in the intermediate steps it is mani- 
fested by railroad equipment, intricate and marvelous automation 
equipment to produce automobiles and for other manufacture, huge 
dams, dynamos, or atomic reactors for producing electric current, ships 
at sea, fine office buildings, or in any other form, is all for the purpose 
of maintaining and improving the living standards of the citizens of 
our country. The costs of creating, maintaining, and operating all 
of these facilities become a part of the price the individual pays for 
the goods and service he acquires to meet the day-to-day requirements 
for living and dying. 

Any consumption tax levied on top of price, at whatever step of 
production and distribution it comes to rest, increases the price the 
creat mass of the population must pay in order to live in our compli- 
cated and intricately interwoven economy. Unless these many mil- 
lions of lower income people—88 percent or more of our population, 
both individually and collectively, are able to buy increasing amounts 
of goods and services, it will be difficult to keep an ever-growing labor 
force gainfully employed. 

Consumption is the key to the prosperity of the people of this 
country. It will be meaningless to be able to produce at low cost 
unless there is ability to consume what is produced. Legislating a 
method of taxation which will automatically and drastically increase 
the price the consumer must pay and thereby limit the ability to buy, 
will not solve the problem of consuming an ever-expanding flow of 
goods created by a growing labor force with greater productive ca- 
pacity per man because of improved plants, equipment, and methods. 

Consumption taxes if enacted, in my opinion, will be the stumbling 


block which can slow down the entire economy. 


Js the United States system of income taxes on corporate and individual 
incomes a deterrent to capital formation? 

It is entirely true that if there were no income taxes both corpora- 
tions and individuals would have all of their net incomes available 
for any purpose deemed desirable. It is also true that the rate of tax 
applicable to the income of any taxpayer determines the remainder 
of after-tax net income subject to the taxpayer’s disposition. 

If broad-based consumption taxes are enacted for the purpose of 
replacing the revenue lost because of lower income-tax rates, the tax- 
payers will have a greater proportion of their incomes remaining 
after income tax. I am convinced, however, there would be less funds 
available after tax in spite of the fact the remaining after-tax net 
income would be a greater proportion of the before-tax income. 
Smaller volumes of business because of reduced ability of consumers 
to buy caused by tax-created higher prices, will have its inevitable 
effect on before-tax profits and the salary and dividend incomes of 
managers and investors. 

It is also true that if a company is not profitable, it is unable to 
build capital from retained earnings and, in addition, no individual 
is willing to risk his capital to buy its stock. So we are in reality 
cliscussing the problems of corporations and unincorporated businesses 
both large and small which are successfully and profitably marketing 
their stocks in trade. 
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Regardless of size, if more capital is available for investment in 
new and improved or additional plant and equipment and to provide 
more working capital to carry inventories, receivables, and to finance 
the cost of enlarging marketing areas, every business management be- 
lieves it would become increasingly successful. Under such fortuitous 
conditions every business management believes it could better serve 
its employees, its creditors, its customers, and its stockholders. 

Most business managements are ina hurry. They would like large 
additions to capital to come into being overnight—just like rubbing 
Aladdin’s lamp. The fact that most business managements are ag- 
gressive and impatient is an excellent indication—it is undoubtedly 
one of the reasons they are successful. 

There will be no attempt, in this paper, to minimize the need for 
capital formation. If American business is to give increasing employ- 
ment to an expanding labor force in order to serve a rapidly expand- 
ing population, it must constantly enlarge its productive and distribu- 
tive plant. It must constantly search for and install the most moder n, 
the most efficient machinery and methods. All this takes money. 

Let us take a look at what has happened to capital formation in the 
last several years. Then let us attempt to evaluate the happenings of 
the past with the probabilities of the future. 

The company which employes me—a department store—will have 
invested $75 million between June 1, 1952, and August 1957 in added 
plant, fixtures, merchandise, and receivables in the metropolitan area 
in which we are located. 

We believe in the growth and future of our country and of our com- 
munity, so we are willing to assume the business risks involved to 
create, what we believe, are needed facilities. Our plans are set for 
additional expansion in our metropolitan area during the 10 years sub- 
sequent to 1957. Whether or not the income-tax rates will remain 
static, increased or lowered had no influence on our decision. 

Socony Mobile Oil Co. has announced it will spend $265 million in 
1955 for additional facilities, after having made investments of similar 
amounts in 1954. Revere Copper & Brass has announced it will build 
a new aluminum plant to produce 60,000 tons of aluminum per year. 
Anaconda Corp., has just started operation of a new aluminum plant. 
Ford Motor Co. has just announced that it will build a new 114- 
million-square-foot plant to produce Lincoln cars. Diana Stores—a 
women’s ready-to-wear small-store-chain operation—announced that 
it will open 20 new stores within the next 2 years and that it is nego- 
tiating for 10 additional store locations. 

These are just a few of the thousands of concerns that are aggres- 
sively building for tomorrow’s needs. Their plans are turning “into 
alities and are not being deterred by present income-tax ‘ates. 

“The financial pages are ‘const: intly reporting the offering of rights 
to existing stockholders to buy additional shares on the basis of one 
share for “every so many” held and later reporting that the rights 
were exercised. These rights were exercised by individuals who were 
subject to the high income-tax rates. The Wall Street Journal re- 
cently reported that investors had absorbed $2.5 billion in new stock 
issues in the first 3 months of this year 

The source of new capital to be used for risk purposes is well under- 
stood by every one, nevertheless, at the risk of being redundant, I 
will name them again: 
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For individuals: 

The remainder from gross income after paying income taxes, 
ae all costs of living, recreation, and the payment of all 
fixed obligations. 

For corporations : 

The remainder from before-income-tax net income, after the 
payment of income taxes and dividends (retained earnings) ; 

Funds created by amortization, depletion, and depreciation of 
fixed assets ; 

Additional capital stock sold to present stockholders and 
others; 

Borrowed money—retired out of depreciation of new fixed 
assets acquired, if borrowed for plant expansion, or out of eae 
earnings if borrowed to finance increased inventories and 1 
ceivables; ; 

Risk capital and/or borrowed money obtained from pension 
funds, insurance companies, foundations, and union treasuries. 
(1 have no great enthusiasm for unions to own stock in business 
corporations—but such investments in substantial amounts are 
made by unions.) 

The proponents of a substitution of expanded revenues from excise 
taxes for a reduction in revenues from income taxes argue that there 
is not enough retained earnings from corporate net income, plus de- 
preciation, amortization, or depletion of fixed assets to provide funds 
in adequate amount for the business expansion required to service to- 
morrow’s rapidly expanding population. 

The Hanover National Bank in its December 15, 1953, letter re- 
ported : 

For the period 1946 to 1952, both inclusive, the excess of total revenue over 
all expenditures of corporations, including taxes and dividends, amounted to 
$76.4 billions. The growth of corporate savings also contributed to increase 
corporate net working capital from $51.6 billion at the end of 1945 to $S8.2 
billion at the end of June 1953. 

Alexander Hamilton Institute reports in its July 16, 1955, letter 
that— 
according to the Securities and Exchange Commission, net working capital of 
corporations during first 3 months of 1955 showed an increase of $2,300 million 
over the preceding quarter's total, or the best quarterly gain reported since 
1950. 

The Securities and Exchange Commission reports that the stock- 
holders’ equity for all corporations increased from $62,747 million at 
the end of the first quarter in 1947 to $116,591 million at the end of 
the first quarter in 1955. An increase of $53,824 million in a period of 
8 years is a truly impressive performance. 

It must be remembered that this information is for listed companies 
only. The source of the Hanover Bank’s statistics and the source 
of the Securities and Exchange information must be from published 
statements of companies listed on the exchanges. These statistics 
cannot take into account the showing of the thousands of corpora- 
tions, large and small, whose stock is closely held and whose state- 
ments are carefully guarded. 

Let’s take a look at the record of capital formation for a few com- 
panies whose balance sheets are in my files. 
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Common-stock holders equity only 


{ 
1945 1954 | Inerease 


American Home Products-.--. $31, 153, 691 $77, 121, | $45, 967, 526 
Ex-Cell-O Corp-. 11, 685,809 | 39, 141, 27, 455, 662 
Monroe Auto Equipment (1947) - _-. 1, 966, 388 | 4, 309, 637 | 2. 343, 249 
International Shoe Co, ». (Pay out almost all of earnings) -.-..- 80, 312, 893 97, 108, 96 16, 796, 067 
Canteen Co. (1950). bald ple out bcbid be 5, 457, 212 | 8, 358, 6 2, 91, 398 
Hunt Foods-.-- = 4, 644, 218 23, 903, 17% 258, 955 
Geo. W. Helme Co., tobacco, snuff (policy of full payout) --- 15, 626, 000 15, 687, 61, 000 
Reliance Electric & E pemneetiay . 2, 390, 347 13, 686, 13 11, 295, 779 
Pittsburgh Forgings Co- ‘ 4, 557, 182 | 13, 634, § 9, 077, 742 
Pure Oil Co. .-.| 107, 634, 298 | 284, 398, 285 | 76, 763, 987 
Minneapolis Honeywell Regulator_. oi | 23,195,049 | 82, 009, 88 58, 814, 831 
Celanese Corporation of America. - -- es 62, 442, 444 , 316, 434 | , 873, 990 
Philip Morris (1948) ......-- eit Lo ‘ 70, 513, 000 | 3, 160, 75, 647, 000 
National Dairy Co--- 112, 865, 000 | 268, 418, | 55, 553, 000 
Rockland Light & Power-._---- a : Sisk ; 15, 626, 023 | , 878, 86 3, 252, 838 
Mueller Brass Co. (1950) _- i 15, 267, 055 22, 528, 436 , 261, 384 
Fruehauf Trailer Co. (1948) : ; 33, 463, 817 | 53, 986, 056 , 522, 239 
Allegheny Ludlum Steel Lats 31, 785, 206 33, 804, 32, 019, 244 
National Distillers Products_ ae 76, 758, 000 | 253, 635, 6, 877. 000 
Dayton Power & Light. i dicen cg ; es 42,745,000 | 59, 547, 3, 802, 000 
Gardner Denver Co... .---...----- 8, 160, 252 | , 358, 45: , 198, 200 
Magnavox Co____-- : ait 35 0 inte 7, 965 11, 550, 282 | 952, 319 
National Gypsum Co... : ; 7, 778, 067 81, 659, 795 | 33, 881, 728 
Woodall Industries _ -- 2, 489, 4: 7, 634, 212 | 5, 144, 785 
Burroughs Corp. (1950) _..---.----- 5 56, 780, 356 74, 410, 26 , 629, 912 
Commercial Solvents Corp..___-.-- 23, 618, 37, 462, 13, 844, 000 
General Acceptance Corp. Fog a 3, 466, 10, 582, 000 | 7, 116, 000 
Associates Investment Co_____._---_-. 7 ‘ c 21, 889,767 | 78, 689, 490 | 56, 799, 723 





Total ‘ ah ots ae ak a. 85, 868 464 2, » 039, 980, 022 | L 154, 111, 55s 


1 ‘ 


I believe you cannot help but agree that an increase in stockholders 
equity of $1,154,111,558 from $885,868,464 to $2,039,980,022 for the 
above few listed companies is an impressive performance. These sta- 
tistics and the report of the Securities and Exchange Commission on 
the growth of stockholders’ equity, do not bear out the theory of capital 
being destroyed at its source. This growth represents a retention of 

earnings after dividend payout in a “period of less than 10 years be- 
cause for some companies the statistics did not go back that far. To 
it must be added the growth produced from long- term borrowed capi- 
tal, retired principally out of depreciation of the facility acquired. 
We must not overlook the fact that some of the companies listed here 
have the statistical representation of retained earnings. at a figure 
lower than the actual facts, because of the chargeoff of new plant on 
an accelerated basis granted by the Government in order to get agree- 
ment for a greater than normal expansion of plant facilities. 

The impressive growth of capital in the period from January 1, 
1945, until the end of the first quarter of 1955, in spite of the fact that 
excess-profits taxes were imposed in 5 of the 10 years, argues that 

capital growth during the next 10 years should at least equal and has 
every probability of substanti: lly exceeding the record of the 1945-54 
per iod. The growth during the decade beginning with 1955 is com- 
mencing from a substantially higher base than that which existed at 
the end of 1944. After income-tax earnings during the next decade, 
with a substantially higher capital investment to produce them, should 
permit the payment of larger dividends than have been paid in the 
last several years, and still leave greater “retained” earnings with 
which to build increased, more efficient plant, and acquire the most 
modern equipment and tools in order to give gainful employment to 
a growing population. 
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If conditions permit a very desirable, greatly needed reduction in 
income-tax rates, for either or both corporation and individual, the 
formation of new capital should be still further accelerated. 


Summary 


The weight of the evidence seems to point to the following con- 
clusions : 

1. Consumption taxes will have the effect of building substantially 
higher costs of producing the product purchased by the ultimate con- 
sumer, in addition to the tax specifically imposed on the product. 

2. These costs will pyramid in the price the consumer must pay. 

3. The consumer’s ability to buy will be lessened because of higher 
prices, the standard of living will lower. 

4. The burden of consumption taxation will fall largely on the 
42,201,664 taxpaying units reporting incomes of less than $10,000 plus 
the 7,500,000 individuals receiving social-security payments, plus 
those living on interest, dividends, wages, and other income in insuf- 
ficient amount to be subject. to income taxes. 

5. All these people described in 4 will lose the right of choice to the 
extent of the increase in price paid, as to how their income shall be 
spent. 

6. While it is unquestionably true that all corporations would like 
to accelerate the speed of capital formation, and increase dividend 
payments, the available evidence shows that a truly remarkable 
growth has occurred in common-stock holders equity. The evidence 
does not indicate that corporate and individual income taxes have 
destroyed capital at its source. The evidence indicates that capital 
growth in the next decade will be far greater than in the past decade. 
If conditions permit reductions in either or both corporate and indi- 
vidual income-tax rates, future growth of capital should satisfy the 
most impatient of the Nation’s entrepreneurs. 

On the basis of this evidence, it seems highly questionable to substi- 
tute a system of excise (consumption) taxes for a lowering of income- 
tax rates on corporations and higher paid individuals. 

‘. While it is true that all tax revenue enters the stream of spend- 
ing—that spending does not necessarily benefit the low-income con- 
sumers. I do not believe that excise taxes in America could or would 
ever reach the drastic extremes they have reached in Russia. The 
Russian situation, however, where hidden consumption taxes range 
from 15 to 88 percent of the retail prices, shows clearly how such taxa- 
tion has deteriorated the standard of living of the ordinary Russian 
citizen and robbed him of the right to use his income to meet the re- 
quirements of living for himself and family. The funds raised by this 
taxation are used to build a huge war potential. They do nothing to 
improve the lot of those who are taxed and who have no voice in the 
spending. 

8. Excise taxes are inflationary. They will increase the cost of 
living—increase the BLS cost-of-living index, influence wage rates, 
and increase parity prices for agricultural products. 

9.The American labor force is growing rapidly. More efficient 
production machinery (automation) and improved methods are con- 
stantly increasing the productivity of labor. The growing labor 
force, producing at a constantly improving production per man, must 
be kept gainfully employed. 
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10. The only answer to America’s ability to produce is the ability 
to consume the products produced, The genius of our engineers and 
managers to produce an ever-increasing flow of goods per man-day 
with an ever-increasing labor force will be of little importance if the 
American citizen, individually and collectively, is unable to consume 
these products. Limiting the ability to buy by tax-created higher 
prices is not the answer to our problem. Business in our free-enter- 
prise economy always produces a series of chain reactions. If the 
customer buying for personal consumption cannot or will not buy, 
the producer does not manufacture, employment declines in all the 
processes of production and distribution of both capital and con- 
sumer goods, lower profits are earned—less wages will be paid, gov- 
ernmental revenues will decline—everyone wi ill suffer. If we look 
back to the thirties, particularly the early thirties, we will be able to 
see the effect on the entire economy resulting from a drying up of the 
Sart to buy of the consumer purchasing for personal consumption. 

The present discriminatory selective excises should be repealed 
at a earliest possible time and that repeal should end any further 
consideration of excise taxes in the Federal] tax structure. 


ECONOMIC IMPACT OF THE FEDERAL EXCISE AND 
SALES TAX SYSTEM—A CASE STUDY 


A. W. ZELOMEK, International Statistical Bureau, Inc., New York City 


INTRODUCTION 


Although the writer is concerned here chiefly with the impact and 
economic effects of a specific tax—the 20-percent cabaret tax—a state- 
ment of more general views on commodity taxation in tax policy for 
steady growth is in order. 

We are well aware in this country of the importance of production 
and of the extent to which increases in the efficiency of production 
have been a basis for economic growth. But the application of power, 
the division of labor, and the concept of interchangeable parts could 
be no more than theories of production without the background, not 
just of a mass market, but of an expanding mass market. Mass mar- 
kets did not exist when the industrial revolution began. Today our 
mass markets are expanding, and distribution and “marketing have 
become increasingly dynamic in nature. The importance of “distri- 
bution and marketing, to the produce er and to the ultimate consumer, 
is more generally rec cognized. The functions of marketing are more 
carefully studied. 

As our population has increased, and the nature of our society has 
become more complex, an increasing number of marketing functions 
have become necessary to the efficient distribution of the country’s 
production. Along with rising efficiency in output, there have been 
marked increases in the efficiency with which individual marketing 
functions are executed. At the same time, the number of marketing 
functions, and their importance in serving the needs of producers on 
the one hand, and of an expanding mass market on the other, has in- 
creased tremendously. Costs of distribution tend to rise as these fune- 
tions multiply and become more complex. 
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An expanding home market is also very necessary if we are to avoid 
a later problem of chronic unemployment. The Nation has at its dis- 
posal many new technical means of further increasing the efficiency 
of pr oduction. Current and prospective rates of investment indicate 
that these means are and will be utilized. We can look forward to a 
further reduction of man-hours of employment per unit of output. 
We can expect a shorter workweek and increased leisure. If employ- 
ment of a growing labor force is to be maintained, however, it will 
require steadily increasing consumption in the home market, and an 
expansion of job opportunities in distribution and service industries. 


Need for sustained consumption 


One of the major balances to be achieved in taxation is that be- 
tween encouraging or hindering investment on the one hand, or con- 
sumption on the other. Asa premise to the comments that follow, an 
opinion will be expressed that, at the present stage of economic devel- 
opment and international affairs, it should be a prime consideration 
in present tax policy to maintain and encourage consumption. 

This does not imply by any means that investment should be dis- 
couraged. A sustained level of investment is essential to an expanding 
economy. It is through such investment that increases in production, 
and in productivity, are achieved; and it is on such increases that a 
rising standard of living in this country has been constructed. Such 
increases, however, must be accompanied by an expansion of the do- 
mestic market for consumption products. 

The postwar economy has been characterized by the following 
a 

Business investment, as measured by outlays for plant and equip- 
siete has been at high levels during the entire postwar period, and 
suffered only a moderate decline during the last recession in business 
activity. Estimates of current investment and investment prospects 
are favorable. 

2. Consumer investment, including outlays for autos, other durable 
goods, and new housing, has shown an even more sustained advance. 

3. Consumption expenditures, measured by consumer spending for 
nondurable goods and services, have shown somewhat smaller fluctua- 
tions, and provided an extremely important stabilizing influence dur- 
ing the recent business recession. Despite this favorable showing for 
consumer expenditures for nondurable goods, however, we find many 
of the industries supplying these needs operating at a level well below 
rated capacity. Consumers’ goods, with the exception of a few durable 
goods, seem at the moment to be more in need of an expanding market 
than they do of added incentives for new investment to plant and 
equipment. 

The tabulation on the following page has a bearing on these points. 


Choices in taxation 


Any tax, obviously, will have to be paid ultimately by the consumer. 
The tax on corporations is reflected in prices of goods produced. The 
tax on individual income withdraws a corresponding amount of in- 
come from consumer expenditures. A sales or excise tax has the ef 
fect of increasing costs to the consumer. Nevertheless, although both 
income and excise and sales taxes are taxes that tended to limit con- 
sumption, there is a substantial difference in their effects. 
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Business investment, consumer investment, and consumption expenditures * 


{In billions of dollars} 


Consumer spending for— | Business 
___| Spending for 
new plant 


ong | Nondursble | Sdbvidns | and equip- 


7 


1951: 
ist quarter 
2d quarter_---. 
3d quarter 
4th quarter... . 
1952: 
Ist quarter 
2d quarter __-- 
3d quarter. 
4th quarter __- 
1953: 
ist quarter. 
2d quarter__-- 
3d quarter 
4th quarter 
1954: 
ist quarter 
2d quarter 
3d quarter 
4th quarter 
1955: 
ist quarter 
2d quarter 
3d quarter-. 
4th quarter __- 





1 Quarterly figures, seasonally adjusted, annual rates. 

2 Estimate. 

The personal income tax is felt openly by everyone to whom it 
applies. Excise taxes on the other hand are ‘concealed. In personal 
income taxes, the idea of progressive taxation, with heavier levies 
on high income brackets and lighter levies on low brackets, is an 
accepted principle. In excise taxes, the problem of progressiveness is 
less easily solved. If excise taxes are to be progressive, it is nec- 
essary to distinguish between necessities and nonnecessities. This 
might be attempted by differentiating between the products to which 
an excise tax is applied, exempting some or allowing differential rates 
depe eer on the product; or it might involve a distinction by price 
line, ating products sold below a certain price as necessary and es- 
veotial and those sold at a higher price as being less essential. Such 
distinctions, however, are difficult. It is the writer's belief— 

That income taxes are more desirable than excise taxes, in 
the sense that their effects can be more easily appraised and that 
. progressive principle of taxation is easier to apply on a prac- 
the al basis; and 
That to the extent to which excise taxes are used they should 
af caine, with rates on individual commodities subject to much 
more careful study and consideration than they have been in the 
past. The present excise tax structure originated, in the main, 
as an emergency action, and should be thoroughly overhauled. 

In the debate between the relative desirability ‘of ‘personal income 
taxes as against excise taxes, there is the added factor that the income- 
tax law can easily be adapted to take care of special situations. Per- 
sonal exemptions allow for a varying number of children in the tax- 
payer’s family. Deductions for medical expenses help the taxpayer 
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meet unusual demands of this sort. No such special treatment is 
possible under an excise-tax structure. 

It is sometimes argued that the United States obtains less revenue 
from excise taxes, relatively, than any other country in the world. 
This is usually presented as a point in favor of reduced income taxes 
and a broader excise-tax base. It could be just as easily argued, how- 
ever, that other countries, all of which have lower living standards 
than the United States, should reduce their excise tax structure and 
follow the pattern of the United States in depending more on pro- 
vressive income taxes, and less on excise and sales taxes. Moreover, 
in many of these other countries, it has been necessary to limit con- 
sumption in the domestic market. This is exactly contrary to the ob- 
jective in the United States, which is to maintain and expand both 
the productive and distributive phases of the economy. 


Commodity taxation should avoid pyramiding 

Excise taxes represent a tax on consumption and distribution. To 
the extent to which excise taxes are to be used at all, they should be ap- 
plied as closely as possible to the point of ultimate sale. Otherwise 
every successive processor will, in his purchases of raw materials, semi- 
finished products, and finished items, be buying a tax as well as the 
commodity. Both direct and indirect costs, such as insurance, inven- 
tory reserves, etc., will be increased and will tend to pyramid. 

We must remember that marketing and distribution today substan- 
tially outweigh production, in terms of employment, and that market- 
ing and distribution costs are greater, for most products, than produc- 
tion costs. Even in 1929, the first year in which a Government agency 
studied distribution as a segment of the national economy, nearly 
59 percent of the combined cost of producing and distributing com- 
modities were costs of marketing. To place a hidden tax on con- 
sumption, particularly a tax that would pyramid distribution costs, 
can hardly serve the purpose of an expanding home market. 


Cask Stupy or THE 20 Percent CaBparet Tax 


This tax is typical of “emergency” taxes, which may have a de- 
fensible purpose at the time when they are applied, but which are 
allowed to remain on the statute books indefinitely without further 
study or consideration of their effects. It has this much in common 
with other “emergency” taxes, but its effects have been unique in 
their impact on a culturally important occupational group—mu- 
sicians ; 

1. Since 1943, the last year in which this tax rate was 5 percent, the 
man-hours of employment available to musicians in establishments 
subject to this tax have declined in excess of 50 percent. 

2. These job losses for musicians in places subject to the 20-percent 
cabaret tax exceeded all other job losses since 1929, including those 
which were the result of technological change. 

3. These establishments subject to the 20-percent cabaret tax today 
provide almost as many man-days of employment as all other sources 
of employment combined. 

4. Under existing interpretation and administration of this 20- 
percent cabaret tax, the loss of employment for musicians in these 
establishments is being accelerated. 


68595—55———-39 
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Others besides musicians have been affected by this tax—the pro- 
prietors of these establishments; entertainers; waiters, waitresses, and 
other types of service or kitchen help. The economic hardship im- 
posed on musicians, however, is magnified in importance by the posi- 
tion of musicians in the Nation’s cultural life. 

Music is a major element of the Nation’s cultural life, and to have 
music we must have musicians. ‘To have fine music, we must have 
fine musicians. And to have fine musicians, we must have economic 
conditions under which musicians of all kinds will be able to support 
themselves and their families at the activity for which they are trained 
and talented. 

The musician holds the same relation to the Nation’s cultural health 
as the farmer holds to the Nation’s economic health. When the farmer 
was depressed by economic changes, the Nation, through the Federal 
Government, gave him help, and still does. But in a period during 
which the musician has been depressed by technological changes, his 
economic position has been further impaired by this 20-percent tax 
on music, dancing, and entertainment. 

Our symphony orchestras have survived, and even grown, despite 
a constant and harrowing shortage of funds. But they will not be 
able to survive a shortage of musicians having the highest degrees 
of skill, which they are already beginning to encounter. And as the 
economic opportunity for musicians of all kinds dwindles, this short- 
age will become greater. 

We were able to understand 30 years ago that an economic depres- 
sion on the farms would bring on an economic depression for the 
Nation. We should be able to understand now that an economic 
depression among musicians will lead to a cultural depression for the 
Nation. 


ECONOMIC STUDY OF IMPACT OF 20-PERCENT CABARET TAX 


The conclusions expressed in the previous section, and the further 
conclusions and documentation presented in following sections, are 
based on extensive fieldwork conducted by Research Company of 
America, and an economic analysis by the writer and his associate, 
Dr. Robert C. Shook. 

A pilot study in five cities, Boston, Detroit, Denver, Minneapolis, 
and Memphis, was financed by the American Federation of Musicians. 
On the basis of this study, it was believed by the research agencies 
that a more extensive survey would support the conclusions: 

1. That establishments subject to this 20-percent cabaret tax 
are more important sources of employment for musicians, and 
that job loss in these establishments since 1943 had been much 
heavier than has been recognized ; 

2. That elimination of the 20-percent cabaret tax would lead to 
a very substantial increase in employment of musicians, enter- 
tainers, waiters, waitresses, and other service and kitchen help; 
and 

3. That loss of tax revenue to the Treasury through elimination 
of this tax would be offset by increased income-tax payments. 

It was therefore recommended by the research agencies that the 
pilot study be extended on a nationwide basis, and that the analysis 
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and estimates based on this extended investigation be submitted to 
the appropriate congressional committees for their consideration. 

This extended investigation involved : 

A. Fieldwork in 33 cities 

Including the five cities listed above, these cities are— 
Atlanta yalveston New York 
saltimore Indianapolis Omaha 
soston Los Angeles Phoenix 
Buffalo Louisville Pittsburgh 
Chicago Memphis Portland 
Cleveland Miami Providence 
Dallas Milwaukee St. Louis 
Denver Minneapolis San Francisco 
Des Moines Newark Seattle 
Detroit New Haven Tulsa 
Fort Worth New Orleans Washington, D. C. 

This fieldwork involved 1,401 personal interviews with proprietors 
of establishments which are subject to the 20-percent cabaret tax, or 
which had been subject to the tax sometime in the interval between 
1944 and 1954, inclusive. These interviews required 3,500 hours of 
interviewers’ time and 15,000 miles of travel. 

Of the establishments subject to the tax in 1954, 560 reported fully 
on the amount of cabaret tax paid, and on their employment of musi- 
cians. Total cabaret taxpayments reported by these establishments 
amounted to $9,068,390, or 23.3 percent of the total tax collected in 
the continental United States in that year. 

An additional 227 establishments reported fully on their employ- 
ment of musicians in 1954, but would not disclose their individual 


cabaret taxpayments. There is, however, a close relationship between 
the man-days per year during which musicians are employed, and the 
amount of the cabaret taxpayment. On the basis of this relationship, 
it is estimated that these additional establishments paid Seneuiianaial 
*3,357,687 in cabaret tax in 1954, or 8.6 percent of the total cabaret 
tax collected in that year. 


B. An employment and earnings questionnaire to individual musicians 
This mailing consisted of 23,289 questionnaires, of which 3,547 were 
returned, the rate of response being 15.2 percent. 
C.A questionnaire to membership of the licensed beverage association 
This questionnaire related to the tax and employment position of 
the member establishments of this association. It involved a mailing 
of 30,540, from which 3,825 returns were received, a response of 12.5 
percent. 
D. A questionnaire to the secretaries of local A. F. of M. unions 
This questionnaire related to the current employment of the local 
membership, distinguishing between establishments subject to the 
20-percent tax and other establishments, as well as other occupations. 
Responses were received from 83 local unions, having a total mem- 
bership of 105,648 musicians, or 41.2 percent of the national 
membership. 
Most of the actual estimates made here and elsewhere are based on 
the fieldwork described in A, above, on the information obtained by 
trained interviewers, working under the direction of qualified super- 
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visors. Much of the information obtained from the mail question- 
naires described in B to D above, however, served to confirm and sup- 
port these estimates, and to provide additional valuable information 
on many aspects of cabaret-tax policies; on the adjustments the estab- 
lishments subject to this tax have made, and are still making; and 
on the position of musicians and other employees in such 


establishments. 


DISTRIBUTION OF TAXPAYING ESTABLISHMENTS, BY SIZE OF TAXPAYMENT 


No information is available from official sources about the distri- 
bution by size of cabaret taxpayments, or even about the number of 
establishments that paid the cabaret tax in 1954. Such a distribution, 
however, is very valuable in any analysis of the impact of this tax, or 
of what the effect will be on payments to the Treasury if this tax is 
eliminated. In the course of this present fieldwork and analysis, there- 
fore, it was necessary for us to construct such a distribution. This is 
shown on the following page. 

This distribution is based on information collected in the fieldwork 
and from supervisors relating to taxpayments and estimated size of 
sample for establishments of different size. Confidence in its general 
reliability is strengthened by the fact that: 

(1) Estimates of the employment of musicians, in which this dis- 
tribution is used, are consistent with similar estimates derived from 
two other sources: 

(a) reports from individual musicians; and 
(6) reports from local unions. 


TABLE I1.—Hstimated distribution of cabaret taw payments, by size of payment, 
195 


. ‘ Cabaret-tax payments (in thou- 
Establishments sands of dollars) 
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(2) When weighting factors derived from this distribution are 
applied to a sampling of establishments subject to the 20-percent 
cabaret tax on both 1946 and 1954, the indicated decline in taxable 
time in these establishments, combined with previously reported in- 
formation about hotels, provides a consistent explanation of the loss 
in cabaret tax revenue between 1946 (when revenue was $71.6 million) 
and 1954 (when revenue was $39.0 million). 
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EFFECT OF CABARET TAX REPEAL OF TAX REVENUE 


It was possible to obtain from 358 establishments a statement of the 
amount of their current cabaret taxpayments, and a careful estimate 
of the amount by which their income taxpayments will be increased if 
the 20 percent cabaret tax is eliminated. These establishments paid a 
total cabaret tax of $5.3 million, or 13.6 percent of the 1954 collections. 
A comparison of these amounts is shown on the following page. 


TaBLE II1.—Comparison of cabaret taw payments and estimated increase in 
income-taw payments if cabaret tax is eliminated 


Cabaret tax 
payments 
(thousands 
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income-tax 
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When the ratios shown in column (5) of table IT are applied to the 
distribution shown in table I, the following results are obtained : 


TABLE III.—EHstimated effect on Federal revenue if 20 percent caberet tag is 
repealed 


| 
Estimated 


Total cabaret 
tax Day- 
ments 


Size of cabaret tax payments 


(2) 


Thousands of 


increase in 
income-tax 
payments 


(3) 


| 
| Thousands of 


Balance 


(4) 


Thousands of 


dollars 
+4, 115 
+1, 480 
+942 
+394 
—953 
+521 

—2, 345 
—1, 998 
—6, 936 


4,777 


dollars 
8, 003 
4, 122 | 
3, 133 
3, 432 
3, 587 | 
3, 415 
1, 698 
2, 544 | 
4, 251 | 


ollars 
8, 885 | 
2, 642 | 
2,191 | 
3, 038 
4, 540 
2, 894 | 
4,043 
4, 542 
11, 187 


38, 962 


Under $1,000 
$1,000 to $1,499 
$1,500 to $2,499. _- 
$2,500 to $4,999__- 
$5,000 to $9,999. _- 
$10.000 to $14,999 
$15,000 to $24,999 
$25,000 to $49,999 


$50,000 and over 








34, 185 


Derivation: Col. (2) is col. 5, table I; col. (3) is obtained by multiplying the entries of col. (2) by the corre- 
sponding ratios in col. (5), table II; in col. (4), plus indicates a gain to the Treasury and minus indicates a 


OSS. 


It will be noted: 

(1) That the deficit in tax collections estimated in table ITT, if the 
cabaret tax is repealed, is a gross deficit. If the cost of administra- 
tion and collection is eliminated, the net deficit, of course, will be 
smaller ; 
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(2) No allowance whatsoever has been made for the increase in 
personal income to musicians, entertainers, waiters, waitresses, and 
other service and kitchen help from establishments now subject to the 
20-percent cabaret tax. The increase in such employment, however, 
would involve a substantial number of individuals, as indicated in a 
later section, and the increase in their personal income-tax payments 
should be more than enough to cover the small net deficit to the Treas- 
ury if the 20-percent cabaret tax is repealed. 


Present EmMproyMeENtT or Musicians In 20-Prercentr PLAcgs 


The 560 establishments oe eri the size of their cabaret-tax pay- 
ments and the man-days per year of employment they provide for 
musicians, were arranged ecaeniies to the size of their cabaret-tax 
payments. For each of these groups, man-days per dollar of tax- 
payment was computed. These ratios were then applied to the dis- 
tribution of table I to obtain the estimate of present employment of 
musicians in the 20-percent tax establishments shown in the table on 
the following page: 


TABLE 1V.—Hstimated employment of musicians in establishments subject to 
the 20-percent tax 


| 
Man-hours 
Total cabaret per year of : 
Size of cabaret tax payment tax pay- a Total man- 
ments per dollar hours 
of cabaret 
tax 


(2) (3) (4) 


Thousands Thousands 
Under $1,000 
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Derivation: Col. (2) is col. (5), table I; col. (3) is based on 560 establishments reporting total cabaret tax 
payments of $9,068,390 in 1954; col. (4) is obtained by multiplying entries in col. (2) by the corresponding 
entries in co]. (3). 


PAST EMPLOYMENT OF MUSICIANS IN 20-PERCENT PLACES 


A total of 159 establishments, paying almost $4.5 million in cabaret 
tax in 1954, were able to provide comparisons between employment 
conditions in 1943, when the tax was only 5 percent, and in 1954, when 
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the tax rate was 20 percent. This comparison is shown in the follow- 
ing table: 


TaBLE V.—Changes in entertainment policy, 1943 to 1954, 159 establishments 


1943 | 1954 Percent If tax 
| 


| change | eliminated 


(a) @ | @® | (4) 
iL ahs 
' 
| 
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Average days per week 

Average hours per day (estimated) .-------- 
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Cabaret tax payments-.......- ss ‘nite alan aendeeg aD ini nirendinat 
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1 Of which $442,600 is estimated on the basis of man-days. 


There were another 105 establishments which could provide in- 
formation, or had a peak year in their business in the calendar years 
1945-47, overlapping the 1946 period when cabaret tax collections were 
at their peak. Their changes in employment policy since that time 
are shown in the following table: 


Taste VI.—Changes in entertainment policy, 1946 to 1954, 105 establishments 


| 
” Percent | If tax elim- 
1945-47 1054 change | inated 


Average days per week --- 

Average hours per day (estimated) 

Average number of musicians 

Loss to Government in taxable time 

Loss to musicians in man-hours 

Tr rN i ac as na cdaiarndin Re snen eneveeshebtonicsep 
Cataret tae ay Gent. f 532.25) cot aide. 





In both of these tables, the shortening of average hours per day is 
estimated on the basis of information outside the samples which pro- 
vided information on average days per week and average number of 
musicians employed. 

A comparison of these tabulations suggests that establishments 
subject to the cabaret tax acted quickly when the rate was increased 
on April 1, 1944, to 30 percent to reduce their taxable time. It sug. 
gests, however, that further reductions have taken place in taxable 
time since 1946. 

The indicated decline in the average number of musicians employed 
was greater from 1946 to 1954 than it was from 1943 to 1954. In other 
words, during the early period, when establishments were makin 
drastic changes in the amount of entertainment time they provide 
their patrons, there was an effort to maintain the quality of music 
and entertainment and the number of musicians. In the latter part 
of the period, from 1946 on, this apparently became impossible and 
a drastic reduction in the number of musicians, and in the quality and 
cost of music and entertainment, became necessary. 

Tax receipts in calendar 1946 amounted to $71.6 million. The in- 
dicated a in taxable time of 25 percent would account for a 
loss of $17.9 million. 
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In addition to this loss, however, allowance must be made for the 
outright closing of some of the larger and more prominent places 
which, though small in number, were among the heavy cabaret tax- 
payers. For example, the American Hotel Association testified in 
1953 that 450 entertainment rooms in hotels had been closed during 
the preceding 6 years. This alone would account for the remainder 
of the tax loss. 

Other factors that have affected total taxable receipts in these estab- 
lishments have been— 

(1) The consistently rising trend of prices; and 

(2) Variations in the amount of consumer spending in these 
establishments per taxable hour, after allowance is ial for the 
rising prices. 

The sharp decline in the average number of musicians employed 
suggests strongly that consumer spending per taxable hour between 
1946 and 1954, if it increased at all, did not increase as much as the 
rise in prices of food and beverages. 


FUTURE EMPLOYMENT OF MUSICIANS 


Both the samples discussed in the preceding section indicate that 
there will be a sharp increase in the man-hours of employment avail- 
able to musicians in establishments now subject to the 20-percent 
cabaret tax if this tax is repealed. 

Supervisors and interviewers were warned that proprietors might 
be overoptimistic about the beneficial results if the 20-percent tax 
were repealed. Every effort was made to encourage conservative and 
reasonable estimates. Even though the estimates made by the pro- 

rietors themselves might naturally be inclined toward an optimistic 
tie there are other reasons for believing that elimination of this tax 
would lead to a very sharp increase in the hours of dancing and enter- 
tainment, and in the average number of musicians employed. 

With regard to hours, establishments in both samples indicated that 
ther would like to increase hours back to or even somewhat above ear- 
lier levels. It is believable that there would be a very rapid and sub- 
stantial expansion in the number of hours. Proprietors of these estab- 
lishments have an investment in entertainment facilities, and a great 
limitation on the use of these facilities for entertainment purposes has 
occurred during the period when the cabaret tax was at the high rate 
of 20 percent. A lengthening of hours would represent no more than 
a natural attempt to obtain a bigger return on their investment in 
these facilities. 

In indicating that there would be a substantial increase in the aver- 
age number of musicians employed, as well as in the hours of enter- 
tainment and dancing, these proprietors merely expressed in figures 
what they stated in words many times to interviewers—that the de- 
crease in the number of musicians represents a financial necessity and 
that it had created a vicious circle of declining business. 


EMPLOYMENT PROSPECTS FOR OTHER TYPES OF EMPLOYEES 


Establishments now subject to the 20-percent tax will increase their 
employment of entertainers, waiters, and waitresses, and other service 
and kitchen help if the tax is eliminated. 
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The following estimates of increased employment for these other 
types of personnel are based on the 560 establishments that reported 
both cabaret tax and employment of musicians. 

Increased employment for these other types of personnel, with the 
exception of entertainers, shows less of a variation dependent on the 
size of present cabaret-tax payments. It is more closely related to the 
total volume of food and beverage business in the establishment, since 
most of these establishments have reduced taxable time to a minimum. 
Totals obtained from this sample, based on establishments paying 
$9,068,390 in cabaret tax were, therefore, enlarged proportionately in 
line with total cabaret-tax payments in 1954. 


TasBLeE VII.—Estimated increase in employment of nonmusical personnel if 20 
percent cabaret tage is repealed 


Percent 


Present | Additional) j creas 


Entertainers (other than musicians) 
Waiters and waitresses 

Kitchen help 

Service help 

Others 








XII. CORPORATE INCOME TAXATION 


EFFECT OF THE CORPORATE INCOME TAX 
ON CORPORATE FINANCING 


HERBERT A. Leacett, Valley National Bank, Phoenix, Ariz. 


Let me confess at the outset that, with the limited information 
available on this subject, I have been unable to appraise or measure 
the effect of the corporate income tax on corporate financing. I doubt 
that this can be done without extensive research encompassing many 
different industries and representative case histories throughout the 
country. 

Many of us are familiar with individual instances from which cer- 
tain conclusions can be drawn, but the aggregate or composite effect 
is something else again. Therefore, I shal] confine myself largely to 
entering in the record some background material. Then I shall com- 
ment on certain phases of the problem which I believe are not subject 
to any great argument. 

First, let us look at the volume of corporate financing over the past 
20 years as divided among bonds, preferred stocks, and common 
stocks. We find that the total, excluding issues of investment trusts, 
trading and holding companies, amounted to about $100 billion, of 
which bonds represented $80 billion (or 80 percent) and common 
stocks just over $10 billion (of 10.6 percent). This is a startling 
comparison and indicates that there is certainly something wrong with 
the picture. In the relatively favorable postwar II period, for exam 
ple, our corporations have sold an average of only about $1 billion 
worth annually in common stocks. 


Corporate securities issued for cash 


[In millions of dollars] 


Bonds Preferred | Common | Bends | Preferred | Common 


stocks stocks stocks | stocks 


| Mai. 


$86 Ne 
271 
406 285 | 


$1, 127 $891 
762 779 
492 } 614 
425 | 736 
631 | 811 
838 | 1, 212 
564 1, 369 
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Source: Securities and Exchange Commission. 
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Percentage distribution of corporate securities issued for cash 
ar 4 ————_——— ) 
. |Preferred) Common . |Preferred} Common 
Bonds |" stocks | stocks Bonds | stocks | stocks 
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If we go back to the period of the 1920’s, when the corporate income 
tax ranged between 10 percent and 1314 percent, we find that the 
record is not too different. In the 11 years from 1920 to 1930, inclu- 
sive, corporate security issues totaled $52 billion, of which about $36 
billion consisted of bond issues. 

It is true that bond issues represented only 67.7 percent of the total 
but there were other factors at work including much higher interest 
rates. Actually in only one year (namely, 1929) did bond issues rep- 
resent less than 50 percent of corporate securities offered for cash. 

The safest conclusion to be drawn is that taxation is only one of 
several factors affecting corporate financing. Other factors, such as 
depressions, wars, and money rates, may be equally or even more im- 
portant much of the time. In other words, the relatively small differ- 
ence in financing metheds during recent years in comparison with the 
period of the 1920’s may be more attributable to low interest rates 
than to anything else. 

The so-called excess profits tax, which imposed a ceiling on net 
earnings, was, of course, a definitely determinable factor during the 

eriods when it was in.eperation. This undoubtedly was responsible, 
in large part, for the anemic condition of common stock financing dur- 
ing the war but, in all fairness, it cannot be regarded as pertinent to 
this discussion. 


Corporate securities issued for cash 
{In millions of dollars] 





Preferred andl Percent of Percent of 
Bond issues common total in total in 
stocks bonds stocks 
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There are two other elements in the equation which are of vast 
importance and deserving of mention, although not perhaps sched- 
uled for exploration at this time. I refer, of course, to the two prin- 
cipal forms of internal finaneing which do not involve a contribution 
of new money. These are— 

(a) Retained earnings. 
(6) Depreciation reserves. 

The ‘elainad earnings of corporations in recent years have ranged 
from a high of $13 billion in 1948 to a low of $7 billion in 1954. De- 
preciation charges alone totaled more than $13 billion in 1954. Obvi- 
ously, such huge cash accumulations as these influence importantly the 
matter of corporate financing. 

Another factor of growing importance is the issuance of term loans 
by banks and insurance companies to business enterprises. Made for 
periods which may run as long as 5 or 10 years, such loans often 
obviate the necessity for actual securities issues, either bonds or stocks. 
They also, as a general rule, provide more flexibility and less redtape 
than security flotations. 


Retained earnings and depreciation charges of corporations 


[In millions of dollars] 


Retained | Depreciation Retained | Depreciation 
earnings | charges earnings charges 


$8, 100 
9, 600 | 9, 400 
7, 100 | 10, 700 
7, 700 | 12, 000 
7, 000 | 13, 400 


Source: U. 8. Department of Commerce. 
Two Spreciric SuGGESTIONS 


Regardless of what general conclusions are reached at these hear- 
ings, there are two matters which I feel should have the immediate 
attention of the Congress. They are: 

1. Tax relief for small businesses, which everyone is in favor of 
but which no one does anything about. 

2. The menace of tax-exempt organizations, including coopera- 
tives, mutual associations, educational and charitable foundations, 
and pension funds. 

From time immemorial it has been quite generally agreed that 
small-business organizations, especially struggling new ones, should 
be given a type of tax treatment that would permit them to get some 
fat on their bones so that the first ill wind that comes along does not 
blow them away. This is relatively noncontroversial. Both political 
parties are in favor of it, labor is in favor of it, and, needless to say, 
business is in favor of it. The mortality rate of small businesses is 
fantastic and tragic. 

It would seem to me a fairly simple matter to provide a graduated 
scale of taxation for small businesses that would accomplish the de- 
sired purpose without much loss in revenue. There would probably 
be no loss of revenue if we take into account the greater stability of 
employment and business activity that would result. 
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The following is a simple and logical way of taxing small busi- 
nesses. I suppose the chief objection to it will be that it is simple 
and easily understood. 

Graduated scale of corporate income taxation: 
10 percent on first $25,000 of net income. 
20 percent on second $25,000 of net income. 
30 percent on third $25,000 of net income. 
40 percent on fourth $25,000 of net income. 
50 percent on ali net income above $100,000. 

I have used a tax rate of 50 percent on net income above $100,000 
just as a round figure and perhaps on the subconscious theory that 
the least Congress can do is to reduce the corporate tax rate from 
52 percent to 50 percent. This would be easier to calculate and would 
have the psychological advantage of putting us on a 50-50 basis with 
the Government as far as earnings are concerned. 

Regarding tax-exempt organizations, this is a colossus which will 
ultimately destroy our private enterprise economy. It is something 
that must be faced immediately while there is yet time to do so 
politically. When corporate tax rates were low, efficient businesses 
could offset the disadvantage but, with a tax rate of 50 percent or 
above, even inefficient and incompetent organizations can operate to 
the detriment of fully taxed organizations. 

There is no justification whatsoever for tax favoritism of the kind 
that now exists. Pension funds, as well as educational and chari- 
table foundations, are favored enough as it is when the money is 
funneled into them in the first place. They do not need any further 
advantage or incentive. They are already getting too big for the 
good of the general economy. 


We must stop looking at this situation as a sacred cow. Even 
educational and charitable foundations have no right to operate tax 
free when they engage in business competition with enterprises that 
are taxed. I see no point in mincing words about it. It is becoming 
a scandalous racket. 

Personally, I believe that, so long as we have an income tax, all 
income should be taxed. 


THE PLACE OF TAX LOSS POSITIONS IN CORPORATE 
ACQUISITIONS 


Tuomas N. TARLEAU, Willkie, Owen, Farr, Gallagher & Walton, New York City 
SCoPE 


My purpose is to describe some of the law affecting transfers between 
taxpayers of net operating loss carryovers, with particular reference 
to those aspects which affect business decision about mergers and 
other corporate acquisitions. While I have seen no economic or sta- 
tistical studies in point, I have concluded, both from my view of the 
law and my own experience, that tax losses, transferred or otherwise, 
play a negligible part in the merger movement as a whole. Finally, 
I have briefly suggested reforming the policy of the law on loss trans- 
fers. I have not, however, attempted to explore the tendency of my 
proposal for or against economic concentration. The reason is, of 
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course, that I believe the tax law is properly concerned only with 
making each taxpayer’s contribution to the tax base correspond with 
the economic results of what he does. Our antitrust policy belongs 
elsewhere. 

Tue SrarutTory Provisions 


The basic provision for the net operating loss deduction is section 
172 of the Internal Revenue Code of 1954. It allows a corporation 
which has a net operating loss in any year to carry back that loss 
against the taxable income of each of the 2 taxable years preceding 
the year of the loss and to carry the loss over to each of the 5 years 
after the year of the loss. Before the Revenue Act of 1932, a 2-year 
carryover of losses had been allowed. In the Revenue Act of 1932 
the carryover was reduced to 1 year, and in the National Industrial 
Recovery Act the provision was eliminated. The 1939 revenue bill 
restored the 2-year carryover. The Ways and Means Committee then 
stated in connection with the NIRA amendments : 

As a result of the elimination of this carryover, a business with alternating 
profit and loss is required to pay higher taxes over a period of years than a busi- 
ness with stable profits, although the average income of the two firms is equal. 
New enterprises and the capital-goods industries are especially subject to wide 
fluctuations in earnings. It is, therefore, believed that the allowance of a net 
operating business loss carryover will greatly aid business and stimulate new 
enterprises. 

Section 153 of the 1942 bill allowed the 2-year carryback for the first 
time. Subsequent acts have expanded the provision to the present 
8-year overall averaging period. 

Section 269: The intent test 


Just 4 years after the reintroduction of net operating loss carry- 
overs, Congress first expressed a policy against transfers of loss carry- 
overs and other tax attributes in section 269.2. It deprives transferees 
of the benefit of a beneficial tax attribute where the acquisition of 
corporate stock or property with which it was connected was primarily 
motivated by a desire to get the carryover or other benefit. 

When considering the desirability of restrictions on operating loss 
carryovers, it is well to be reminded of the original context of section 
269. It was enacted in 1943 when the most significant transferable 
corporate tax attribute, from the point of view of revenue, was the 
excess-profits-tax credit. That was a device for establishing what 
part i corporation’s current profits were attributable to war. It is 
different from the net loss carryover which is intended to permit 
recoupment of past losses. The reasons for limiting wartime trans- 
fers of such credits are therefore not necessarily applicable to the 
loss carryover. 

Section 269 has not worked well. The courts have been reluctant 
to find the prohibited motivation in the cases which the Government 
has brought before them. The problem of enforcement is common 
to most legislation which makes tax consequences turn upon subjec- 
tive intention. With section 269, the judges had not ae to probe 
states of mind, but also to select dominant motives from the several 
purposes which generally lie behind the acquisitions covered by the 


1C, B. 1939-2,510. 
* Sec. 129, I. R. C. 1939. 
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section, In case after case the courts found enough legitimate business 
purpose to set aside the application of section 269.2 Moreover, the 
scope of section 269 has never been entirely clear because of the 
outstanding question as.to whether it could deprive a continuing 
corporate entity of its own tax attributes.* 

It is true, of course, that section 269 has had a certain effect in 
terrorem. Despite its technical faults and erratic operation, it did 
stand as a warning that carryovers were not freely transferable. But 
it is also true that when section 269 was substantially the only limita- 
tion on transfers of tax attributes, many acquisitions took place in 
which the transfer of a tax position was a significant feature. 

1954 code limitations 

The 1954 code is intended to provide some of the certainty which 
section 269 lacked in the specific feaitations on transfers of carryovers 
of section 382. The draftsmen also attempted to shore up section 269 
itself with an amendment which does not merit close analysis 
at this moment. Subsection 269 (c) presumes the existence of the 
condemned intention which will often operate in precisely those cases 
where such intention is not present, and I think the courts will be 
forced to ignore it. 

It is difficult to provide a concise statement of the present law 
regarding transfers of tax loss carryovers. The uncertainties of the 
pre-1954 law have been carried into the new code. Moreover, we now 
have a complex set of new provisions with ambiguities of their own. 
The following, therefore, must be understood as merely an outline 
of an intricate set of rules which is likely to plague us for years 
to come: 

(a) Section 381 of the 1954 code liberalized the former law by 
providing that loss carryovers pass to successor corporations in tax- 
free reorganizations. Before, if a corporation with a tax loss disap- 
peared in a merger, the carryover frequently disappeared as well, 
depending upon the form of the reorganization.® 

(6) The liberality of section 381 is restricted by section 382 (b). 
If the stockholders of the loss corporation own, after a reorganization, 
less than a 20-percent interest in the corporation which is to use the 
varryover, the carryover will be disallowed in whole or in part, 
depending upon the ratio of their interest to 20 percent. 

(c) Where stock of a corporation changes hands through purchase 
to the extent of 50-percentage points of the total amount outstanding, 
that corporation’s carryover will be disallowed in full unless the cor- 
poration conducted some business prior to the purchase and continues 
to carry it on for up to 2 years thereafter. 

(d) The relationship of the intent test in section 269 to the fore- 
going is not altogether clear. Upon the ordinary rules of statutory 
interpretation, it would seem that the limitations found in section 382 
preempt the field in the case of stock purchases or reorganizations to 
which they are applicable. The committee reports suggest a differ- 
ent view: That the application of section 269 is foreclosed in stock 
purchases or reorganizations only where the invocation of section 382 
results in the disallowance of some or all of a tax loss carryover.® 


3 See e. g., WAGE, 19 T. C. 249; Berland’s, 16 T. C. 182. 
4See Alprosa Watch, 11 T. C. 240. 

5 See New Colonial Ice Co. v. Helvering, 292 U. 8. 435. 
®S. Rept. No. 1622, 83d Cong., 2d sess., p. 284. 
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A third possibility, which is hard to justify under the committee 
report, is that section 269 operates concurrently with section 382. 

In considering whether a loss carryover can or cannot be transferred 
in a particular transaction, we are faced with a bewildering pattern 
of interwoven rules. The taxpayer must be concerned with how his 
motives will be characterized and the extent to which he must carry 
on the enterprise acquired or be able to show a business purpose for 
the acquisition. Depending upon which of several statutory provi- 
sions affects the carryover, the penalties vary. Sometimes the carry- 
over is struck down automatically, in toto (sec. 382 (a)); sometimes 
a specific percentage is disallowed (sec. 382 (b)), and under section 
269 (c) the Commissioner is authorized to dispose of the carryover 
in whole or in part on an equitable basis. Finally, for the purpose 
of applying these various tests and penalties, the code deals with at 
least four different degrees of change of interest. 


Four kinds of transfers 


As noted above, section 381 allows a transfer of carryovers between 
corporations merely upon satisfying the requirements with respect to 
tax-free corporate acquisitions. The subjective intent test of section 
269, however, applies to acquisitions of corporate stock or property 
which result in a shift of “control.” For this purpose “control” is 
defined as the ownership of 50 percent of the voting stock or 50 percent 
of the value of the stock of a corporation. It is apparent that under 
section 269 a condemned transfer may occur where a very small shift 
in ownership occurs as a result of a purchase or reorganization, pro- 
vided that the new people move across the 50-percent mark. A trans- 
fer for the purpose of section 382 (a) occurs only where a stock pur- 
chase actually involves 50 full percentage points of the tugeniaee 
stock of the loss corporation. Finally, in section 382 (b), which limits 
the transfer of carryovers in reorganization, the critical point is the 
retention by owners of the loss corporation of 20 percent interest in the 
corporation which acquires the carryover. Thus, in the case of stock 
purchase, the carryover can survive a sale of 100 percent of the stock; 
in a merger if the stockholders of the loss corporation terminate their 
interest, the whole carryover disappears automatically. 

Continuity of business test 


The discrepancy in the continuity of interest rule between purchases 
under section 382 (a) and reorganizations under section 382 (b) is 
made more apparent when one considers that in both types of acquisi- 
tions some continuity of the loss corporation’s business is required. 
In a merger, it is unlikely that the business purpose requirement 
underlying reorganizations could be satisfied if the acquiring com- 
pany entered into the transaction with a plan of abandoning or dis- 
posing of the business acquired.’ It is true that the two business con- 
tinuation rules are not perfectly congruent. The express formula of 
section 382 (a) may apparently be satisfied by continuing the business 
after purchase for as short a period as a year and a day, and in no 
event must it be continued for more than 2 calendar years. A require- 


* Standard Realization, 10 T. C. 708. 
“Under sec. 382 (a) the business of the purchased corporation need only be continued 


during the taxable year ending after the date of purchase of stock, and the next taxabl¢ 
year thereafter. 


68595—55———_40 
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ment that no plan to abandon the business be adopted within the 
“freeze” period has been omitted. On the other hand, the business 
purpose requirement affecting the validity of a reorganization might 
not be satisfied if a plan to abandon the acquired business was part of 
the plan of reorganization, even if actual abandonment were deferred 
for more than the 2-taxable-year period set forth with respect to pur- 
chases under section 382 (a). A reorganization would not be invali- 
dated if part of the acquired business were discontinued, as long as 
some substantial operation survived. The purchase rule is more rigor- 
ous on this point. It would seem that substantially all the business 
acquired must be carried on after the stock purchase during the stated 
period. The differences in respect to continuity of activity tend to 
balance out, leaving no very good reason for a different continuity of 
stockholder interest rule. 


Stock for stock reorganizations 


The transferability of a loss carryover is subject to still another 
set of rules if, instead of merging the loss corporation into a profitable 
company, or purchasing its stock, it is acquired as a subsidiary by a 
tax-free exchange of its stock for that of another corporation. In 
such case, the subsidiary’s carryover is not subject to the 20 percent 
continuing interest rule of section 382. The former stockholders of 
the loss company may have a much smaller interest in the acquiring 
company without imperiling the carryover. Of course, the acquisi- 
tion is subject to the motivation test of section 269. But this can prob- 
ably be satisfied if the business purpose for the transaction qualifies 
the reorganization as tax-free in the first place. The actual results in 
these cases may well conform to the policy of sections 381 and 382, 
but that will be coincidental. 

The most obvious fault of this entire group of restrictions is that 
the effect of the statute is unpredicatable. This is partly due to the 
complexity and ambiguity of the relationships of several provisions 
themselves, and partly due to the nature of the tests applied, since to 
a great extent the survival of the carryover will depend on characteri- 
zation of subjective intentions and purposes. 

Secondly, it is apparent that differences in the form of acquisitions 
which are economically insubstantial can profoundly affect the trans- 
fer of a carryover. The reason is, of course, that the restrictions are 
not founded on one clear policy. The philosophy of the statute is 
divided : The restrictive provisions stigmatize as abuses the very trans- 
fers which the basic provisions, sections 172 and 381, recognize, ex- 
pressly or impliedly, to be normal dealings with the carryover and 
consistent with its purposes. 

Stock sellouts and mergers: What can be done 


Despite the rigor and uncertainty of the limitations on transfers 
of carryovers, there are important situations in which the availability 
of a carryover may influence or facilitate corporate expansion. 

The first is the sale of stock of a loss corporation where the buyers 
are willing to carry on its business for at least the period provided in 
section 382. (It is well to emphasize the seriousness of this condition. 
The continuation of a losing operation will certainly be unattractive 
to many buyers.) It is clear that the buyers may add whatever busi- 
ness they like to the acquired operation in order to utilize the loss 
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without thereby jeopardizing its deductibility.’ It is this last feature 
which is particularly pertinent to the question of corporate expansion. 
The loss corporation is temporarily a tax-exempt organization. The 
tax exemption may provide a source of funds to pay for the acquisi- 
tion of profitable business. The situation is exemplified by the fol- 
lowing item which appeared in the Wall Street Journal for May 19, 
1953: 


Chesapeake Industries, Inc., with nine diversified subsidiaries, has a large 
tax umbrella which W. C. MacMillan, Jr., president, displayed for a group of 
security analysts yesterday. 

Mr. MacMillan said the company’s tax carryovers of losses in the past years 
add up to nearly $8 million, good through 1955, and added, “We’re going to use 
the entire $8 million.” He stated Chesapeake purchased Vandewater Paper 
yesterday, jobber of quality paper located in New York, and asserted “we're still 
looking for other sellers to bring under the umbrella.” 

He explained the company’s habit was to offer the seller 2 years prospective 
pre-tax earnings on which they would have to pay only capital gains. 


It must be borne in mind that a transferred tax loss is only a special 
instance of that kind of expansion. The general case is that in which 
a loss corporation, without undergoing a change in ownership, goes 
out to buy new sources of income. In the latter case, there is, however, 
no requirement of the continuation of any business conducted before 
the acquisition program. 

A second important type of corporate acquisition in which carry- 
overs may figure is merger. In these cases the code requires that the 
stockholders of the loss corporation retain an interest in the acquiring 
company which is to use the carryover which amounts to at least 20 
percent of the value of common stock of the surviving company. In 
many cases, of course, a continuing interest of that size will not 
satisfy the business requirements of the transaction. 

Apparently the recent merger between the American Woolen Co. 
and ‘Textron involved some of these considerations.” Regarding that 
transaction, the Wall Street Journal reported on January 7, 1955: 

The bulky, 88-page statement [proxy] also disclosed that the new firm, to be 
known as Textron American, Inc., will have a combined tax loss of about $30 
million which can be used to offset Federal taxes on future earnings. About 


$200,000 of this total offset will expire by 1956, if not used by then, $14,350,000 
in 1957, and $15 million in 1958. 


And again on January 20: 


[among] advantages of the merger, Mr. Little said, * * * “More importantly, 
it would contribute about 30 million that could be used to offset future income 
taxes, * * *, 

“With American Woolen’s estimated loss of about $7 million on disposal of 
plants the total losses would reach around $37 million,” he declared. “This 
would permit us to build about $13 a share of additional net worth behind the 
combined company’s common stock, without paying income taxes. And that 
would result in a book value for this stock of about $37 a share, up from $23.45 
it would have when the merger became effective.” 


Since in a tax-free merger the consideration paid is in corporate 
stock of one of the parties, the carryover is not required as a base 
for the accumulation of funds to pay for the acquisition. If the 
acquiring corporation is profitable, a merger of this kind may provide 
a practical way for the owners of the loss corporation to retain a stake 


* See the conference report on the Internal Revenue Code of 1954, p. 40. 
1” See The Stormiest Merger Yet, Fortune, April 1955. 
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in the business and recoup. Typically their own corporation is defi- 
cient in resources of money or management to go forward. So the 
future availability of the carryover tends to encourage merger. How- 
ever, the motives affecting transactions of this kind tend to be rather 
complex, especially where large corporations are concerned. The 
existence of an available tax-loss carryover may be an element without 
which an acquisition would not be undertaken, but other business 
aspects of the transaction may be similarly critical. It is almost im- 
possible in most cases to isolate the carryover as the single, dominant 
factor. In this respect the tax law is consistent with business 
considerations. 

For the merger to qualify as one in which the carryover survives 
not only must the technical formalities of the reorganization provi- 
sion of the Internal Revenue Code be satisfied but the transaction must 
be eonsistent with the principal underlying assumptions of those pro- 
visions: The reorganization must have substantial economic conse- 
quences which are independent of the tax results, 


Limited duration of loss carryovers 


When considering the use of carryovers (transferred and other- 
wise) in corporate expansion, it is well to keep in mind their limited 
duration. The loss arising in a particular taxable year can be carried 
over for 5 full years thereafter. But the aggregate loss carryover 
available to a company at any particuular moment will frequently 
consist of amounts attributable to several past years, so that parts of 
the total carryover will have to be used, if at all, in the first, second, 
etc., year. The 5-year maximum limit, together with these annual 
reductions, imposes a very exacting time schedule on anyone who 


proposes to base an expansion program on tax savings which come 
from the use of a loss carryover. 


Shell corporations 


To pass for a moment from what can be done to what cannot, I think 
the law is now quite clear with respect to transfers of carryovers 
involving shell corporations, that is to say, companies whose only 
asset is the tax-loss position. The carryover cannot be delivered in 
connection with the sale of the stock of such a company, for it is 
implicit in section 382 (a) that some actual business must have been 
carried on prior to the sale in order to meet the business-continuation 
test. Furthermore, if such a corporation were merged into a profitable 
company, the tax attributes of the disappearing company would not 
be carried over because there would have been no acquisition of 
assets as required by section 381. Those rules are, I think, quite 
neutral with respect to the expansion question. The acquisition of a 
shell corporation simply does not constitute economic concentration. 
It is true that an acquired carryover may constitute a useful, if lim- 
ited, asset in undertaking an expansion program. But that is not 
particularly a problem arising from transferred losses. A tax posi- 
tion may be used in the same way without having been transferred, 
if the persons in control of the corporation have the will and power 
to do so. 

The ability of a corporation to do things with its own tax-loss 
carryover brings to mind a kind of transfer which is very real in the 
business sense, but which the code does not consider a transfer at all. 
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A publicly held corporation can often be controlled by the owners 
of a relatively small fraction of its outstanding stock. Where such a 
company has experienced losses sufficient to make its carryover inter- 
esting, the necessary stock to acquire control can often be bought 
cheaply. Control of the corporation and the carryove: can be shifted 
without a sale of the 50 percentage points referred to 1n section 382 (a) 
or an accumulation of the majority .control referred to in section 269. 
Where transfers of this kind are opposed by management (who are 
frequently vulnerable in a loss corporation), we have what is invidi- 
ously termed a “raid.” * It is significant that a successful transfer 
of this kind is just not recognized by the Internal Revenue Code as 
an occasion for limiting net loss carryovers. This is true even though 
the business community sees it as a transfer of the most dramatic 
kind and even though the outsiders may have their minds exclusively 
on the utilization of the tax position so acquired for expansion by 
corporate acquisitions or otherwise. In such a situation, however, 
the public investors who incurred the losses will persumably share in 
the recoupment through the use of the carryover. 


Carrybacks and corporate acquisitions 

In considering the effect of the net loss deduction on economic con- 
centration, the right to carry back losses I think stands somewhat 
apart. Since the existence of the loss and the payment of taxes in the 
2 years prior thereto.are determined when the question becomes mate- 
rial, the right to carry back the loss is essentially a cash item in the 
hands of the company which incurred the loss and would be dealt with 
as such in the case of a transfer by sale or reorganization. The law 
(sec. 381) is quite clear, for example, that a loss in the hands of a 
merged company may not be carried back against the taxes paid by an 


aequiring company. I think it is true, however, that the carryback 
right tends against economic concentration by promoting the inde- 
pendent survival of corporations in financial difficulties. In further- 
ance of this purpose, the code provides for quick refunds of prior 
taxes as soon as the subsequent loss appears in the income-tax returns 
of the corporation so that financial recoupment is prompt even though 
subject to later audit.” 


Built-in losses 

The net loss deduction so far discussed is concerned only with losses 
which have been realized. I would like to touch briefly on the so- 
called built-in loss which has a somewhat similar relationship to the 
corporate acquisition question. This is the situation of a corporation 
which owns assets the cost of which is high in relation to present value. 
If the owners of such a company sell those assets, the sale itself pro- 
duces a loss which can be deducted or carried over against new profit- 
able business which they acquire for the company. 

On the other hand, if they merge with a profitable company, the 
latter will have the benefit of depreciation or loss deductions based on 
the former owner’s tax basis in such assets which may be in excess of 
the value of the consideration (in stock) paid for their acquisition. 
While, technically, the intent test of section 269 would apply to such 
a merger, it would in all likelihood be ignored if the surviving com- 


4 See How Managements Get Tipped Over, Fortune, October 1955. 
72 Sec, 6411, I. R. C., 1954, 
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any intended to use any substantial part of the assets acquired in its 

usiness. A net operating loss carryover produced by such a sale of 
high-basis assets, whether in the hands of the original corporate owner 
or a successor after merger, is generally more attractive than a pre- 
viously accumulated carryover position because it all is useful for a 
full 5-taxable-year period after the sale. 

There are limitations on transfers of assets with built-in losses but 
these are far less rigorous and more certain in effect than those affect- 
ing the carryover itself. Accordingly, the existence of high-basis 
assets in the hands of a prospective seller probably figures more sig- 
nificantly than realized losses which have become carryovers in deci- 
sions about corporate acquisitions. 


A proposal 


As to the future, I think it is clear that a radical revision of the law 
on transfers of tax loss carryovers is desirable. This would be true if 
we were only troubled by the existing uncertain and erratic effect of 
the legal restrictions on such transfers that we now have. But the 
real problem is inherent in the whole policy of restricting such trans- 
fers at all. I believe such restrictions to be inconsistent with the basic 
carryover principle. I would propose that we consider a revision of 
the code which eliminates interference with free trade in tax loss 
carryovers. 

The carryover provisions are good tax legislation because they have 
the effect of equating taxable income with the real economic results 
of an enterprise. It seems obvious to everyone that we have achieved 
a fair distribution of the tax burden if a corporation which loses 
$50 in 1 year and makes $100 in the next pays the same tax as the 
corporation which makes $25 in each of the same 2 years. I think it is 
the rightness of the averaging principle which has caused Congress 
to extend the carryover and carryback period from time to time, and 
to eliminate, in the 1954 code, artificial limitations on the survival of 
losses in corporate reorganizations. If the principle of recoupment 
is sound, I suggest that the tax law need not be concerned whether 
the interests which suffered the loss recoup by selling it or recoup by 
going forward themselves. In any event, someone will have to carry 
on business at a profit for the loss to produce a tax benefit. 

What about the position of the buyer of the loss? Will the Govern- 
ment be subsidizing him at the expense of other taxpayers by re- 
lieving him of taxes on income to the extent of the loss acquired / 
It seems not. If losses were freely transferable, I suggest that buyers 
would have to pay a price which reflected the value of the tax bene- 
fit acquired. He would have an investment in the acquired tax posi- 
tion. That investment would come from after-tax funds on hand at 
the time of purchase. Or it would come from the money saved by the 
use of the carryover. In either event other taxpayers would not have 

aid for his acquisition. Of course, no one would pay dollar for dol- 
o for the tax benefit acquired. There would then be no reason to buy 
it. The discount will reflect the relative willingness or ability of the 
buyer and seller to risk going forward with business to absorb the 
loss. There may be a profit to the buyer from his assumption of the 
business risk. The situation is to be contrasted with the present situa- 
tion where the successful buyer of a tax loss gets an enormous return 
primarily for having risked the uncertain hazards of the tax law. 
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It may be objected that I have bottomed this argument on too 
broad an interpretation of the policy of the carryover provisions. I 
have suggested that they are intended to seoticie economic recoup- 
ment for the taxpayer who suffered the loss, and that restricted trans- 
ferability of the tax position is inconsistent with that intention. To 
hold otherwise, it would be necessary to find that the carryover pro- 
visions are intended to assist recoupment of the losses of a particular 
enterprise only out of the profits of that enterprise. The law might be 
that way, but it isnot. The owners of a corporation with a tax loss 
are wholly free to abandon the business in which the loss was suffered 
and buy, enlarge, or invent any other business to produce profits to 
absorb the carryover. If they have not abandoned all activity, more- 
over, they can sell the stock of the corporation, severing all relation- 
ship with it, and the loss will be available to the buyers if they are 
willing to continue the remaining activity for a limited period. The 
code neither presupposes nor requires any continuing link between 
the investors in a corporation and the business which it conducts for 
the survival of tax loss carryovers. 

I can imagine a carryover provision which restricted the utilization 
of the loss to the activity which produced it in the hands of the same 
investors who suffered it. Or the utilization of the carryover might 
be limited to the profits of the same activity which produced the loss, 
in whatever hands the activity was carried on. (This would resemble 
the position of the present regulations on the place of acquired loss 
carryovers in groups of corporations making consolidated income-tax 
returns; the carryover attributable to a new member of a group 
(whether it became a member by purchase of its stock or tax-free ex- 
change) is usable against the income of the group only to the extent 


» . . . > 
of the income contributed by the new member after it joins the group.) 
These sug moa Ererrat serious problems of drafting and definition. 


But, mainly, they depart from the basic principle of income averaging 
of the present carryover provision. It would return generally to the 
unsatisfactory, arbitrary annual accounting for corporate income. 
It would unfairly allow recoupment of losses only to the taxpayer who 
chose a business which ultimately became profitable. ‘Those who dis- 
covered that a particular line of endeavor in which losses were suf- 
fered was not worth carrying on would be held not to merit having 
their taxable income reflect their economic income. It is hard to see 
the fairness of such a rule. Perhaps that is why we do not have it 
now. It is true that the transfer question would thereby be elimi- 
nated, but we have that question because transfers of carryovers are 
implicit in the allowance of the economic carryover under section 172. 
It is because the principle of that section is sound that a lifting of the 
restrictions on carryovers appears to me to be logically required. 

I cannot conclude without recognizing the revenue implications of 
my suggestion. In a prosperous ce providing for the survival 
of a larger volume of carryovers than is possible under present law 
may not create a serious loss of revenue. It seems to me that the rate 
structure ought to take into account the volume of losses which are 
expected to occur and be used against taxable income, whether trans- 
ferred or otherwise. In a depression period, however, free trade in 
tax losses could create a dangerous situation. Many corporations 
may have losses, and their owners may have little faith in their ability 
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to earn profits against which to use them in the near future, Such 
losses would then become available to the few corpovations with in- 
come, and very likely at distress prices. There may then be a great 
reduction in taxable corporate income, with a serious problem for the 
tax collector. With that in mind, perhaps logic must give way to 
necessity. The limitation on transfers which ought to be kept, if the 
revenues require it, is, I think that affecting shell corporations. The 
reason is that that limitation imposes the least burden on transactions 
having normal business characteristics and consequences. The extent 
to which further limitations ought to be imposed depends on the re- 
quirements of the revenue, not the rationale of carryovers. 


THE IMPACT OF FEDERAL INCOME TAXES UPON 
CORPORATE AND INTERCORPORATE FINANCIAL 
REARRANGEMENTS 


LEONARD L. SILVERSTEIN, Washington, D. C. 


The vigor of the present-day corporate merger movement, its rela- 

tively prolonged life, as well as the trend generally toward more fre- 
quent financial readjustments,! would seem to indicate not only the 
existence of a high level of economic activity but in addition the pres- 
ence of a favorable Federal income taxing climate. Moreover, in a 
»eriod such as the present one of sustained high tax rates focused at 
both the corporation and its shareholders, it seems equally unlikely 
that the variety of corporate rearrangements could flourish as they 
have without affirmative stimuli in some significant form from within 
the framework of the Federal income taxing structure. 

This paper will seek to evaluate the foregoing impressions by refer- 
ence to the nature of the tax effects created by these corporate transac- 
tions, primarily from the standpoint of those portions of the statutory 
taxing provisions in which the various intra- and inter-corporate 
financial and capitalization adjustments are reflected.?_ As pertinent, 
the relationship of other elements of public policy or related statutes, 
such as problems involving monopoly generally, will also be consid- 
ered. 

There are involved three basic categories of transactions: 

I. Corporate rearrangements which are, or are akin to, corpo- 
rate distributions to shareholders—stock splits, stock dividends, 
recapitalizations, corporate separations and corporate partial 
liquidations. 

I. Corporate readjustments which expand the corporate enter- 
prise—mergers and acquisitions. 

III. Transactions which reflect the cycle of corporate exist- 
ance—corporate organizations and liquidations. 

It is to be emphasized that the grouping above bears no relationship 
to the actual physica! structure of the Internal Revenue Code. That 
statute reflects the described transactions with varying degrees of 
specification, ranging from total omission* to almost meaningless 


snake mepese on Corporate Mergers and Acquisitions, Federal Trade Commission, May 
, pp. 1-18. 

2See Internal Revenue Code of 1954, subch. C, secs. 301-395 (except where stated 
otherwise, all references to sections are to the Internal Revenue Code of 1954). 
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redundance.* Its language in fact has been written in the hght of a 
lengthy and voluminous history of judicial and administrative inter- 
pretation and encrustation. This, together with the inherent involved 
nature of the transactions in question makes these provisions “* * * 
proverbially the most complicated in the revenue laws;”* the above 
classification has accordingly been chosen in terms of substantive eco- 
nomic effect and without regard to statutory order. Each category 
will be discussed from the standpoint of its financial and tax mechan- 
ics; the tax policy considerations underlying these mechanics will be 
treated in terms of their relationship generally to the economic or 
other factors motivating and implementing the transactions. 


1. Corporate rearrangements which are, or are akin to, corporate dis- 
tributions to shareholders—stock splits, stock dividends, recapi- 
talizations, corporate separations, and corporate partial liquida- 
tions 


The instant transactions involve a readjustment of the capital struc- 
ture of a single corporation. The degree of readjustment extends 
from mere alteration of the number of shares outstanding, as repre- 
sented by the so-called stock split, to ultimate physical division of the 
corporate enterprise, as may occur in a corporate separation. Except 
in the ease of partial liquidations the common denominator is the fact 
that if properly arranged under the statute, each, within limits, may 
be accomplished without any immediate tax effects to the recipient 
chareheaiee Moreover, the new interest received may be disposed of 
by the shareholder, again within limits, at capital-gains rates. 

Stock splits involve no change in the amount of capitalization of 
the corporation, but represent merely a further subdivision of that 
‘apitalization through a reduction in the amount allocable to each 
share. There never has been serious suggestion that these should be 
taxable upon receipt. Notwithstanding, there is considerable cor- 
porate level interest, and constant effecting of these transactions since 
they tend to increase marketability of shares. It should be noted, 
however, that while no tax is imposed upon receipt of new shares in 
a stock split, the basis of the old shares is divided among all of the new 
received.? 

Stock dividends represent a far more troublesome area of treatment 
under the taxing statute and accompanying court decisions. In this 
instance, although no tax is imposed at the time of receipt,’ surplus 
of the corporation is in fact capitalized. At the same time, absent 
special taxing rules to the contrary, stock so received may be disposed 
of in the same manner as his underlying shares, normally at capital 
gains *® as distinguished from dividend rates. If the stock received is 
nonvoting, in no instance is the amount of the shareholder’s man- 
agerial control over the corporate entity affected. This situation, the 
so-called preferred stock bailout,® seems in many respects to con- 


® See, for example, the definition of “recapitalization,” sec. 368 (a) (1) (E). 

* See, for example, sec. 358 (e). 

5 See Peterson, Subchapter C of the Internal Revenue Code of 1954 Corporate Distri- 
butions and Adjustments, Notre Dame lawyer, 1955, p. 617. 

® See, for example, sec. 305 (a) excluding stock dividends from the gross income of the 


§Id., sec. 305 (a). 

® Uniess the shareholder were deemed to be a dealer in shares, the stock would constitute 
a capital asset in his hands. See sec. 1221. 

10 See S. Rept. No. 1622, 88d Cong., 2d sess., p. 46. 
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stitute an example of a corporate capitalization adjustment stimulated 
basically by the taxing statute. Dealt gingerly with by the courts 
the administrative authorities sought to limit the scope of the trans- 
action, oftentimes termed a “device,” by providing in terrorem restric- 
tions upon later disposition of the preferred stock dividend.” Most 
recently, the 1954 revenue statute has specifically attacked the problem 
by permitting receipt of the stock without immediate tax effect, but 
by seeking to insure, in a defined class of cases, that its later disposi- 
tion for cash or its equivalent will be taxed generally in the same 
manner as if such cash had been received in lieu of stock at the time 
of the dividend.“ While this provision may serve to narrow the 
amount of interest on the part of taxpayers and their advisers in 
effecting preferred-stock dividends, the very fact that a specific pro- 
vision of the law treats this question, and that there are limitations on 
its application enabling taxpayers to avoid its impact under certain 
circumstances, would seem to insure a continuation of interest in this 
area.* 

The foregoing is, of course, merely one part of a much larger prob- 
lem concerning the tax treatment of stock dividends generally. 
Although the Congress at one time sought to tax their receipt,” such 
a provision was stricken as unconstitutional in a landmark decision." 
This rule has never been changed, to the extent at least that the pro- 
portionate interest of a shareholder in the corporation is not changed 
by reason of the dividend.’” Although there has been some interest in 
seeking review of this construction in the past, the Supreme Court has 
thus far refused to alter its views.’® Currently, the Congress has 
rendered most of these problems moot by enunciating a position under 
which all stock dividends of whatever nature and irrespective of re- 
sulting proportionality would, subject to relatively narrow exceptions, 
be treated as nontaxable upon receipt.*® 

Underlying the above treatment is a tax policy belief that the con- 
summation of shifts in the equity capital structure of a corporation 
as represented by stock dividends is not an appropriate occasion upon 
which to exact the dividend tax.” Secondarily is the view that such 
a position will eliminate from this area certain purely technical tax 
considerations unrelated to matters of business judgment.”*. A share- 
holder receiving such a dividend is perfectly free to dispose of the 
distributed stock in the same manner and with the same tax effects 
as if he had originally sold his underlying stock. The only exception 
has been previously noted where the stock so received by way of a 
dividend was other than common; in that case the special so-called 
preferred-stock-bailout dividend treatment becomes operative upon 
disposition.” 


1 See Chamberlin v. Commissioner (207 F. 2d 462). 

12 See Darrell, Recent Developments in Nontaxable Reorganizations and Stock Dividends, 
61 Harv. L. Rev. 958 (1948). 

18 See generally sec. 306. 

4 See sec. 306 (b). 

15 See R. A. 1916, sec. 10. 

16 See Hisner v. Macomber (252 U. 8. 189 (1920)). 

1 See, for example, Koshland v. Helvering (298 U. 8. 441 (1936) ). 

18 See Helvering v. Griffiths (318 U. S. 371 (1943)). 

7 See sec. 305 for the general rule. For the exceptions to that rule see sec. 305 (b). 
These involve stock dividends issued subject to an option to receive cash, or stock dividends 
issued in lieu of current dividends in arrears. 

*® See 8S. Rept. No. 1622, supra, p. 44. 

21 1Td., at p. 241. 

2 See sec. 306. 
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It seems quite obvious that the extremely wide latitude given a cor- 
poration to “market” a part of its surplus through a stock dividend dis- 
tribution, always available within limits under the taxing statute, will 
now serve even more than before to stimulate such transactions. In- 
terestingly enough, the restrictions now placed upon the disposition of 
nonmanagerial (preferred) stock serve to underscore the lack of such 
restrictions in the case of dispositions of voting common stock received 
through a dividend.** In terms of economic substance, in the case of 
a Shareholder of a publicly held corporation holding only a minute 
fraction of the outstanding shares, it is difficult to perceive the dis- 
tinction between the receipt and sale of common stock or preferred 
stock initially received as a dividend. While in the former case, re- 
ceipt of common, the sale of such stock technically reduces the share- 
holder’s managerial control, his interest in the corporation may have 
been so negligible before receipt of the dividend that it is not in any 
way affected by later sale of the stock so received. In any event, in- 
terest in this opportunity to shareholders in receiving common-stock 
dividends will certainly not be diminished by the present form of the 
taxing statute. At the same time the management of publicly held 
corporation seems entirely free to declare such dividends as the 
economic needs of their business dictate. 

Recapitalizations—financial readjustments which may involve both 
the debt and equity structure of the corporation—partake of some of 
the characteristics of both “reorganizations” and dividend distribu- 
tions. Mechanically a corporate recapitalization involves the surrender 
of stock (or securities) in a corporation in exchange for new stock (and 
possibly new securities) of that corporation. No new capital is in- 
jected into the corporate enterprise. Normally, although not always, 
all of the shareholders and security holders participate in the recap- 
italization exchange and all of the shares held by them will be 
surrendered as part of the transaction. 

The statutory specification concerning this transaction is sparse. 
All that is expressed is that a “recapitalization” may be accomplished 
without generating immediate tax provided the other “reorganization” 
requirements are complied with.* Such a rule accordingly leaves con- 
siderable leeway to the corporation. If the recapitalization is sought 
to be effected during insolvency, further freedom is afforded.” Not- 
withstanding the economic similarity of a recapitalization to a stock or 
other form of dividend, no special correlation of these transactions 
with dividends generally was provided in the Internal Revenue Code.*° 
The recent tax law changes have recognized this to some extent so 
that if the effect of a recapitalization is the same as that of a preferred 
stock dividend,” or a dividend in bonds,” ordinary income treatment is 
provided. In other respects, however, a corporation is enabled to 
alter completely the managerial relationship of the shareholders or 


See sec. 306 (c) which specifically exempts from the classification of “Section 306 
stock” stock which is “common stock issued with respect to common stock.” Where a 
corporate reorganization, etc., appears, no “common stock,” however received, constitutes 
section 306 stock.” See sec. 306 (c) (1) (B). 

% See generally secs. 354 and 368. 

* See sec. 371. 

* See, however, H. R. 8300, see, 306 (House bill); which was intended to provide such 
correlation. 

27 See see, 306 (c) (1) (B). 

78 See sec. 356 (d). 
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otherwise to readjust its capital structure for reasons of “business pur- 
pose” without tax hindrance.” 

Those readjustments which, to the minds of many, most nearly ap- 
proach dividend equivalence, involve the distribution to shareholders 
of stock and securities of a controlled corporation.** Variously termed 
by tax technicians as “spin-offs,” * “split-offs,” * and “split-ups,” ** de- 
pending upon the details involved, these transactions permit one cor- 
poration to divide its business into two or more segments, to incor- 
porate those segments and to distribute stock of that corporation to its 
shareholders. Such a transaction has been available to corporations 
(although with differing degrees of facility) since the 1920’s.* The 
statute in its present form comes to grips with the problem involved 
more carefully than before and articulates with considerable detail 
the mechanics to be followed. These include a requirement that the 
stock of the corporation which is distributed must have been “con- 
trolled” * by the parent corporation and that both corporations have 
been engaged in the “active conduct of a trade or business” for a period 
of 5 years preceding the distribution.*® Exactly what factors, when 
taken together, constitute a trade or business for purposes of this 
provision of the statute is currently the subject of considerable dis- 
cussion. 

In general, an effort is being made by the administrative authori- 
ties to devise tests for determination of a “business” which will pre- 
vent the use of this provision as a vehicle for the tax-free distribution 
of cash equivalence but at the same time to permit such separations 
to occur in narrow areas. Suffice it to say, the practical problems 
involved are enormous.*’ 


Although the statute contains a general admonition to the effect 
that the transaction must not have the effect of a “device” for dis- 
tributing corporate surplus,** the actual application of this provision 
is somewhat less than clear. Administratively, restrictions may be 
placed upon a subsequent sale *° of the stock of the new corporation 
or of the liquidation of any of the corporations.” 

It is well to observe that one of the announced reasons for enact- 


2 All “reorganizations” must meet a test of “business purpose” first enunciated (in con- 
nection with a corporate division) Gregory v. Helvering (293 U. S. 465 (1935)). 

® See generally sec. 355. 

*1 A distribution of stock without an accompanying exchange by the recipient shareholder. 

* A distribution of stock, where the recipient shareholder exchanges a part of his under- 
lying shares. 

*3 A distribution of stock where all of the shares are exchanged for new stock by the 
recipient shareholder. 

* See, for example, R. A. 1924, sec. 203 (c). This provision which would have permitted 
“spin-offs” as well as “‘split-ups’’ and “‘split-offs,”’ was deleted in the Revenue Act of 1934. 
From that time until 1951 “spin-offs’’ were not available. See IRC 1939, sec. 112 (b) (11) 
which again permitted “spin-offs.” The 1954 code, in sec. 355, treats all technical forms 
of the transactions similarly without regard to internal mechanics. 

* The term “control” involves 80 percent stock ownership. See sec. 368 (c). 

% See sec. 355 (b) (2). 

7 See tentative Treasury Regulations under sec. 855. A corporation may not incorpo- 
rate its investment portfolio or the real estate upon which its business may have been 
conducted. A vertically integrated manufacturing concern may not incorporate one of 
its component divisions and distribute that with tax impunity. On the other hand, where 
a corporation engages in two distinct functions, preferably somewhat dissimilar ones, and 
act of these separately derive taxable income, a separation of that corporation may be 
effected. 

% See sec. 855 (a) (1) (B). This language purportedly writes into the statutes the 
so-called business-purpose test. 

%° See id., which states that the mere fact of a ephecgnent sale is not determinative of 
a tax avoidance oe unless prior negotiation occurred. 

# Althought the statute does not refer to “liquidations” as distinguised from “sales,” 
a liquidation technically is a sale, and it is likely that the Treasury will insist upon a 
representation that no liquidation be contemplated at the time of the corporate separa- 
tion. Were the rule otherwise, taxpayers would be enabled to effect a “Gregory” disposition. 
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ment of the corporate division statute in its current form was to 
permit the separation of the assets of a corporation between divergent 
shareholders where such division is required pursuant to an anti- 
trust decree." Apparently, although it is nowhere expressed, the ef- 
fect of this is to treat the penalties resulting from the economic fact 
of division as sufficient to compensate for the wrong sought to be 
corrected by the antitrust decree. It is doubtful if such a result has 
been fully considered in terms of its broader antitrust implications.* 

Finally there must be mentioned the relationship of partial liqui- 
dations to corporate distributions generally. Mechanically such a 
transaction involves a redemption of a part of the shareholders’ stock 
in exchange for corporate assets (or the proceeds of their sale). In 
such case, if the “partial liquidation” definition has been complied 
with, a sale of the stock is deemed to have occurred with capital gains 
treatment normally resulting.** In order to effect a partial liquida- 
tion however, the corporation must alter considerably some portion 
of its corporate level activity. Thus, if the corporation carries on 
two or more businesses, one of these may be distributed in kind to 
shareholders, or one be sold and the proceeds distributed.** Simi- 
larly, whether or not two or more such businesses exist, if the corpora- 
tion materially reduces the scope of its activities, i. e., if it effects a 
“corporate contraction” and thereby obtains excess working capital, 
such may be treated as a partial liquidation distribution.“ 

Sometimes a partial liquidation may be caused by reason of events 
beyond the corporation’s control, such as in those cases where a fire 
destroys an insured part of the corporate facilities. In lieu of re- 
habilitating the destroyed facilities, the insurance proceeds may be 
partially liquidated.*® 

In each of these instances, a portion of the corporate assets, other- 
wise referable to surplus (with inherent dividend potential) may be 
distributed at an immediate tax price midway between the no cost of 
a dividend and ordinary income levy of a cash (or its equivalent) div- 
idend. The rationale of this distinction may be explained in part 
by the fact that the partially liquidated assets have been removed 
from “corporate solution” in part, thereby requiring imposition of 
some tax, but that in addition certain extraordinary corporate level 
activities have occurred justifying a preferential taxing rate. Un- 
fortunately the application of this provision is plagued by certain 
purely technical difficulties, involving in part the lack of some ex- 
plicit correlation with corporate separation generally. The provi- 
sion in its intended form gives to the corporation an additional op- 
portunity of divesting itself of part of its net worth at a calculated, 
relatively minimal, tax cost to shareholders. 

In this area in general, interest in effecting changes in the corporate 
capital structure through recapitalization, etc., will remain intense so 


“1 See S. Rept. No. 1622, supra, at pp. 266—267. 

“It is also doubtful that the full income-tax implications of this transaction have been 
considered. Since in any of these instances of “non pro rata” divisions, the reality of the 
transaction is a sale between shareholders (each obtaining different portions of the old 
corporation), no question of dividend equivalence is involved. The issue in these cases is 
one of deferred tax or capital-gains tax, but not of ordinary income. Possibly special rules 
for “non pro rata” split-up should be considered for inclusion in the statute. 

*8 See sec. 331 (a) (2). 

* See. 346 (b). 

* Sec. 346 (a). 

* See S. Rept. No. 1622, 83d Cong., 2d sess., p. 262. 
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long as it is possible, to any extent, to retain corporate earnings at a 
maximum price of the corporate rate and to defer additional dividend 
tax upon shareholders until such time as cash or its equivalent has been 
distributed. Removal of this divergence in treatment, for example, 
through a broader current credit for dividends received, would, it 
would. seem, mitigate some of the pressures to effect these readjust- 
ments artificially. On the other hand, these corporate rearrange- 
ments, including recapitalizations and stock splits effected for reasons 
solely relating to better marketability of public issues, etc., may well 
continue to dev elop in terms of the economic and business realities 
of the moment without special regard to tax implications. Stated 
otherwise, the basic problems here may well involve the inability of 
the technical framework of the statute to cope with the inherent differ- 
ences between the publicly held management-controlled corporation 
and the incorporated family enterprise. 


II. Corporate readjustments which expand the corporate enterprise— 
mergers and acquisitions 

In many respects the mechanical means whereby corporate mergers 
and consolidations may be effected are the most complex of all of the 
corporate rearrangement provisions and the resulting tax attributes 
most widely varied.*’7 Generally stated, these transactions involve a 
union of two or more corporate entities pursuant to State statute (i. e., 
the so-called statutory merger or consolidation) or merely by 
force of intercorporate action, i. e. the nonstatutory “practical mer- 
gers.” 

Practical mergers take 1 of 2 forms, viz, “stock for stock” ® or 
“assets for stock” ® exchanges. In the former case, one corporation 
acquires a controlling interest in the stock of another, the shareholders 
of the absorbed corporation receiving in exchange for their shares 
stock in the acquiring entity. No transfer of assets occurs within any 
of the corporations, parties to this transaction, and the relationship of 
those corporations after the transaction becomes that of parent and 
subsidiary. 

Statutory mergers and consolidation and “assets for stock” acquisi- 
tion involve generally two steps. A transfer of assets first occurs from 
the disappearing to the acquiring corporation in exchange for stock 
of the acquiring corporation.™ "At that stage the sole assets of the 
disappearing corporation are stock of its tré ansferee. The second stage 
of the transaction contemplates an exchange by the shareholders of 
the absorbed corporation of their old stock for new stock of the sur- 
viving entity.°* Each of these steps results in no taxable gain or de- 
ductible loss if the exchange occurs as part of a “reorganization.” © 

As in the case of recapitalization adjustments, the nature of the acts 
involved (the exchange of property for stock by a corporation and 
the exchange of stock for stock by a shareholder) may generally under 
broader taxing principles constitute a tax-generating event.* For 


47 See generally, sube 

48 See sec. 368 (a) (1 

4° See sec. 368 (a) (1 

50 See sec. 368 (a) (1 

5! This is specifically tre ated as tax free under sec. 361. Some question exists as to 
whether a corporate level transfer occurs in a statutory merger, the theory being that 
there is corporate union by virtue of the authority of the laws of a sovereign jurisdiction. 

5 This exchange is tax free under sec. 354. 

53 See sec. 368 generally. 

5 See sec. 1 


h. C, pt. III, sees. 354—368. 
) (A). 
) (B). 
) (C). 
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this reason it would seem that the very fact that the statute has for 
years carved out an exception provided the exchanges occur in con- 
nection with a “reorganization,” is certain to provide its own impetus 
toward consummation. Other motivating factors may of course also 
be present. For example, the absence of a ready market for the 
stock of a closely held enterprise together with the immediate imposi- 
tion of tax, should such a sale be effected for cash or its equivalent, 
could well impel the shareholders to seek a so-called tax free acqui- 
sition. Indeed, such a desire is often heightened by the fact that 
under the present taxing code, should the sellers hold the stock so 
acquired until death, no income tax whatsoever may become payable.” 

On the other hand, the fact that a suitable acquiring corporation 
cannot. be found which is willing to take part on a “tax free” basis, 
may not necessarily stifle the merger. And many occur in precisely 
such a “tax paid” fashion. . 

The consequences in those instances are nevertheless normally capi- 
tal gains. 

The corporate procedures under which the merger transactions were 
effected had, to a large extent, been fully developed to a high degree 
of sophistication far in advance of any 7 eae treatment in the Fed- 
eral income taxing statute.” In the absence of specific statutory 
characterization in the early versions of the Income Tax Act, the tax 
effects of the various financial adjustments were determined by the 
courts in terms of general principles. And the conflicting decisions 
seem to provide little useful precedent.** 

Not until 1918 did the Congress specifically carve out of the income- 
tax laws its first primitive exception to the rule of taxation for ex- 
changes in connection with reorganizations.°® At that time the coun- 


try had already experienced its first major merger wave.*® As the 
years passed, a statutory pattern developed which sought to draw a 
line between mergers in which the parties exchanged stock interests 
for items representing cash equivalence and those in which the new 
interests received represented substituted evidence of corporate own- 
a modified only by reason of the merger.*t In the former case, 


a “sale” was deemed to have occurred justifying imposition of tax; 
in the latter case, the transaction was not deemed sufliciently “closed” 
to constitute a taxable event.** In a somewhat similar vein, the 
courts also developed an additional rule to the effect that if the interest 
of the parties in the merged entity was a proprietorship, one evidenced 
by stock, but was nevertheless so small in relationship to total stock 


5 See sec. 1014. 

% See Butters et al., Effects of Taxation on Corporate Mergers (Boston, 1951), pp. 178, 
29 
& See id., at p. 1, et seq. : 

See, for example, Marr vy. U. 8. (268 U. S. 536 (1925)) and cases therein cited. 
Apparently one of the tests of taxability depended upon whether the shareholders of any 
of the corporations parties to the transaction received stock of a corporation newly incor- 
orated in a different State. See als» for a general discussion of these problems, Paul, 

tudies in Federal Taxation, Third Series (1940), pp. 3-42. 

® See Revenue Act of 1918, sec. 202 (b). 

© This occurred in the 1890’s with the formation of the so-called trusts. 

* More carefully developed reorganization provisions appeared in revenue acts suc- 
ceeding that of 1918. See Revenue Act of 1921, see. 202 (c), Revenue Act of 1924, sec. 
203 (d), and Revenue Act of 1934, sec. 112 (g). The 1924 act is the nucleus upon 
which the present merger provisions have been based. The 1934 act represented the 
form in which they were cast until the 1954 code revision. 

@This represents the judicially developed ‘continuity of interest’ doctrine. For 
example, if siock is surrendered in a merger for bonds and cash leaving the exchanging 
shareholder no equity interest whatsoever in the surviving entity, a ‘sale’ has occurred. 
LeTulle v. Scofield (308 U. 8S. 415). 
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ownership in the merged entity to prevent the continuance of any 
effective ownership, in such case the transaction amounted to a taxable 
sale. Such a “relative size” doctrine has, however, never been ac- 
tually articulated in the taxing statute; and recent attempts to do 
so failed after considerable public outcry.™ 

An additional condition both expressed and implied in the Internal 
Revenue Code requires as a basis for nontaxable merger that the fusion 
represent the entirety of the entities involved. If the acquiring corpor- 
ation does not obtain “substantially all” © of the assets of the disap- 
pearing corporation the transaction may constitute a taxable event. 

Overall, an additional and ambiguous requirement pervades the ap- 
plication of the merger laws. This requires that independently of 
tax considerations, there must be an independent “business purpose” 
for the transaction.® 

It must be borne in mind, of course, that oftentimes a taxable result 
is sought for by the taxpayer. This would occur in any situation in 
which a deductible loss would result from an exchange, and for this 
reason the Treasury Department in 1934, the Congress ultimately 
agreeing, refused to abolish the so-called tax-free reorganization pro- 
visions from the statute because of the possible adverse effect of an 
agglomeration of losses upon the revenues.® 

As between those mergers which may or may not tend to stultify eco- 
nomic competition, the taxing statute seems almost to operate at cross 
purposes with the spirit of the antitrust laws. Under the Internal 
Revenue Code the merger movements of the late 19th century which 
saw the formation of the so-called monopolistic trust would constitute 
classic examples of appropriate preservation of continuity of in- 
terest justifying no immediate imposition of tax. On the other hand, 
the acquisition of a small operating business by a larger enterprise 
pointed toward in current studies of merger trends as “nonevil” trans- 
actions may be viewed to some extent with disfavor because the share- 
holders of the disappearing company see such a small continuing in- 
terest in the acquiring corporation as to barely satisfy a continuance 
of their prior ownership.* 

In periods of declining prices, where full taxation of realized 
losses would give rise to deductions, the nonrecognition of loss features 


® See Helvering v. Minnesota Tea Co. (296 U. S. 378 (1935*). “And we now add that 
this interest must be definite and material; it must represent a substantial part of the 
value of the thing transferred. This much is necessary in order that the result accom- 
plished may genuinely partake of the nature of merger or consolidation.” 

* See H. R. 8300, sec. 359 (House bill), which would have prohibited mergers between 
companies unless their relative size was 4 to 1. This provision was stricken after con- 
siderable discussion before the Senate Finance Committee. See hearings on H. R. 8300, 
Senate Finance Committee, 83d Cong., 2d sess., vol. 1. 

® See sec. 368 (a) (1) (C), sec. 368 (a) (1) (B). In the latter case it is necessary that 
“control” be acquired (or have been acquired prior to the transaction). 

See Gregory v. Helvering (293 U. 8. 465 (1935)). This case involves corporate divi- 
sions, and therefore based on its facts would seem to have little relationship to merger 
situations. Nevertheless the courts have applied the Gregory doctrine to strike any 
reorganization transaction the effect of which is a tax-manufactured sham. 

® In 1933 the subcommittee of the Ways and Means Committee studied the entire ques- 
tion of the propriety of tax-free treatment for corporate mergers. The recommendation 
of this committee was that such tax-free provisions should be abolished from the statute. 
See report, Ways and Means Subcommittee, 73d Cong., 2d sess., December 4, 1933. The 
recommendation of this subcommittee was opposed by the Treasury because of a fear that 
the depression-incurred losses would become deductible. The Congress continued the tax- 
free nen provisions with considerable redrafting. See Revenue Act of 1934 
sec. g). 

*® See Butters et al., supra, et seq. It is here pointed out that the difference between 
the existing merger movement and the earlier one is the preponderance of small firms 
among the acquisition by large companies. As a result the authors conclude that the 
mergers do not basically effect concentration in industry. 
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of the present merger rules would inhibit those transactions whereas 
economic reasons may compel retrenchment through consolidation. 

In general, it may be stated that the taxing statute’s preoccupation 
with the problem of whether a sale has in fact occurred, that is whether 
the transaction is sufficiently closed, to provide a readily identifiable 
event upon which to base a tax has little genuine relationship with the 
economic and sociological implications resulting from the union of two 
or more corporations. Where the tax laws treat a transaction as 
most unlike a sale, i. e., where the enterprises to be joined are identical 
in nature and relatively similar in size, the antitrust statutes view the 
same transaction (at least as respects large corporations in similar 
businesses), as one providing the most fertile climate for a tendency to 
monopoly to germinate. 


III. Transactions which reflect the cycle of corporate existence— 
corporate organizations and liquidations 

There are also specially characterized within the income-taxing 
structure those tax effects which result from transactions involving 
the actual mechanics of the corporate cycle of existence, i. e., the 
organization and liquidation of the corporate enterprise.” 

For approximately a quarter of a century,” the statute has provided 
for mandatory nonrecognition of both gain and loss where persons 
transfer property to a newly organized corporation in return for its 
stock and “securities,” provided the stock is received (in an amount 
which grants “control” to the transferors).” Such a rule is intended 
to prevent the creation of fictitious losses through the mere fact of 
incorporation. At the same time, persons having the depreciable 
property may not contribute these to a corporation which they con- 


trol, pay the price of a capital gains tax and thereby obtain a new, 


and higher, basis for depreciation, deductible in full against ordinary 


income.” 

Recent. changes in the revenue laws have underscored completely 
this basic policy, viz, that incorporation of unincorporated assets 
(whether or not a going concern) should remain a totally tax-free 
event.” Once such assets are transferred to the corporate entity, 
however, different results obtain. At that stage the assets so trans- 
ferred become “locked” in corporate “solution” and may not be re- 
trieved without tax-generating consequences. Thus, if prior to their 
distribution, the corporation has developed earnings, the amount of 
that surplus must be taxed at dividend rates before the stock invest- 
ment can be recouped.” Other less burdensome alternatives (produc- 


® This area is treated generally in the code in subch. C, pt. II, secs. 331-346. 

% See Revenue Act of 1921, sec. 202 (ec) (3). 

a The present provision is sec. 351. ‘Control’ as defined in sec. 868 (c) requires 80 
percent stock ownership. f 

7 See in this connection sec. 1239 which treats gain on the sale of assets to a controlled 
corporation as short-term capital gain under certain circumstances. 

7% The 1954 code in sec. 351 eliminated the so-called proportionate interest test. Un- 
der this test in prior law it was necessary that the stock and securities received by the 
transferors be substantially in proportion to the assets transferred to the corporation, 
The application of the test created a great many difficulties of interpretation. The policy 
of the new statute is to treat every new corporation transfer as a tax-free event. If in 
fact disproportion results then, the transferors are to be taxed separately inter sese. See 
S. Rept. 1622, supra, pp. 264-265. This section is, however, not without its own difficulties, 

™ The rule of dividend taxation before investment recovery applies or to returns on 
stockholding. It does not apply to satisfaction of bond indebtedness. For this reason 
there is considerable interest upon the initial incorporation of a business of making the 
capitalization as “thin’’ as possible. Taxpayer enthusiasm for heavily weighted debt-to- 
equity capitalization is further heightened by the fact that interest payments on the 
bonded indebtedness are deductible, whereas dividends on stock are not. 


68595—55——41 
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ing capital-gains consequences on the total of the investment) may re- 
sult in those instances where it can be found economically feanible to 
sell the stock, cause the corporation to redeem a portion of it under 
certain circumstances, or cause a liquidation of the corporation. 

Mechanically a corporate liquidation involves as usual merely an 
exchange of stock for the assets (ur the proceeds of their sale). If 
all of the assets are exchanged, the transaction may be termed to be 
in “complete” liquidation.” If only part of the stock is exchanged 
for part of the assets, the transaction may be viewed as in “partial” 
liquidation.” Both types of liquidations may involve situations 
in which the assets withdrawn are used to carry on the same busi- 
ness as heretofore in noncorporate form. In such instances, the 
shareholder is entitled to withdraw assets referable to earned surplus 
of the corporation containing a dividend tax potential at the price of 
a capital-gains tax. Additional special rules modify this result 
somewhat where, for example, the corporation to be completely liqui- 
dated is the wholly owned, or substantially wholly owned, subsidiary 
of its parent shareholder. In that case the liquidation may occur with 
colorless effect to both parties to the liquidation, i. e., no gain or loss 
of any sort is recognized, and the assets are received by the parent 
shareholder at the basis at which they were held by liquidated 
corporation.” 

Another special rule is available where the corporation’s major assets 
are property which has appreciated in value, and where the corporate 
earnings are minimal. There the liquidation may occur in substance 
without tax on the amount of appreciation.’® 

Quite obviously the problems of liquidating the corporate enterprise 
are more nearly those of the moderate to small shareholder-controlled 
corporation. Here the opportunities are greatest for arrangement of 
circumstances to mitigate the impact of the dividend tax on corporate 
distribution with the lesser capital-gain levy on liquidation. Problems 
in this area are most acute where the purchase and sale of a business 
is involved. In recent years, entirely too much effort has been de- 
voted both by the tax practitioner to developing, and the Congress to 
combating, devices which artificially seek to take advantage of the 
capital-gains consequences resulting upon a corporate liquidation in 
whole or in part. The first step toward a realistic approach to the 

roblems involved in a business transfer was taken in 1954." It is to 
e hoped efforts in this direction will continue in the future. 

The past history of corporate liquidations contains substantial evi- 
dence of a tendency to treat transfer in liquidation as dividend dis- 
tributions, rather than sales.** Possibly the tax policy pendulum will 


™% The entire subject of stock redemption which may involve capital-gains consequences 
depending upon the facts not treated in this paper. See sec. 302. 

7% See sec, 381 (a) (1). 

7 See sec. 331 (a) (2) and sec. 346. 

7% See sec. 332. 

7 See sec. 333. The actual application of this section is somewhat detailed, involving 
an election on the part of the various shareholders. The assets are taken by the share- 
holders at a basis equal to the cost of the shareholders’ stock increased by any gain recog- 
nized on the transaction. The gain is recognized with respect to certain liquid assets. 
neey income tax may occur, as respects that portion of the gain not in excess of the 
shareholders’ ratable share of the corporation’s earnings. See sec. 333 (e). 

8 See in this connection sec. 337. 

Si Id. sec. 337, however, does not settle all of the problems involved in purchase and 
sale of a business. The taxpayer is still forced to observe needless formality. The tech- 
nical difficulties in this are considerable. There is als> needed more careful statutory 
correlation between the application of sec. 346 dealing with partial liquidations and sec. 
355 dealing with corporate separation generally. 

82 As late as 1921 distributions and liquidations were treated as a dividend to the extent 
of corporate earnings. See Revenue Act of 1921, sec. 201 (c). 
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shift once again. Such a likelihood seems properly remote. On the 
other hand, it seems essential ultimately, that legislation on an overall 
basis be produced which will eradicate to the fullest extent — 
the wide differentiation between the taxation of ordinary and liquida- 
tion distributions. 

Although generalizations serve little, if any, useful purpose in an 
area such as this, involving a multitude of economically varied and 
technically complex transactions, this may nevertheless be stated: 

Over the years, the taxing statute has evolved a pattern for tax- 
ability for corporate financial rearrangements which operates ince- 
pendently of, and sometimes almost at variance with, the application 
with other regulatory provisions of public policy. Special considera- 
tion should be given to the relationship of the taxing statute to those 
laws. 

To the extent possible this relationship should be made harmonious. 
At the very least, there should, perhaps, be fuller awareness of more 
of the non-tax implications when the taxing laws are framed. For 
example, the question of whether an acquisition effected between two 
companies of totally disparate size is in reality a taxable sale, may pre- 
sent consideration suggesting an affirmative answer from the stand- 
point of closed transactions principles of taxation. On the other hand, 
a different question is presented when the same problem is viewed from 
the perspective of public policy generally. Possibly from this stand- 
point such acquisitions (enabling larger companies to diversify and 
owners of smaller businesses to obtain a marketable substitute for their 
stock) should be favored. But the battleground for determination is 
certainly not (as it was in 1954) the Internal Revenue Code. 

An additional problem concerns the multiplicity of avenues for 
effecting a particular desired corporate management result, and the 
differing tax consequences produced dependent upon the route chosen. 
Thus, under the present statute, stock dividends are treated somewhat 
differently from a transaction technically termed a “recapitalization” ; 
more latitude is afforded the merger of two or more corporate entities 
in those cases where it is possible to effect the transaction pursuant 
to State statute than otherwise; a partial liquidation and corporate 
separation are treated differently in important aspects; there are 
doubtless other such situations. While complete symmetry may never 
be achieved in every respect, it would seem that a major tax policy 
goal, in its technical aspects at least, should include objectives directed 
at narrowing the gap batiresis substance and form. This should not 
be merely a perennially pious hope. The areas of anomaly are well 
known. Their removal requires only a willingness to abandon familiar 
language patterns. 

A review of the previously discussed groupings of corporate rear- 
rangement procedures indicates that much of the impetus directed to- 
ward artificially generated tax devices stems from the wide tax rate 
differentials characterizing the various transactional forms. So long 
as the dividend tax is more burdensome than the rates imposed upon 
capital gains—or so long as a corporate distribution may take either 
of such forms (and indeed may be effected in stock without any im- 
mediate tax effects whatsoever)—pressures for tax framing will re- 
main acute. A partial solution could be achieved through elimina- 
tion, or at least reduction of the rate differentials when applied to 
all corporate emanations having the form of corporate distribution. 
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The obvious technical and other difficulties involved in the fore- 
going, suggest that perhaps the most realistic approach ultimately is 
for the taxing statute to frankly recognize the distinctive nature of a 
private corporation, and to develop special and uniform rates char- 
acterizing a shareholder’s relationship with that entity. This would 
have the additional effect of unfettering public corporations from 
many of the restrictions now affecting their activities. While it is 
fully understood that the technical problems involved first in defining 
fairly the nature of such a corporation and thereafter in producing 
workable rules are enormous. Moreover, memory is still fresh of the 
misunderstood charges of small-business discrimination which resulted 
when the House of Representatives in 1954 sought to give effect to this 
distinction even in very limited form. On the other hand, if the evolu- 
tion of the taxing statute is to keep pace with that of the economy 
itself, the time for such a first attempt has surely now arrived. 


EFFECT OF THE CORPORATE INCOME TAX ON 
MANAGEMENT POLICIES 


Harry J. Rupick, Lord, Day & Lord, New York City 
I. Score or Inquiry 


It is abundantly clear—at least to a tax practitioner—that with tax 
rates at current levels, the provisions of the Federal income-tax law 
exert a significant influence on corporate management policies. The 
degree to which executive judgment is affected, that is, made different 
from what it would be in the absence of the corporate income tax, 
will, of course, vary with time, environment—psychological as well 
as physical—industry, and the individual corporation and its man- 
agement personnel. But it is plain that in certain areas, at least, cor- 
porate action or inaction will be influenced to a substantial extent— 
in some cases to a compelling extent—by the tax consequences of such 
action or inaction, Where management and ownership of the cor- 
poration are the same, tax considerations will usually assume a greater 
importance than where management and stock ownership are dis- 
parate. Where a corporation is publicly owned, tax considerations 
may be pushed to the background by other factors such as manage- 
ment-stockholder relationships or public relations generally. How- 
ever, even in such companies, management policies are affected to 
some degree by the provisions of the Federal income-tax law. 

Potentially the topic is extremely broad, covering such matters as 
the extent to which the character of corporate financing is dictated 
by tax consequences, i. e., how much of the original or additional 
capital shall be represented by debt (bonds) and how much by pre- 
ferred or common stock; the extent to which wage policies and price 
policies are shaped by the tax law; the extent to which corporate com- 
binations (mergers, consolidations, etc.) and corporate divisions (spin- 
offs and splitups) are impelled by the tax law; and in the case of pri- 
vately owned corporations, whether the business shall be carried on in 
corporate form at all. Most of these matters will be the subject of other 
papers in the series. At any rate, they are outside the scope of the 
present paper which will be confined to two major headings: (1) the 
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effect on management policy of the penalty tax’ on corporations 
which improperly accumulate their earnings, i. e., in order to save 
their shareholders from the imposition of the individual tax on such 
earnings; and (2) the effect of the ordinary tax on corporate expendi- 
tures for such items as advertising and sales promotion, expense 
accounts, capital asset acquisitions, research and development expendi- 
tures, employee benefits (sick benefits, life insurance, pension, and 
profit-sharing plans), and charitable contributions. Some of these 
expenditures are to be covered in detail by other papers. Here they 
will be considered largely in the aggregate. 


Il. Tue Penatty Tax on UNREASONABLE ACCUMULATION OF CoR- 
PORATE PROFITS 


1. FUNCTION OF THE TAX 


In any income-tax system which imposes higher rates of tax on 
individuals than on corporations, a provision to prevent, or at least to 
discourage, the use of the corporate entity as a means of avoiding the 
higher individual rates is virtually indispensable. Unhampered by 
such a provision, the industrialist or investor in the high surtax 
brackets will obviously find it advantageous to incorporate his busi- 
ness or form a corporation to hold his investments. By interposing 
the corporate entity between his income and himself and accumulating 
in the corporation whatever part of its income is not required for 
his personal needs or desires, he will be able to escape the surtax on 
the amount accumulated.? 

The acuteness of the need for a deterrent varies according to the 
spread between the rate of tax on corporate income and the top rate 
applicable to individual dividend income. The maximum spread un- 
der current law is 57 percent, that is, the difference between the lowest 
corporate rate of 30 percent tepphcabis to the first $25,000 of a cor- 
poration’s taxable income) and the highest individual rate applicable 
to dividend income, 87 percent.* As to corporate income taxable at 
the 52 percent rate, the maximum spread is 35 percent, enough to 
present an important problem: how may the revenue be safeguarded 
without at the same time interfering with legitimate corporate ex- 
pansion and protection against the proverbial rainy day? That the 
Government revenue would be significantly greater if there were no 
barrier between corporate earnings and individual tax rates may not 
be doubted.‘ 

Congress recognized the problem from the very beginning of the 
modern income-tax era and every income-tax law since the 16th amend- 
ment to the Constitution (1913) has contained some provisions de- 
signed to prevent the utilization of corporations as a means of escaping 


1 See. 531 of the 1954 Internal Revenue Code. All statutory references herein are to 
the 1954 code unless otherwise indicated. 

2 Rudick, Section 102 and Personal Holding Company Provisions of the Internal Revenue 
Code, 49 Yale L. J. 171 (1939). 

’The top individual tax rate is 91 percent. However, a credit of 4 percent is allowed 
with respect to dividend income (sec. 34). 

‘In 1954 corporations distributed $9.9 billion in dividends as against earnings for that 
year after taxes of $17.8 billion, a ratio of about 56 percent. Projected figures for 1955, 
based upon the first quarter of this year show earnings after taxes to be $20.3 billion as 
against distributions of $10 billion, or a ratio of about 50 percent (Council of Economic 
Advisers Report on Economic Indicators, p. 24 (June 1955)). In 1933 a former chairman 
of a House Ways and Means Committee estimated that the Government had lost over 
$1 billion in tax as a result of not taxing the shareholders on their proportionate shares 
of the corporations’ undistributed earnings (Green, The Theory and Practice of Modern 
Taxation (1933), 140). This estimate was undoubtedly very conservative. 
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individual tax. The present Internal Revenue Code contains, as did 
its predecessor, multiple provisions designed to this end.’ 


2. HISTORY OF THE TAX ON IMPROPER ACCUMULATIONS OF SURPLUS 


A brief statement of the background of the taxing provisions should 
be helpful to an understanding of the problems generated by the 
penalty tax. As indicated above, the income-tax law has from the 
outset (1913) contained a penalty section applicable to the income of 
corporations formed or availed of for the purpose of preventing the 
imposition of the surtax on their shareholders through the medium 
of accumulating their earnings instead of distributing them. How- 
ever, the acts passed from 1913 to 1918 did not impose any penalty 
on the corporation itself; instead the shareholders of a corporation 
guilty of harboring the condemned purpose were taxed on their pro 
rata shares of the company’s earnings. In 1920 doubts about the con- 
stitutionality of this method of applying the penalty were roused by 
the Supreme Court’s decision in Hisner v. Macomber, and in 1921, 
Congress, apprehensive that the penalty section as it then stood might 
be invalid, abandoned the scheme of taxing the shareholders and be- 
gan with the law of that year to impose a penalty tax against the 
corporation. The validity of the original method of imposing the 
penalty tax on the shareholders rather than against the corporation 
was never directly tested in the courts.° 

From 1921 to 1939 various amendments were made to eliminate 
defects in the 1921 act by strengthening the section and increasing the 
penalty. The most important ‘of these amendments occurred in 1934 
and 1937 when separate classifications were established for “ ers sonal 
holding companies” and “foreign personal holding companies.” A 
company falling in the first of these categories was subjected to a pro- 
hibitively high penalty surtax on its undistributed income,” regard- 
less of the motive for nondistribution, thus effectively forcing distribu- 
tions of income by such companies to shareholders; while in the case 
of a company falling in the second category; that 1 is, a personal hold- 
ing corporation organized under the law of a foreign country but 
owned to a major extent by American citizens or residenita, such citi- 
zens or residents were taxed on the undistributed income of the 
corporation.” 

Even with these amendments, the section was not a particularly 
efficient instrument. This was demonstrated when the undistributed 
profits tax enacted in 1936 unleashed an unprecedented flood of divi- 


5 There are now logically grouped in subchapter C of the income tax chapter of the code. 
6A somewhat more extensive history of the statutory provisions up to 1939 is given in 
Rudick, note 2, supra, p. 173 et seq. 

7252 U. S. 189 (1920). In Collector v. Hubbard, 79 U. S. 102 (1871), the Supreme 
Court had held valid a provision in one of the Civil War Income Tax Acts which required 
the shareholders of a corporation to include in taxable income their proportionate shares 
of the corporation’s income, whether distributed or not. In holding that the income tax 
on a stock dividend of common on common was unconstitutional, the majority in the 
Macomber case declared that the Hubbard case was overruled by Pollack v. Farmers Loan 
& Trust Co., 158 U. S. 601 (1895), thus intimating that a tax on the shareholders’ respec- 
tive shares of the undistributed earnings of the corporation prior to dividend declaration 
was not an income tax but a property tax and so invalid unless apportioned according to 
population. The Hubbard case, however, is perhaps still good law. See Rudick, op. cit. 
supra, note 2, pp. 210-211. 

5 See 13 arent. 350, 67th Cong., 1st sess., 13 (1921) ; S. Rept. 275, 67th Cong., 1st sess. 
16-17 (1 

® Rudick, op. cit. supra, note 2, p. 174. 

% By what is now sec. 541 

“By what is now sec. 551. 
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dends.* The undistributed profits tax of 1936 was highly unpopular 
among businessmen—to this day it is anathema to most of them— 
and it was soon repealed. Parenthetically, I venture to suggest that if 
the undistributed profits tax had supplanted the corporation income 
tax instead of merely complementing it, and had been at a moderate 
flat rate, its fate might well have been different. 

During the 15 years from 1939 to 1954, only a few amendments to 
the penalty tax on improper accumulations of surplus were enacted, 
none of them of any great significance to the present discussion with 
the exception of the provision which removed a net long-term capital 
gain (less the tax thereon) from the measure of the tax." Apart from 
reductions in the rate of the tax, this was the first move in the direc- 
tion of mitigating the threat of the penalty. The second such move 
came last year. 

The Revenue Code of 1954, in response to the urgings of various 
business and professional groups, made a number of important changes 
in the statute, described below, which may have weakened—this will 
not be disclosed until the courts construe the new provisions—the 
position of the tax collector in his effort to prevent the use of the cor- 
poration as a shield against individual tax."* 

The present provisions are thus the crystallization of 40 years of 
effort to prevent the utilization of corporations as a devise to escape 
individual taxes.” 


3. DESCRIPTION OF THE CURRENT STATUTE (1954 CODE, SECS. 531-537) 


The ultimate test of liability remains what it has always been, 
namely, the existence of a purpose to avoid the income tax with respect 


to the shareholders * by permitting the earnings to accumulate in- 
stead of being distributed.” The rate of tax also remains as it was: 
2714 percent of the first $100,000, 3814 percent of the remaining tax- 
able income which measures the tax, but the measure of tax has been 
changed. Up to 1954, the tax, if it applied at all, was measured, 
speaking generally, by the entire undistributed income of the taxable 
year exclusive of a net long-term capital gain.* Under the 1954 Code, 
the measure of the tax, now called accumulated taxable income,” is 
constricted to the amount which remains after deducting a credit *° 


12 Dividend distributions by corporations having net income in 1936 and 1937, the 2 years 
during which the undistributed profits tax was in full effect, amounted to $7,179 million 
and $7,308 million, respectively, as compared with $3,822 million and $4,651 million, re- 
spectively, for 1934 and 1935, and $4,780 million and $5,562 million, respectively, for 1938 
and 1939. U.S. Treasury Department, Statistics of Income for 1939, pt. 2, p. 15 (1939). 

‘Ss Revenue Act of 1951, sec. 315 (a). 

“4 The Senate Finance Committee deleted a provision in the House bill which would have 
exempted from the so prmemen of sec. 531 publicly held corporations. A publicly held 
corporation was defined as one with at least 1,500 stockholders, no more than 10 percent 
of the stock of which was owned at the close of the taxable vear directly or indirectly by 
any one individual. In applying this 10 percent tax, the family attribution rules and 
constructive ownership rules applicable to personal holding companies were to be applied. 

_ The penalty tax is applicable to foreign as well as domestic corporations under certain 
circumstances, 

_®“TOjr the shareholders of any other corporation.”’ The alternative clause is to cover 
situations where another company, e. g., a parent company, is interposed between the tax- 
payer corporation and the ultimate shareholders. 

" See. 531 (a). As indicated above, the tax does not apply to personal holding com- 
panies and foreign personal holding companies nor does it apply, of course, to corporations 
exempt from income tax. Sec. 532 (b). Certain exempt organizations which improperly 
accumulste earnings may lose their exempt status. Sec. 504. 

In the words of the statute, “The excess of net long-term capital gain over the short- 
term capital loss.” Until 1951, a net long-term capital gain was also included in the 
income which measured the penalty tax. See note 13, supra. 

_'* The accumulated taxable income consists of taxable income after adjustment as pro- 
vided by see. 585. The principal adjustments are allowances for nondeductible income 
taxes, a net capital loss and charitable contributions in excess of the 5 percent limit of 
sec. 170 (h) (2), and the disallowance of loss carryovers and carrybacks. 

* Sec. 535 (c). 
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equal, in the case of a company which is not a mere investment or 
holding company, to such part of the earnings of the taxable year as 
is retained for the reasonable needs of the business, and this credit 
can never be less than the excess of $60,000 over the accumulated earn- 
ings at the beginning of the taxable year. In other words, an oper- 
ating company is permitted to accumulate an aggregate of $60,000 
in earnings—not $60,000 per annum—without running afoul of the 
tax" Under another provision which is new in the “1954 Code, in 
computing the accumulated taxable income of the taxable year (as 
well as the accumulated earnings at the beginning of the next taxable 
year), a dividend distribution made on or before the 15th day of the 
third month following the close of a taxable year is counted as if it 
had been made on the last day of such taxable year. Under still 
another provision which is new in the 1954 Code, the meaning of 
“income accumulated for the reasonable needs of the business” is 
amplified by providing that the term “reasonable needs of the business” 
includes “the reasonably anticipated needs of the business.” * 

A mere holding or investment company is also allowed under the 
new law a minimum aggregate accumulation of $60,000, but for some 
reason is not allowed any credit beyond this even though it may 
justifiably argue that income beyond this would be for the reasonable 
needs of the business. Thus, once such a company reaches an accumu- 
lation of $60,000 and is found to have cherished the nocent purpose, 
it will incur the penalty on all of its accumulated income even though 
an accumulation of part would have been reasonable. 

As indicated above, the statute depends for its application upon 
the existence of a proscribed purpose, namely, accumulation in order 
to save the shareholders from individual tax. Whenever the inter- 
dicted purpose is found to be present—and it need not be the dominant 
purpose—the company becomes liable to the penalty tax except that 
under the new code, if it is an operating company, such part of the 
accumulation as is considered reasonable for the needs of the business 
is not subject to the tax. Purpose is, of course, subjective. It exists 
only in the mind and since no one has discovered any generally 
accepted method of looking into people’s minds to see what lies therein, 
Congress has come to the aid of the Commissioner with certain statu- 
tory presumptions. The first of these is that if the company is a 
mere holding or investment company,” that fact alone is prima facie 
evidence of the purpose to avoid the income tax with respect to the 
shareholders.” On the other hand, if it is an operating company, 
no prima facie presumption exists unless it is found that the earnings 
have been permitted to accumulate beyond the reasonable needs of 
the business, in which case that fact is determinative of the prohibited 
purpose “unless the corporation by the ** preponderance of the evi- 
dence shall prove to the contrary,” so that under the new code, as well 
as under the old, the existence of any unreasonable accumulation puts 
the company to the burden of proving a complete absence of the con- 
demned purpose—the task of proving a negative is often insuperable— 


21 See. 1551 would block a corporation which sought to divide itself into many corpora- 
tions for the purpose of obtaining multiple $60,000 accumulated earnings credits. 

22 Sec. 563 (a); sec. 535 (c) (4). 

23 Sec. 537. 

* The meaning of a mere holding or investment company is amplified by Treasury regula- 
tions. T. R. 118, sec. 39.102-2 (c). See also Rudick, op. cit., supra, note 2, p. 185. 

*% See. 533 (b). 

2° The 1954 Code here deleted the word “clear’’ which was contained in the prior statute. 
Whether this deletion will produce any real change in meaning remains to be seen. 
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but under the new code, the tax is imposed not on the entire accumula- 
tion, but only on that part which is found to be unreasonable. 

Another important change has been made with respect to the rea- 
sonableness of the accumulation. Ordinarily, in any litigated tax 
controversy, the burden of proving that the Treasury is wrong rests 
upon the taxpayer.*” The new code provides in effect that where the 
Commissioner of Internal Revenue hen asserted a deficiency under 
section 531 and the company institutes a proceeding in the Tax 
Court * appealing from such deficiency, the burden of proving that 
the saibeted defieeate ‘y is justified shifts to the Government under cer- 
tain circumstances: If before the mailing of the notice of deficiency 
the Government sends by registered mail a notification informing the 
company that a deficiency has been proposed under section 531 and 
if within a period of time to be prescr Shed by regulations (but not less 
than 30 days after the mailing of the notifie ation) the corporation 
submits a statement of the grounds (together with facts sufficient to 
show the basis thereof) on which the corporation relies to establish 
that all or part of the earnings have not been permitted to be accumu- 
lated beyond the reasonable needs of the business, the Government 
must assume the burden with respect to the grounds thus set forth by 
the taxpayer.” If th» Treasury fails to send out such a notification, 
the burden of proof is on the Government regardless of whether the 
taxpayer furnishes a statement as to its grounds for accumulation.” 
This new rule was originally made applicable only to taxable years 
covered by the new code“ but has this year been broadened to include 
years covered by earlier statutes. The effect of the new rules on 
corporations charged with harboring the prohibited purpose remains 
to be seen. This point is discused below. 


4. IMPACT OF THE PENALTY TAX ON MANAGEMENT POLICIES 


Here we come to the nub of the inquiry with respect to section 531. 
The questions to be considered are: (a) How effective is the tax in 
achieving its avowed purpose? (0) Does it really impel corporate 
managements to declare Tividends which they otherwise would not 
dec lare, and if so, how bad is this for the economy?! (Does the section 
prevent the growth of small corporations or otherwise prev a com- 
panes, from growing as they otherwise might, or does it impel distri- 

utions which leave « companies in such a precarious position that they 
cannot survive a period of adversity?) (c) Does it stimulate the ac- 
quisition of small businesses by larger ones whether by merger or by 
sale and thus tend to concentrate business enterprise? (d) Does the 
tax otherwise warp the judgment of management personnel? In all 
of these areas, the approach must largely be a subjective one—statis- 
tics, where available, are not of much help i in answering such questions. 
In other words, I speak principally from my own experience and ob- 
servation, which may be different from that of other practitioners or 
students of the problem. 

2 The most notable exception is where the Government charges fraud. 

eR et in a district court or the Court of Claims, this new rule would not apply. 

*Tbid. A special rule is provided where there is a jeopardy assessment. Sec. 534 (d). 

See. 534 (e). 

® Public Law 367 (1955), secs. 4, 5. In the case of earlier years the new rule applies 
only to proceedings tried on the merits after the date of enactment of the 1955 amendment 


% For the reactions of a number of other practitioners and economists, see Economic 
Effects of Section 102, published by the Tax Institute, Princeton, N. J. (1951). 
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(a) How effective is the provision? 


It is obvious that the penalty tax does not produce much revenue. 
For the period 1940 through the first half of 1950, only 919 deficiencies 
totaling $14,255,000 were assessed under section 102, as compared with 
a total number of deficienc y assessments against corporations for this 
period of 786,415 totaling $4,375,699,000. * From 1913 to January 1, 
1950, only 101 cases had been litigated under the predecessor sec- 
tions.® Of these, 45 cases were decided in favor of, and 53 cases ad- 
versely to the Government. However, while numerically more cases 
have been decided against the Government, the Government has not 
fared too badly in this litigation since the cases decided in its favor 
represented 67 percent of the total proposed tax in the litigated cases.* 

The fact that the tax does not produce revenue is not of itself 
significant: it was not primarily designed to raise money but to deter 
tax avoidance and it has to a considerable, but probably not to a suf- 
ficient, extent achieved this purpose. There can be no doubt that the 
fear of imposition of the penalty tax has spurred the payment of many 
dividends that would otherwise not have been declared. The divi- 
dend impetus has been confined principally to companies in which 
management holds the majority of the stock and a significant minority 
is held by outsiders. Here the possible application of the penalty 

carries a double threat, namely, the tax itself—although that may not 
be too painful to the majority where the tax on the dividends distrib- 
uted to them would exceed their pro rata portion of the penalty—and 
personal liability as directors for the unnecessarily incurred penalty 
tax. (The personal liability would be enforced by a minority stock- 
holders’ derivative suit.) The latter threat was highlighted a num- 
ber of years ago by an action brought against the directors of Trico 
Products Corp. for recov ery of the penalty tax which the Government 
successfully asserted against that corporation. 

Trico, which is a fairly well known company manufacturing auto- 
mobile windshield wipers and other devices, is a company whose stock 
is traded in over the counter. At the time of the penalty tax pro- 
ceeding, it had several thousand stockholders; but one small group, 
most of whom were directors, owned a majority of the stock. The 
company had piled up a huge accumulation of earnings and had a 
very strong liquid position.’ The company was twice defeated in 
its efforts to combat the Government’s charge of improper accumu- 
lation, once in the Tax Court * and again in the district court ®°—for 
a later year. After the decisions of the lower courts were affirmed 
by the appellate court,*® a minority stockholders’ suit was instituted 
to compel the directors to restore to the corporation the penalty tax 
which together with interest amounted to over $7 million. Appar- 
ently the ‘directors and their counsel must have been fearful of the out- 
come of this suit for they settled by paying the corporation $2,390,000, 


% The Taxation of Corporate Surplus Accumulations, Study Prepared for the Joint Com- 
mittee on the Economic Report, 82d Cong., 2d sess. (1952), p. 109, table 15. 

% Ibid., at pp. 154-156. 

8 Ibid., at p. 155. 

87 In 1942 its accumulated surplus was $22,822,210; the amount invested in operating 
assets was $11,629,186; the amount invested in Government obligations was $15,286,930 ; 
and the amount invested in stocks of other corporations was $2,611,929. Ibid., at p. 87. 

% Trico Products Corporation, 46 BTA 346 (1942). 

8° Trico Products Corporation v. McGowan, 67 F. Supp. 311 (W. D. N. Y. 1946). 

* The Tax Court decision, involving the years 1934 and 1935, ae affirmed in Trico 
Products Corporation v. Commissioner, 137 F. 2d 134 (2d Cir. 1943). The district court 
decision, involving the years 1936 and 1937, was affirmed in Trico Products Corporation v. 
McGowan, 169 F. 2d 348 (2d Cir. 1948). 
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and agreeing to the declaration of an extra dividend of $5.50 per 
share.* 

The Trico decision and settlement struck terror into the hearts of 
the managers of companies similarly situated and probably precipi- 
tated the payment of many dividends that might otherwise have been 
skipped. It also apparently—and in my judgment unnecessarily— 
intimidated the directors of a number of corporations which were 
truly publicly owned corporations, that is, where the management 
group were primarily managers rather than PROCS. So far as 
I know, the Treasury has never asserted, much less litigated, the im- 
position of the penalty tax on corporations where a majority of the 
stock is held by persons who have no direct or indirect control over 
the declaration of dividends. Another area in which section 531 
and its earlier counterparts has had some effect consists of small com- 
panies with an obvious surplus of working capital, owned by a few 
stockholders whose tax brackets do not go much above 50 percent. 
Here the amount to be lost if the penalty is imposed is so large in com- 
parison with what may be gained if it is not imposed that the excess 
earnings are often distributed. However, the companies in this cate- 
gory, even through the number of them may be sizable, do not loom 
large in their aggregate importance to the economy. 

On the other hand, there is an area in which the penalty tax is 
frankly flouted. This occurs where a company is privately owned, 
that is, where all the stock is owned by 1 or 2 families, and the income 
is very substantial. As indicated above, in the discussion of the Trico 
case, there are situations where the payment of the penalty tax by the 
corporation will leave its owners better off financially than if they had 
distributed the income. This occurs where the individual stock- 
holders are in a substantial higher tax bracket than the 3814-percent 
maximum penalty tax, and since the 38-percent individual bracket is 
reached at a taxable income of $20,000 for a married couple and $10,000 
for an unmarried individual, it is obvious that there are many cor- 
porations which will fall into this category. Even where the stock- 
holders contemplate an ultimate sale of their stock or a liquidation of 
the corporation, they will still often be better off by having the cor- 
poration pay the penalty than they would if the earnings were dis- 
tributed. Thus, assume a company with a net income after income 
tax of $400,000 owned by a single stockholder whose taxable income 
sans dividends from his corporation amounts to $50,000. If we as- 
sume that the sole stockholder claims the benefits of income splitting 
and that his wife has no income, his individual income-tax bill, if he 
received a dividend distribution of $400,000, would be increased by 
$322,840, leaving him with a net of $77,160. If he deliberately attracts 
the imposition of the penalty tax, the corporation will pay $143,000 
(plus perhaps some deductible interest), leaving the corporation with 
$257,000 so that in the aggregate, he is $179,840 better off than if the 


“" Op. cit. supra, n. 33, at p. 89. 
_ “Available data show that in the case of 93 percent of the deficiency assessments 
imposed under sec. 102 of the 1939 code for the taxable years 1938-48, the ownership of 
the assessed corporations is highly concentrated with 79 percent of the corporations having 
less than 5 shareholders, 14 percent of the corporations having 5 to 10 shareholders, 3 
pereens of the corporations having 10 to 15 shareholders, 2 percent of the corporations 
laving 15 to 25 shareholders, 0.8 percent of the corporations having 25 to 50 shareholders 
per corporation, and 0.4 percent of the corporations having 50 to 100 shareholders per cor- 
aa The Taxation of Corporation Surplus Accumulations, op. cit., supra, n. 33 at 
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corporation had distributed the income. If he later sells his stock or 
liquidates the corporation, the $257,000 left in the company may be 
subjected to a 25-percent capital-gains tax but even so, he will be sub- 
stantially ahead. 

If the owner paid out 70 percent of the $400,000 as a dividend, he 
would probably save the company from the imposition of the tax 
because of a rule of thumb which the Treasury once adopted * and 
which revenue agents still seem to follow to the effect that if a com- 
pany pays out at least 70 percent of its distributable income, the pen- 
alty tax will ordinarily not be asserted. Theoretically, any accumu- 
lation may be sufficient to attract the tax but there is no reported case 
of an operating company being attacked where it distributed as much 
as 70 percent of its distributable income. However, even a 70-percent 
distribution, on the facts assumed above, would leave the stockholder 
worse off financially than if he made no distribution. If the company 
distributed $280,000, the individual tax thereon would amount to 
$219,140. This would leave the stockholder with $60,860 in his indi- 
vidual pocket and $120,000 in his corporate pocket. But this would 
still be less than the increase in his equity of $257,000 if he made no 
distribution and incurred the penalty tax. 

For companies like this, there will be a point of optimum distribu- 
tion, that is, a distribution which is just enough to prevent the impo- 
sition of the penalty but which will not increase the stockholder’s 
individual tax by more than the amount of the penalty which would 
otherwise be imposed. Thus, if a distribution of 40 percent, or $160,- 
000 would be enough to forestall the penalty (while the distribution 
of less would incur the tax), it becomes advisable to distribute this 
much: the individual tax would be increased by $116,840 while the 
amount of the penalty saved would be $143,000. The trick in situa- 
tions of this kind, and it is an extremely difficult one, is to correctly 
divine what the Treasury and the courts will find to be an unreason- 
able accumulation. If it is known to the administrators and the judges 
that the corporation and its advisers engaged in such a guessing game, 
they will probably find the corporation guilty of nurturing the con- 
demned purpose and will impose the tax, although only on the amount 
of income not distributed. 


From the foregoing, it may be noted that while the tax is effective 
in forcing dividend distributions by certain corporations, it is not an 
efficient instrument in stimulating distributions by other corpora- 
tions—probably more numerous than the first group—at which the 
penalty was aimed. The inefficiency could be easily cured by increas- 
ing the rate of the penalty tax—from 1924 to 1934 it was 50 percent 
and this in the face of lower individual rates of tax—but this would 
aggravate whatever undesirable economic impacts the tax has on other 
corporations. 

At this point, I would like to interject my personal opinion that the 
rates of tax on individual incomes above $20,000 are too high for the 
economic good of the country and that it would be better if the 50 
percent bracket were set at a point not lower than $200,000. Incomes 
above $200,000 are so uncommon that whatever rates are imposed, the 
effect on the economy as a whole is not too significant. Hence if it 
were felt that to make a 20-percent rate palatable for low-income re- 


“T. D. 4914, 1939-2 Cum. Bull. 108 (1939). 
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cipients, the rates must soar to quasiconfiscatory levels, relatively little 
damage is done if such rates are made applicable only to the highest 
incomes, say $200,000 or more. But when rates from 50 to 87 percent 
are imposed on incomes between $32,000 and $200,000 (for married 
couples), the point of diminishing returns has probably been passed 
as to such taxpayers, not so much because they quit work to go fish- 
ing—I do not believe there is a truly significant amount of holiday 
taking as the result of the extremely high rates—but because the per- 
sons in the brackets mentioned constitute to an important extent the 
driving force of the economy. By this I mean that the individuals in 
this group—at least those whose principal source of income is earn- 
ings—possess, to a far greater degree than average, the imagination, 
industry, and initiative which are essential to the maintenance of a 
stable and growing economy. They are the ones who, if they could, 
would be prepared to start new ventures and supply risk capital; and 
if they are unable to accumulate capital out of their earnings,“ they 
are prevented from striking out on their own or otherwise utilizing 
their talents fully. If the rates in the higher brackets were lowered, 
the need for the penalty tax would be lessened but would not disap- 
pear. 


(0) Does the tax really impel corporate managements to declare divi- 
dends which they otherwise would not declare and if so, what 
deleterious effects does it have on the economy? 

Speaking broadly, this question is complementary to the previous 
one. To the extent that the provision is effective, it clearly causes the 
declaration of dividends that would otherwise not be paid. But if 
we are talking about corporations with current income and surplus 


funds not needed for the business, that is its very purpose. Moreover, 
I think it would be conceded by even those who call for the abolition 
of the tax that, to the extent the provision does impel distributions of 
unneeded funds, it is not merely an effective tax avoidance deterrent 
but also an economic stimulant in that so far as minority shareholders 
are concerned, it increases the flow of spendable income and thus stim- 
ulates buying. In a boom period this may be bad, but in a sluggish 
period it will be good. It is my personal opinion that the amount of 
dividends which are distributed under the threat of section 102 which 
could otherwise be advantageously used in the business is very limited 
indeed and that the critics of the tax have overplayed the plight of 
corporations which have distributed more than they should. 

It is said by some of these critics that the tax prevents the growth 
of small business, whatever small business may mean. Under the 
1954 code, every corporation is allowed to accumulate $60,000 of dis- 
tributable income free from the threat of the tax. If this is an indica- 
tion of what is meant by small business for the purpose of the present 
question, the relief provision permitting a $60,000 free accumulation 
will not accomplish very much except perhaps psychologically. So 
far as I know, the Treasury has never attacked an accumulation of 
$60,000 except by a personal service corporation where capital is vir- 
tually unessential. I know of no small corporation the growth of 
which was hampered by the fear of the penalty section. This is not 


“It is evident that equity capital is being supplied to a growing extent by institutional 
investors and that the ratio of private investment to total investment is declining. Fac- 
tors Affecting the Stock Market, report of the Senate Committee on Banking and Currency, 
8. Rept. No. 1280, 84th Cong., 1st sess., 95, table 4 (1955). 
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to say that there are none. As I stated earlier, the question has to be 
approached solely on the basis of the commentator’s personal experi- 
ence and observation. There is a good deal of ignorance and unwar- 
ranted fear of section 531 and although I do not personally know any, 
it is reasonable to believe that there must be a sizable number of own- 
ers of small corporations who have heard of the penalty section and 
who have, without proper advice, distributed dividends * that they 
might otherwise have profitably employed in the business. For such 
businessmen, the provision of the 1954 code permitting the $60,000 
free accumulation will perhaps serve some purpose. However, it is 
hard for me to believe that there are enough of these situations to have 
any pronounced or important effect on the economy as a whole. 

Pocaitie from “small businesses” to larger businesses, to what extent 
has section 531 and its earlier counterparts prevented legitimate cor- 
porate expansion? So far as large publicly owned corporations are 
concerned, the importance of the section as an economic factor can be 
dismissed. The managers of large corporations are sophisticated 
enough taxwise to know that they are immune from worry about the 
section. With rare exceptions, they want to pay as high dividends 
as they feel they safely can, bearing in mind contemplated expansion 
and other business requirements, and they know that if they im- 
properly accumulate the income, they will be brought to task by the 
stockholders perhaps faster than by the Government.” 

After the Trico ree: some managements of publicly owned com- 
panies became concerned not because they had any real doubt about 
the propriety of the income accumulation but because of the possi- 
bility of personal liability in the remote event of their company being 


attacked under the section, but I do not believe there was an signifi- 


cant increase in dividend distributions because of this feeling. In 
recent years, most of our large corporations have increased their dis- 
tributions to stockholders but there is no evidence that the increase has 
been influenced in any way by the threat of section 531. It has doubt- 
less been due to greater earnings. 

In the case of companies which are neither large nor small—these 
are relative terms which can vary widely depending upon the context 
in which they are used—it has again been my personal experience and 
observation that the penalty section has not prevented legitimate ex- 
pansion. There are some situations in which the penalty has had the 
opposite effect, that it, it has spurred expansion, sometimes in the same 
line and at other times in a related and in a few instances unrelated 
lines. It has been asserted that some of this expansion has been pre- 
mature or unwise and probably that is so, but the amount of such 
premature or unwise expansion cannot be very great. New invest- 
ment in totally unrelated lines has been very limited because it is 
thought by some that investment in a brand new field may indicate 


4 Or, rather, the tax on such dividends since the amount of the dividend after reduction 
by the tax could be loaned to or reinvested in the corporation. 

* The decision in Kales v. Woodworth (32 F. 2d 37 (6th Cir. 1929) )| provides an interest- 
ing case in point. Here, the stockholders of the Ford Motor Co. successfully sued to re- 
strain the corporation from using its accumulated surplus of almost $112 million, for plant 
expansion and to require the distribution as dividends of 50 percent of the cash surplus. The 
taxpayer stockholders received the dividend in 1919, but contended unsuccessfully that the 
dividend was taxable in 1916, alleging inter alia that the undivided profits of the corpora- 
tion were taxable to the stockholders, under the then applicable provision requiring that 
the stockholders be taxed on their share of the corporation’s undivided profits which were 
accumulated for the purpose of avoiding tax. While the taxpayer was not successful in in- 
cluding the dividend in the earlier year for tax purposes, the stockholders were successful 
in having the courts require the declaration of a dividend. 
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the presence of the prohibited purpose. In any event, a company 
which uses its cash to expand, whether the expansion be in the form 
of new plant or increased volume requiring larger inventories and 
customers’ balances, is not subject to successful attack under section 
531. Although my conclusion is empirical, rarely if ever has the 
legitimate expansion of the corporation been prevented because of 
section 531. 

Another charge leveled at the provision by its critics is that accumu- 
lations necessary for long-range development, e. g., construction of 
new plant of the acquisition of a competitor, is deterred because of the 
fear that unless the investment is made promptly, the penalty will be 
attracted. This is the so-called “immediacy” doctrine which stems 
from some Tax Court decisions in which it was held that there was 
an unreasonable accumulation where there were no definite plans for 
future expansion.” However, this is not the same as saying that 
there must be an immediate investment of the accumulation. It must 
be remembered that there is a long lag between the period of accumu- 
lation and the time when the issue comes to trial, never less than 4 or 
5 years, and usually much longer; and if at the time of the trial the 
money has not in fact been invested, it is only natural for the Treasury 
and the courts to doubt the professed intentions of the owner-mana- 
gers. In my opinion, where the administrators in the first instance and 
the courts in the second are persuaded that the owner-managers have 
bona fide intentions of expanding and have evidenced this intention by 
the formulation of specific plans, they will not impose the penalty even 
if up to the time of decision there has not actually been an invest- 
ment. There may be perfectly valid reasons for the long-period ac- 
cumulation. Thus during the war, when there could be no new 
construction—except for purposes related to the war effort—a long 
delay in going forward with a contemplated building program would 
not automatically bring down the penalty if in fact when construction 
was possible the company proceeded with such construction or other- 
wise explained why it had not. In 1954, Congress apparently sought 
to allay the fears of owner-managers in this situation by providing 
that reasonable needs of the business include “reasonably anticipated” 
needs of the business. However, I still feel that in the final analysis, 
the question is going to turn on the credibility of the testimony of the 
owner-managers. 

Still another criticism which is directed at the section is that it tends 
to prevent corporations from accumulating sufficient cash reserves 
against a period of depression. It is said that in good years, corpora- 
tions under the threat of the tax pay out more than they should and 
then in lean years, they have nothing to pay out whether in dividends 
or in maintenance of payrolls, expansion programs, and so forth. 
Another facet of this charge is that the tax tends to accentuate in- 
flationary and deflationary trends; that it forces the distribution of 
dividends in good times and leaves little or no cash against the day 
when it would be desirable from the viewpoint of the economic cycle 
to maintain dividends or employment. At first blush, this argument 
seems to have considerable force, but upon analysis, I find it unpersua- 
Sive (except possibly as to companies with sharply variable earnings). 


*7 See e. g., Eastern Railway and Lumber Co. (12 T. C. 869 (1949)) ; Southland Indus- 
tries, Inc. (5 T. C. M. 950 (1946) ). 
*® See, e. g., J. L. Goodman Furniture Co. (11 T. C. 530 (1948) ). 
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In the first place, it is clear that the great bulk of the dividend dis- 
tributions come from publicly owned corporations. For example, in 
1952, 1953, and 1954, at least two-thirds of the total dividend dis- 
tributions were paid by corporations listed on the New York Stock Ex- 
change.® Such companies, as I have pointed out above, are rarely 
influenced by section 531 so that the discontinuance of dividends dur- 
ing a downward phase of the cycle by corporations which are allergic 
to this section would not be particularly significant. Similarly, the 
greater part of industrial payrolls is paid by corporations which are 
not influenced by the penalty section and it seems unlikely that a com- 
pany which had distributed dividends under the threat of 102 would 

maintain employment during a depression period merely because it 
had withheld distribution in the earlier period. 

Finally and perhaps most important, expansion and retrenchment 
whether of employment, capital investment, or dividends, depends to 
a far greater degree upon the psychological environment than it does 
upon the provisions of the tax law. Speaking generally, businessmen 
will expand or retrench, depending upon what they think the pros- 
pect is. If they feel that the an for the future is bright, they 
will go forward, otherwise not. I do not say that the penalty section 
plays no part in the decision of individual companies. I have al- 
ready indicated that it does play a significant part in the decisions 
of some companies, but overall, I doubt whether the penalty section 
produces any important effect on the business cycle. The section, in 
the case of those companies which are pe ticularly allergic to it, does 
tend to prevent as large a reserve against contingenc ies—the hoard 
against the proverbial rainy day—as the owner-managers would like 
to have, but even here I find it difficult to believe that many companies 
have been forced into bankruptcy because they distributed dividends 
under the threat of section 102. I know of no such company. 


(c) Does the penalty tax stimulate the acquisition of small businesses 
by larger ones and thus tend toward the concentration of busi- 
ness enterprises, that is, do smaller companies tend to be ab- 
sorbed by larger ones whether by exchange of stock or by pur- 
chase for cash? 


(While such acquisitions would tend to the concentration of busi- 
ness, they would not necessarily stifle competition—they might in fact 
have the opposite effect.) Here my personal experience and observa- 
tion lead to an affirmative answer, but with a qualified “yes.” In 
many cases the penalty section was ‘only one of several factors which 
induced the owners of the company to merge with or sell out to an- 
other company. In some cases, the owners were getting old or tired 
or their health was failing and they wanted to take it easy and let 
someone else assume the major burden of running the business. 
Either they had no children competent to run the business or if they 


“In 1952, 1953, and 1954, total dividend distributions approximated 9.1, 9.4, and 9.9 
billion dollars. respectively. Council of Economie Advisers, Report on Economic Indicators, 
24 (June 1955). Dividend distributions by corporations listed on the New York Stock 
Exchange for this period were approximately 5.97, 6.2, and 6.8 billion dollars, respectively. 
Research and Statistics Department of New York Stock Exchange, Estimated Aggregate 
Amount of Cash Dividend Payment on Stocks Listed on the New York Stock Exchange. 

8 Where the acquisition is by an exchange of stock, the capital-gains tax may be avoided. 
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did, such children were disinclined to follow in the footsteps of their 
fathers. Still other sellers wanted what they thought would bring 
additional security as the result of merging with a stronger firm. 
Still others were concerned about the problem of paying death duties 
and wanted the marketable security of a publicly owned corporation 
in preference to the unmarketable stock of a closely owned corpora- 
tion. There were still other personal reasons for selling out such 
as an irreconcilable split between two families who equally owned a 
business. I do not personally know of any case where the sole moti- 
vating factor behind the sellout to a larger company was the penalty 
tax. Similarly, I have known of liquidations—in the sense of the 
business being discontinued—which were influenced in part by the 
penalty section but none where the liquidation was dictated solely by 
it. In this connection, it may be noted that there has recently been 
a flood of mergers and other combinations of publicly owned cor- 
porations which are ordinarily not affected by the threat of section 
531. Nevertheless, it is my belief that the charge that section 531 
tends to cause mergers and sellouts, that might otherwise not have 
taken place, is to an appreciable extent justified. 


(d) Does the tax otherwise thwart the judgment of corporate 
management ? 


As I have indicated above, I do not think that it does in the case 
of publicly owned corporations. In the case of corporations which 
are particularly susceptible to the penalty, that is, closely owned cor- 
porations, it does often affect the judgment of the owner-managers. 
Apart from impelling them to actions that already have been men- 
tioned, such as undertaking expansion, it stimulates debt rather than 
equity financing (although this is also stimulated by the fact that in- 
terest on debt is deductible whereas dividends on stock are not). 
Profits may legitimately be used to reduce debt but a redemption of 
stock in preference to dividend distributions is suspect. The sec- 
tion also, in a number of instances, has caused artificial juggling to 
reduce apparent liquidity. Thus cash (or the equivalent) would be 
reduced in year-end balance sheets through heavy purchases of ma- 
terial or supplies or through relaxation of efforts to collect outstand- 
ing accounts receivable. I also feel that the tax in the case of a large 
number of closely owned corporations has spurred the companies 
into adoption of pension and profit-sharing plans and the granting of 
certain fringe benefits to employees. However, it is dobutful whether 
such artificial manipulation is widespread. Most successful business- 
men are businessmen first and tax avoiders second. Still another 
and undesirable effect of the section is that in some instances it keeps 
surplus funds uninvested. If surplus funds are invested in securi- 
ties of other corporations—not controlled by the taxpayer corpora- 
tion—this tends to negate the argument that they are needed in the 
business. Accordingly, many companies keep their idle funds entirely 
in cash or Government bonds. : 

Among minor criticisms of the section are— 

(1) That it acts as a deterrent to funding depreciation. (This 
criticism hardly seems valid in view of the fact that depreciation is 
allowed as a deduction and thus can be funded free from the accumu- 
lation penalty tax as well as from the income tax itself.) 


68595—55 42 
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(2) That the section is sometimes used as a threat by revenue agents 
to club a taxpayer corporation into agreement on other issues. (This 
happens often enough to justify the criticism.) 

(3) That because of the section of some industrialists have shifted 
from domestic to foreign operation. (This has not happened to a 
degree of any consequence. Where there has been such a shift, the 
likelihood is that it has been impelled by a tax holiday in the foreign 
jurisdiction. Moreover, the present policy seems to be to encourage 
foreign investment so that criticism to the extent that it is warranted 
at all would not apply currently.) 

(4) That companies threatened with the tax are loath to contest 
it because of possible harmful publicity. (Like the second minor 
charge mentioned above, there is something to this criticism, but it 
does not oceur often enough to be significant.) 

(5) That enforcement of the penalty varies with locale and, it may 
be added, with revenue agents. (Here, too, there is justification for 
the criticism, but, short of an examination of each vulnerable cor- 
poration by some central agency, this infirmity cannot be avoided.) 


Ill. Errectr oF THE Orprinary INcomE TAx ON CERTAIN EXPENDITURE 
PoLicies 


There can be no doubt that, when the corporate income-tax rate is 
as high as it now is, it will have a significant effect on deductible expen- 
ditures for expansion, business promotion, and goodwill development 
and on such items as employees’ life insurance, sick benefits, pension 
and profit-sharing plans, executives’ expense accounts, and charitable 
contributions. Ata 52-percent rate, certain expenditures become pru- 


dent which might otherwise be imprudent. A deductible dollar costs 
only 48 cents and tax-oriented business judgment is an inevitable 
consequence of this disparity. If a dollar costs only 48 cents, that 
frequentiy makes it worthwhile to do things and take risks which 
perhaps might not be done if the full dollar cost were incurred. I 
used to think that this was bad,™ and I still do to the extent that it 
costs smaller and weaker companies more to do these things and take 
the risks than it does the big companies. However, I am coming 
around to the view that if the graduation of the corporate tax is elimi- 
nated, a high rate of corporate tax is not altogether bad since it tends 
to stimulate such activities as sales promotion, research, and new prod- 
uct development and these activities, in turn, generate jobs and income. 

On the other hand, corporate income taxes, like all other taxes, tend 
to become a cost component. Management is interested in how much 
will be left for the stockholders after taxes, and they will, so far as 
they can, fix their prices at levels which will produce a desirable return 
for the shareholders. Thus, while the tax may spur employee benefits, 
and other deductible expenditures of the character mentioned above, 
thus increasing consumption and investment, it will also tend to in- 
crease prices and decrease dividend distributions, thus decreasing con- 
sumption and investment. 


5. See Rudick, The Effect of the Excess Profits Tax on Business, Proc. National Tax 
Association, 405-409 (1951). 

52 A corporation which pays only a 30-percent rate (the first $25,000 of taxable income is 
subiect to this lower rate) incurs a net cost of 70 cents for ear deductible dollar spent 
while a corporation which is not making any money at all incurs the cost of the full dollar. 
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(1 think it is clear that if we are to achieve expanding stability and 
stable growth in our economic system, we must adopt measures which 
at the same time encourage investment and increase consumption. 
Investment and consumption must grow together; they must mesh. 
When they do not, the probable result is either an unhealthy inflation 
or a debilitating deflation.) 

While, as I have indicated above, a high rate of corporate income 
tax is not an unmixed evil, I believe that when the budgetary situ- 
ation indicates that tax reduction is in order, the corporate rate should 
share in that reduction. I further believe that graduation in the 
corporate rate should be eliminated and that the resultant saving in 
revenue should be applied entirely to a further reduction in the rate 
of corporate tax. 

In any event, it is apparent to at least one observer of corporate 
management that the high rates of corporate income tax have acted as 
1 powerful spur to deductible expenditures such as those mentioned 
earlier, i. e., business promotion, pension-fund contributions, chari- 
table contributions (which are often a form of business promotion), 
and so forth. 

The remarkable growth in the number and size of employee pen- 
sion and profit-sharing oo is to a very important extent attribut- 
able, in the judgment of many, to the fact that high tax rates made 
he cost of contributions relatively low.** Until the last 2 or 3 years, 
charitable contributions by publicly owned corporations or by cor- 
porations with ee unsympathetic minority stockholders, 
were not materially increased by the high corporate income-tax rates 
for a number of reasons, the principal one of which was fear of suc- 
cessful stockholder attack. Lately, however, modernization of local 
corporation laws and enlightened judicial sanction has removed this 
impediment in most jurisdictions and many of our large corpora- 
tions have established company foundations to which they annually 
contribute far greater amounts than they could have dreamed of 
doing a decade ago. In fact, it begins to look as if a significant part 
of the cost of financing higher education will be sesittined by big busi- 
ness. It is fairly certain that charitable contributions by such cor- 
porations would have been smaller had the tax rates been lower. 

It is also reasonably certain that research expenditures have been 
materially increased as a result of high tax rates. Prior to 1954, a 
large part, perhaps even the greater part, of such expeditures was, 


_ %3-'The number of insured pension plans, i. e., plans administered by insurance companies, 
increased from 10,650 at the end of 1949 to 15,730 on December 31, 1953. The number of 
noninsured pension trusts administered by banks and trust companies increased from 1,939 
at the close of 1949 to 4,890 at the end of 1953. Factors Affecting the Stock Market, 
8S. Rept. No. 1280, 84th Cong., 1st sess. 93 (1955). In 1948, corporate contributions to 
employee benefit plans (all industrial groups) amounted to $1,153,499,000; in 1952, the 
latest year for which Treasury figures are available, the contributions aggregated $3,182,- 
260,000. See Statistics of Income for 1948, pt. 2, p. 94, table 3; 1952 Preliminary Report, 
pt. 2, p. 6, table 1. At the end of 1954, pension funds not administered by insurance com- 
panies totaled $11.2 billion while pension funds administered by insurance companies totaled 
$9.8 billion. ew York Times, October 12, 1955 p. J 

5 The Manual of Corporate Giving, National pP anning Association, Washington (1952) ; 
Ruml and Geiger, The Five Percent, National Planning Association, Washington (1951) ; 
see Progress and Problems in Taeporene Giving, 25 Investor’s Reader, 1 (1955) : corporate 
giving by industrial groups in 1939 amounted to $30,730,000 ;: in 1948, to $239,337,000, and 
in 1952, the latest year for which Treasury figures are available, to $398,579.000. Statistics 
of Income for 1939, pt. 2, p. 72, table 3; Statistics of Income for 1948, pt. 2, p. 94, table 3; 
1952 Preliminary Report, pt. 2, p. 6, table 1. 

See Summary Report of Conference on Corporate Contributions to Higher Education, 
Council for Financial Aid to Education (1955). 
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theoretically, not deductible currently, but it is probable that in ria 
tice only a small percentage of research expenditures was capitalized. 
The current tax law specifically permits such expenditures to be de- 
ducted currently.*° 

Liberality in the expense account allowances of corporate executives 
and the provision of certain other perquisites of employment such as 
free vacation facilities are other concomitants of high corporate tax 
rates. Here, however, the high individual rates of tax also play an 
important role: where the corporation can absorb expenses which the 
employee might otherwise have to defray personally, e. g., the use of 
a company car—there is nothing necessarily illegitimate in such prac- 
tice—he has received a highly desirable prize. 

Like the other items mentioned under this heading, advertising 
outlays and other sales-promotion expenditures have been increased 
by the impetus of the high corporation income-tax rate. So too 
have capital-asset acquisitions—plants, machinery, patents, etc.— 
where the cost of the acquisition can be written off over a relatively 
short period. Thus, a tremendous amount of industrial construction 
has been fostered by the special 5-year amortization allowance with 
respect to plants and installations which can qualify as an “emergency 
facility.”"* Although there are no statistics as yet, it is probable 
that the accelerated depreciation provisions enacted in 1954 have pro- 
vided an important impetus to the acquisition of depreciable property. 
The effect of the corporation tax on expenditures of this character 
will presumably be covered by another paper. 


LV. ConcLiusion 


The penalty tax on corporations improperly accumulating earnings 
must be kept in the statute. Its complete abolition, suggested by some, 
would provide a gateway to wholesale tax avoidance and is simply not 
thinkable. The provisions imposing the tax are admittedly not ideal: 
on the one hand, the touchstone (and now the measure) of liability is 
subjective and therefore difficult to ascertain, and on the other hand, 
the law is not effective enough in reaching its prime target. Neverthe- 
less, the present provisions are better than nothing. The 1954 amend- 
ments are obviously designed to allay the fears of corporate owner- 
managers. But they are not an unmixed blessing. Heretofore the 
administrators of the law, because the tax was imposed on all the 
undistributed income, had to assert an extremely heavy penalty or 
none at all and hence they were generally inclined to give the taxpayer 
corporation the benefit of the doubt. Now, however, the tax is only 
imposed on that part of the accumulation which is found to be un- 
reasonable and since the potential area of disagreement as to what is 
a reasonable amount is much larger than the single question of whether 
there was a reasonable accumulation, the amount of litigation under 
the section may be increased rather than decreased. In other words, 
a revenue agent, no longer required to impose a severe penalty, if 
any, may be less inclined to respect the sincerity and judgment of the 


56 Sec. 174. 

57 Advertising expenses by corporations (all industrial grouns) in 1948 were $3.465.984,- 
000. Statistics of Income for 1948, pt. 2, p, 94, table 3. For 1952, the latest year for 
— yor are available, they amounted to $5,026,771,000. 1952 Preliminary Report, 
pt. 2. p. 6. table 1. 


8 Sec. 168. Certain grain-storage facilities are also eligible for the 5-year amortization 
Subsidy. Sec. 169. 
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owner-managers and more inclined to substitute his own judgment of 
what is reasonable, knowing that the penalty can be much more modest. 

While the new provisions with respect to the burden of proof should 
prove helpful to corporations whose protestations of good faith are 
well founded, they are not likely to materially reduce the vulnerability 
of corporations without any real defenses. Moreover, the shifting of 
the burden to the Government in certain situations may result in a 
much more careful scrutiny of the taxpayer’s business records than the 
corporation would welcome. 

Some years ago,” I concluded that the problem of unreasonable ac- 
cumulation would be better solved by a return (with corrective modifi- 
cations) to the provisions of the early laws which imposed no tax on 
the corporation but under which the shareholders of the corporation 
found guilty of the condemned purpose were taxed individually on 
the undistributed income of the corporation. Despite some adminis- 
trative difficulties, I think it would be worthwhile to again try this 
approach to the problem. 

As to the effect of the ordinary tax on corporate expenditures for 
items such as sales promotion, pension fund contributions, and the 
other items mentioned above, there is not much to be added. Ob- 
viously, tax-oriented judgments are more common under a 52 percent 
rate than they would be under a 35 percent rate and less common than 
under a 65 percent rate. That the high corporate tax rates have in- 
duced the establishment and growth of pension funds cannot be 
doubted, nor can it be doubted that they have been responsible to a 
significant extent for the willingness of large corporations to aid the 
financing of higher education. These phenomena have disturbing 
aspects as well as beneficial ones, but the discussion of the pros and 
cons of growing pension funds and the financing of higher education 
by big business is far outside the scope of this paper. 

I conelude that a high corporate rate, providing it is not too high, 
is probably a neutral factor; i. e., it stimulates as much economic ac- 
tivity as it curtails. Naturally what is too high will vary with cir- 
cumstances. In an economy influenced by high defense and other 
expenditures by the Federal Government, a rate may be tolerable 
which would not be tolerable were we able to afford, without prejudice 
to our security, a very materially reduced Federal budget. The pres- 
ent 52 percent rate (30 percent on the first $25,000 of taxable income) 
is plainly not unbearable, neicher is it comfortable, and I would hope 
as I indicated earlier that when tax reduction is vouchsafed us, the 
corporate rate should not be completely left out in the cold. 


THE OVERALL IMPACT OF THE CORPORATE 
INCOME TAX 


W. Bayarp TAy Lor, Claremont Men’s College 


1. Has rus Corporate Income Tax Limirep Corvoratre GRowTH AND 
Repucep Witutineness To UNpEeRTAKE New VENTURES? 


The question may be taken in two parts: First, as referring to the 
expansion of established corporations ; and second, as referring to new 


® Rudick, op. cit., supra, note 2, p. 218. In the light of current conditions, I would 
modify some of the criteria then suggested. 
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businesses. The answer cannot be made categorically nor derived 
statistically for either group. No one knows to what extent decisions 
to start new businesses, to discontinue old businesses, or expand estab- 
lished businesses are influenced by taxation. Presumably rational 
men deduct the tax on net income when estimating the return to be 
expected from capital investment. Certainly they review the effect 
of the tax on past operations and attempt to forecast its effect upon 
the return to be derived from reinvested earnings or new financing. 
Presumably they weigh these past or expected returns against the risk 
involved and compare them with known or prospective returns in 
alternative fields of investment. And yet businesses are launched, 
abandoned, and expanded for other than purely financial reasons. A 
venture may be undertaken to create a job for one’s self or friends or 
relatives or to satisfy an irresistible urge to create or compete. An 
existing firm may be liquidated because the operator dies and his 
heirs prefer leisure to labor. A going concern may be enlarged to 
gain prestige, to give battle to a hostile competitor, or—as with a 
public utility—to expand because it must, whether profitable or not. 
Sideline enterprises known in advance to be losers may be entered 
deliberately to establish deductible losses. 

We have no data by which these imponderables can be tested. We 
have ample data to prove what everyone knows, namely, that the 
American economy and its corporate sector have expanded during the 
same decade that corporate income taxes have increased. Gross 
national product is twice that of 1945. There are 20 percent more 
business firms in the United States: today than there were in 1946. 
Business expenditure for new plant and equipment will be over three 
times as great in 1955 as in 1945. Total corporate assets, exclusive 
of banks and insurance companies, are 50 percent greater than in 
1946. Dollar totals of security registrations with the Securities and 
Exchange Commission were $3 billion in 1945, have averaged $7 bil- 
lion per year since, were $9 billion in 1954. The record of corporate 
securities issued for new capital is even more impressive; $1 billion 
were offered in 1945, $6 billion in 1954. ‘ 

Although several of the factors responsible for our corporate growth 
since 1940 have undoubtedly been modified by the impact of both in- 
dividual and corporate income taxes, the effect of those taxes has 
probably been less significant than cursory analysis might indicate. 
Certain facts can be cited to confirm this view. The favorable treat- 
ment of capital gains, especially during this period of corporate 
growth, has encouraged individuals to invest. The ability of a corpo- 
ration to expand from depreciation, depletion, and amortization ac- 
cruals, all of which are tax-free, accounts for an important percentage 
of their growth. When these accruals are added to retained earnings 
the total is greater than the net increase in corporate assets during 
the period. Implicit here also, among other imponderables, are such 
factors as inflation, anticipated or real, large Government expendi- 
tures, and general business optimism. The shifting and incidence of 
the income tax, a problem that has recently been reexamined by eco- 
nomic theorists, is also pertinent, although beyond the province of this 
paper. 

More important for our immediate purpose than the fact of corpo- 
rate growth or our speculation as to its extent if corporate income had 
been taxed differently or less severely is the long-run effect upon the 
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financial health of the business population. Are corporate financial 
structures sound? A tax that places a premium upon debt financing 
and penalizes equity financing is a tax that encourages corporations to 
indulge in unwise practices with respect to the management of their 
asset and capital structures, the management of their income and 
reserves, and the determination of dividend ne These policies 
and practices, if ill-advised, may court future disaster for themselves, 
their creditors, and the entire economy. 

The basic distinction between equity and debt, between owners and 
creditors, is deeply imbedded in the capitalist system. All capital, 
in fact, is divided into two kinds: that which is owned and that which 
is borrowed. The law recognizes the distinction by sanctioning dif- 
ferent types of contracts for savers and owners and provides for the 
different treatment of each during bankruptcy and corporate reor- 
ganization. The several States have enacted legislation providing 
for the control of the investments of banks, insurance companies, and 
certain trust funds; until recently modified these investments were 
restricted to debt contracts and equity issues were excluded. The dis- 
tinction is evidenced in the free capital market where there are dif- 
ferent rates of capitalization for the anticipated return on shares and 
the contractual return on bonds. Cyclical fluctuations in business are 
accompanied by the different behavior of stock and bond prices. 

In the interest of sound financial policy, as well as the investor, 
securities whose provisions operate to evade the distinction between 
equity and debt should not be issued. The dividing line between stock- 
holders should be redrawn sharply and kept clear in the future. Con- 
vertible and warrant-bearing bonds are examples of investment 
hybrids that blur this line. Convertibility and detachable warrants, 
in the vernacular of finance, are “sweetening” devices, designed to 
attract, if not to seduce, the conservative investor. They combine 
two elements that do not mix: investment and speculation. The specu- 
lative element becomes profitable for the purchaser, if at all, at just 
the time when it becomes unprofitable for the company to have him 
exercise his privilege. The holder of such an issue wil! assert his 
rights when the company’s stock, which he is privileged to obtain by 
converting his bond or cashing his warrant, could be more advantage- 
ously offered by the corporation to the outside market. This problem 
receives further attention in the pages that follow. 


2. How Sienrrrcanr Are THE Provistons Renatrne ro (A) Loss 
CARRYOVERS AND (B) CaprraL Recovery ry Tuts Resprcr? 


(a) The carryover provisions permit a corporation to carry a net 
operating loss back 2 years and obtain a refund on taxes paid or to 
sarry the loss forward and charge it to net operating income for as 
many as 5 years. Established corporations must apply the carryback 
first to the first year preceding the loss year, then to the second; they 
may then carry any remaining balance forward to the first year fol- 
lowing the loss year, then to the second, and on to the fifth year or 
until the loss is absorbed. New corporations realizing losses during 
their first year carry the loss forward for 5 years. 

(6) Under the 1954 act a corporation may elect to recover a greater 
percentage of the cost of a capital asset in the earlier years of its 
useful life. Two methods, both modifications of traditional straight- 
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line depreciation in favor of accelerated depreciation, are permitted : 
the declining balance method, and the sum-of-the-year-digits method, 

Referring again to (a), loss carryover is designed to reduce the 
risk attendant upon investment. By it, Government shares in invest- 
ment losses as well as gains; the device aims to answer the “heads 
I win, tails you lose” objec tion to the tax on business profits. But 
to obtain the full advantage of this provision there must, of course, 
be gains to which losses can be carried. Furthermore, nonoperating 
or other income, if the a ation enjoys such, must be reduced by 
losses realized in the same taxable year, thus reducing the amount of 
the carryover to operating gains in future years. If corporate man- 
agement realizes, first, that losses are cushioned only by gains and, 
second, that gains must be cushioned, if at all, by losses, the provision 
can hardly be expected to stimulate the incentive to inv est. Investors 
would hardly finance a new venture on the promise that its managers 
planned to operate at a loss during the third year in order to obtain 
the 2-year carryback. 

Conclusive evidence on this point does not exist although the find- 
ings of an extensive investigation of taxation and business incentives 
are available! Professor Butters reports that— 
by and large, the tax structure appears to have had only a relatively limited and 
specialized impact both on the basic incentives which motivate the private econ- 
omy and on the structure of this economy. The effects of the tax structure on 
the aggregate levels of employment and real income realized over the last 10 


to 15 years have been even more limited, as is obvious from the record levels 
achieved in both employment and income during this period. 


His further statement that “taxes are more likely to determine how 
a thing is done than they are to determine what or whether an action 


is taken” supports the thesis of this paper; viz, that taxation affects 
financial policy more than it affects decisions to launch business 
ventures. 

Questions pertinent to the Butters-Lintner conclusion concerning 
the tax stimulus to business investment are raised by Professor Heller 
of the University of Minneosta.’ He, with all who are interested in 
the problem, would like to know “how w idely businesses and investors 
have availed themselves of the tax bonuses given for certain acts, such 
as building plant, buying equipment, conducting research and so on” 
and whether “(a) having achieved tax savings by taking advantage 
of the new provisions, did businesses use the funds to increase divi- 
dends, investment, working capital, or what ?” (for one of the “whats” 
we suggest the retirement of long-term debt) and (6) “* * * did the 
incentive of liberalized or preferred tax treatment elicit a greater 
flow of investment than would otherwise have occurred?” The an- 
swer to the last question will be ventured in advance: “not a greater 
flow, but the same flow, into different channels, different types of 
securities, different industries.” 

Accelerated depreciation, if corporations adopt it, will reduce their 
profits and increase their accumulations. Although not immediately 
relevant to the question before us, it may also affect their cost ac- 


+See papers by J. Kieth Butters and John Lintner, titled respectively “Taxation Incen- 
tives and Financial Capacity” and “Effect of Corporate Taxation on Real Investment,” 
Papers and Proceedings of the 66th Annual Meeting, American Economic Review, May 
1954, pp. 504, 520. 

2 Ibid., p. 505. 

s Appraisal of the Administration’s Tax Policy, Walter W. Heller, National Tax Journal, 
March 1955, pp. 18-19. 
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counting and therefore, possibly, their — Companies changing 
from straight-line to declining-balance depreciation have already re 
ported that their income taxes are lower and their cash positions are 
stronger. That this was to have been expected can be readily per- 
ceived by noting that the depreciation of an asset with no salvage 
value and a life of 20 years would, for the first year, be 5 percent of 
the cost of the asset under straight line, 10 percent under declining 
balance, and 9.52 percent under the sum of the year-digits method 
But unless the company is continually adding new depreciable assets 
the advantage of acceleration becomes less each year and the results 
could prove to be embarrassing in the future. 

The new venture is rare that can begin business with its market 
full blown. As sales and output increase unit costs decline and profits 
rise. Under the declining balance method the just-organized com- 
pany would take 10 percent depreciatior the first year but by the 10 
year it would depreciate the same assets only 3.87 percent. Its taxes 
would therefore increase as the result of declining out-of-pocket ex- 
penses and lower charges for depreciation. Unless obsolescence justi- 
lied replacement or sales required expansion of plant and equipment 
any benefit to the firm from fast capital recovery would be short-lived. 
Furthermore, since higher taxes are to be faced each year, the depre- 
ciation reserve becomes, in effect, a reserve for the payment of those 
taxes unless the firm is willing to charge taxes to each year’s opera- 
tions, thus reducing its net income and compelling it to pay lower divi- 
dends as the tax depreciation benefit is reduced. To keep this re- 
serve, or any reserve, invested while it is not needed and have it avail- 
able when it is needed is a neat financial trick, one that few firm: 
are staffed to perform. To employ depreciation for expansion or 
working capital purposes is to run the risk of being unable to obtain 
other financing when the occasion arrives for spending the reserve 
for its intended purpose. Tax relief should not take the form of an 
inducement to change time-tried and value-proven financial prac- 
tice. Depreciation should be related to the individual firm’s experi- 
ence with physical wear and tear, not to tax relief during its develop- 
mental period. 


3. Has THe Tax ArrectTep SIGNIFICANTLY THE FINANCIAL PoLicres 
oF CoRPORATIONS AS A WHOLE? 


Competent observers are unanimous in agreeing that the corpora- 
tion income tax, as levied, has been responsible for the increase in 
corporate debt. Bond interest is deductible from net income while 
dividends on common and preferred stocks are not. Therefore, by 
trading on its equity the corporation pavs lower taxes and enhances 
the per share earnings on its stock. When the two results of such 
borrowing are expressed in terms of (a) the interest burden and (0) 
the percentage earned on net worth the dangers inherent in the up- 
ward trend of debt financing become apparent. Before considering 
these dangers specifically certain financial facts will be set forth. 

(i) Internal sources of corporate capital are revealed by the fol- 
lowing data: 
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[Billions of dollars] 


| 
Profits before | Profits after | Cash divi- Undistrib- 
dends uted profits 








1 Quarterly at annual rate. 


Depreciation, deducted as an expense from gross income, is another 
source of capital funds. This item increased from $5.3 billion in 
1946 to $11.8 billion in 1953. 

(ii) Outside financing, as obtained by new corporate issues, was as 
follows: 


[Millions of dollars] 





Bonds and | Common Preferred 


| 
notes stock stock 


—— Se —$———— —— ——— —————_—_< 


4, 855 397 





(iii) Earnings and dividends per share of common stock for three 
corporate groups were as follows: 


{Dollars per share] 


Industrials, 125 stocks | Public utilities, 24 re 
! 


Railroads, 25 stocks 
Dividends Earnings | Dividends | Earnings | Dividends 


| 


$1. 30 | $4. 30 | 


1. 76 7. 36 | 


5 | $1. 72 
i2 


1 
| 2. 6 
3. 10 | 2. 23 8.95 | 

| 

' 1 


(iv) Yields to investors in the above issues are indicated by the 
following: 


[Percentages] 


Industrials Public utilities | Railroads 





Bonds Stocks Bonds Stocks Bonds 
| | 





ps y 3. 99 xf 4.99 
1950 442 2. 67 | 6. 51 2. 82 5. 66 
1955 ais doe badd drecegicheda 3. | 3. 63 | 3. 22 | 4, 32 


(v) The combined capital structures of industrial, public utility, 
and railroad corporations, expressed in percentages, were as follows 
in 1950: 
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—_—_—— 


| 
Industrials | Utilities Railroads 











| 


. Percent Percent Percent 
LongeGi eee oi. 2253. DIRE Bea eI 13 | 38 
7) ae ee one RS 6 | 9 8 
CR ind cosckhe ne went cuwsedtenes tenet acne. : 29 | 35 26 
SUI NR c s hc tes once ts ntsecs - ams gan soap ongcusdeGhbte alvenl 52 | 15 | 28 

Woliie sh 1-5, tte Vi tl setae le 100 100 | 100 


Source: Guthmann and Dougall, Corporate Financial Policy, 3d edition, 1954, p. 214, compiled by the 
authors from Statistics of Income for 1950 and Statistics of Railroads in the United States, 1950. 


Reference to the above paragraphs in the ensuing arguments will be 
for illustrative purposes only. Data based upon such large totals, 
while rough, is useful in pointing up overall effects and relationships. 

Corporate profits after taxes increased from $8.3 billion to $21.2 in 
the 1945-55 period (par. i.), an increase of 155 percent, cash dividends 
increased 128 percent, and undistributed profits 178 percent. Ob- 
viously, those responsible for the management of corporate income 
decided to grow from within and pay out a smaller percentage of the 
profits to stockholders. At the same time, when they did elect to seek 
outside financing they resorted to debt issues in large amounts, offer- 
ing $7,488 billions of bonds and notes in 1954 and only $1,213 billions 
of common stock. 

Retained earnings are not tax free to the corporation but they are to 
the stockholder if he keeps his stock. Presumably his book value per 
share increases in direct proportion to the retained earnings; to the 
extent (and no one knows to just what extent) that the market gives 
effect to the greater book value, the holder has a paper capital gain. 
If he cashes this gain it will be taxed at 25 percent. Therefore the 
corporation accommodates its high-bracket stockholders by issuing 
stock dividends or splitting the stock. It seems significant that the 
‘industrial group, with a much smaller ratio of debt to equity capital, 
has distributed a much smaller percentage of their net earnings than 
the public utilities (par. iii.). 

A corporation that trades on the equity successfully can earn more 
on its net worth and could pay higher dividends than one that does not. 
A simplified example will illustrate the principle, as well as the risk, 
of employing “cheap capital.” John Jones needs $100,000 to launch 
a venture and persuades Peter Smith to invest $40,000 in the enterprise 
and incorporate. Jones contributes $10,000 and his patented idea and 
borrows $50,000 at 4 percent interest to complete the capitalization. 

The company grosses $20,000, has operating expenses of $8,000, 
pays the $2,000 interest, and nets a profit of $10,000 upon which it pays 
the corporate income tax of $3,000. John and Peter can share $7,000 
on their $50,000 investment, a return of 14 percent. Peter, accustomed 
to capitalizing returns on investments of this sort at 8 percent, values 
his stock at $70,000 and is well pleased. But in a lean year sales drop 
$4,000 and operating expenses only $1,000. Taxes drop to $2,100 but 
interest remains at $2,000 and John and Peter realize only $4,900 on 
equity, a return of 9.8 percent. Peter thinks his stock is now worth 
$8,875 less than before, knows that it has yielded $700 less, and takes 
John to task at their next stockholders’ meeting, suggests that he 
improve his management or resign. 
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Multiply the above example by 10 or 100 and the gains and the risks 

of employing cheap capital become apparent. The principle is the 
same when millions of dollars of bonds and thousands of stockholders 
are involved, exc sop that. the fixed percentage taken by the corporate 
income tax is 52 percent when income exceeds $25,000. Since 1950 
total dividends paid have been greater for the heavier borrowers. 
Electric and gas utilities paid $ $52.3 million in 1950 and $85.6 in 1954, 
an increase of 63 percent; for railroads the increase was 29 percent, 
for manufacturing companies 6 percent, and for those engaged in 
trade 2 percent. 

As could have been expected, many corporations have turned to 
convertible bonds during the present high-tax period. Anxious to 
trade on the equity, and obtain the advantage of deductible interest, 
but faced with rising bond yields as the bull market for stocks con- 
tinued, appeal to the conservative investor has taken this form. But 
the market has also behaved as would have been expected, and has paid 
more attention to the conversion value than to the coupon rates or 
the investment value of these securities. Convertible bonds, as this 
is written, have declined with the stock market; by contrast, orthodox 
senior issues have strengthened as equities have sold off. Corporate 
financial management augments its own risks by injudiciously issuing 
convertible bonds. Conversion, when exercised, dilutes the common 
stock equity, perhaps at just the time when the company would prefer 
to continue trading on the equity or would, if it could, continue the tax 
advantages of debt financing. And certainly, if the company uses 
convertibles for refunding instead of new capital purposes, it is losing 
control over its own equity-to-debt ratio. The writer regrets that data 
is lacking showing the volume of convertible and warrant-bearing 
bonds that have been offered during the current high-tax, high- 
earnings period. 

While data is not at hand to prove the point or measure its signifi- 

cance, tax-free interest can be said to be of little or no advantage to 

small companies, or even larger ones that are still in the developmental] 
stage. Unable to borrow or float pane issues they must earn 10 percent 
on their  gapitah in order to net 7 percent and more if their income 
exceeds $25,000. They must grow, if at all, by withholding earnings 
that have already been taxed. Even after they can show a record 
that would impress outside investors they are likely to be confined 
to equity financing and prevented from obtaining “cheap” capital 
for a considerable gees 

Owner-control is a related consideration. There are two ways to 
control a corporation: (1) By the ownership of a majority of the 
votes and (2) by a deliberate dispersion of voting power among many 
shareholders. Small companies employ the former ; large ‘ “public” 
corporations use the latter. Both incline toward retained earnings 
for expansion purposes and both are influenced to do so by the cor- 
porate income tax. Each does so, however, with a different effect 
upon corporate financial policy. The large company that retains 
its earnings, the “growth” company, will use stock dividends and 
stock splits to obtain more stockholders, each with fewer shares, to 
gain control for a smaller percentage of the holders. To be well dis- 
persed the shares must be low priced, low enough for small taxpayers 
to afford. But when this has been accomplished, if proxy fights are 
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to be avoided, dividends must be regularized, made to appear gen- 
erous. If management adopts a policy of establishing a rate that it 
thinks it can pay and tries to maintain that rate, rain or shine, the 
administration of its net income becomes a much different problem. 
The dividend equalization reserve may become as important as de- 
ferred liabilities or depreciation in the life of such a company. 


4. Have THe Divivenps-Receivep Exctusion AND CREDIT PROVISIONS 


‘ 


Hap a Sientricant Iwpacr on Corporate FINANCING ? 


The dividend-received tax credit and exclusion provisions, enacted 
as part of the Internal Revenue Code of 1954, have been applicable 
only since July 31, 1954. 

These provisions are designed to alleviate the double taxation of 
corporate earnings. Dividend-paying stocks should become more at- 
tractive to investors because of the higher net yield after taxes al- 
though this will be conditioned by the direction of corporate dividend 
policies. It should also result in decisions to engage in more equity 
financing. In terms of investor incentives the credit provision should 
prove to be more significant than the exclusion provision. 

The Treasury estimated that the dividend exclusion would reduce 
revenue by $46 million and the dividends-received credit by $158 mil- 
lion in the fiscal year 1955, a total of $204 million. Because of the 
recent high rate of dividend payments, however, a somewhat higher 
estimate might now be made. The loss to the Treasury is, of course, 
a gain elsewhere in the economy although the nature and amount of 
that gain may differ from the amount of revenue reduction. 

The exclusion of the first $50 of dividend income yields a tax saving 
on that amount at the individual’s tax-bracket rate. If the taxpayer 
already owns stocks that pay $50 or more per year he gains nothing 
from the exclusion provision by acquiring more dividend-paying 
stocks. Investors who received little or no dividend income now will 
probably remain indifferent to stock investment. While some inves- 
tors at the margin may, of course, be attracted by the exclusion, the 
increased demand from this source for equity securities is unlikely to 
be large. 

The credit provision is of greater significance. Four percent of 
the amount of corporate dividends received (beyond the $50 exclu- 
sion) can be subtracted from the individual’s tax. This permits a 
moderately attractive tax saving for lower bracket incomes that in- 
clude dividends beyond the amount of the exclusion, and a very 
marked savings in percentage terms for dividend recipients in the 
higher brackets. An individual in the 20-percent bracket who re- 
celves $100 in dividends subject to this provision will retain $84 
instead of $80, an increase of 5 percent. An individual in the highest 
tax bracket (91 percent) who receives an additional $1,000 of divi- 
dend income would have paid, before the credit, taxes of $910 and 
retained $90. After the credit, however, his retained income is in- 
creased by $40 (4 percent of the $1,000) and becomes $130, an increase 
of almost 45 percent. 

Whether this will result in increased equity purchases cannot be 
foreseen definitely. Certainly the provision is a positive rather than 
a negative one and definitely favorable to the market for corporate 
shares. A tax benefit of this kind tends to be capitalized and this in- 
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creases the prices of corporate stocks. Moreover, the psychological 
impact of this provision, if the market regards it as a step toward 
the eventual removal of “double taxation,” may also be capitalized. 
If the market for equity securities is strengthened by these tax pro- 
visions, corporate management will be more likely to consider equity 
financing. It is safe to conclude, although impossible to prove, that 
the dividend-received tax credit and exclusion provisions of the pres- 
ent tax law favor dividend income and are thereby conducive to some 
shift by corporations from debt financing to equity financing. For 
the investor, these provisions would also further the shift toward 
equities. 


ECONOMIC IMPACT OF THE CORPORATION INCOME 
TAX 
E. Gorpon Keiru, University of Pennsylvania 


The corporation income tax is at the present time our second most 
important source of Federal revenue. First introduced as an ex- 
cise on corporate profits, in 1909, this tax became a permanent part of 
the Federal income-tax structure in 1913. Up until the time of the 
Second World War, the corporation tax was imposed at relatively 
low rates. Levied at 1 percent in 1913, the rate was quickly moved up 
to 12 percent during the First World War; and it remained at ap- 
proximately this level until it was boosted to 15 percent in 1936, and 
to 19 percent in 1939. By 1942, however, the rate applicable to ordi- 
nary corporate profits had been raised to 40 percent. The rate was 
reduced to 38 percent for a short period after the war, but was lifted 
to a new high of 52 percent during the Korean crisis. The corpora- 
tion tax was scheduled to be reduced to 47 percent early in 1954, but 
this reduction has twice been postponed—first, to January 1, 1955, and 
then to January 1, 1956. Consequently, we still have in effect today 
a levy which takes over half of the profits earned by any corporation in 
excess of $25,000. At present income levels, the tax yields close to 
$20 billion annually, and accounts for about 30 percent of the Fed- 
eral Government’s total budget receipts. 

It goes without saying that this tax has had a considerable impact 
on the practices and policies of American corporations. Many of 
these effects have already been discussed in other papers. Over the 
past 15 years the tax has also had considerable impact on corporate 
profits available for distribution or reinvestment. Although corpo- 
rate profits before tax rose from $9.6 billion, in 1929, to $34 billion, 
in 1954, or by 240 percent, corporate profits after tax rose from $8.3 
billion to $18.9 billion over the same period, or by only 103 percent. 
In 1929 the ratio of corporate profits before tax to national income was 
11 percent; in 1954, it was 11.3 percent. But over the same period, 
the ratio of corporate profits after tax to national income fell from 
9.4 to 6.6 percent. The higher spread between profits before and 
profits after taxes at the present time is, of course, a reflection of the 
rise in corporate tax collections. It is with the collection effects of the 
tax that we shall be primarily concerned in this paper. 

But before we can attempt to appraise the effects which the collec- 
tion of a 52 percent levy on corporate profits is having upon the growth 
and stability of the economy, we must consider the difficult question of 
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tax incidence. What do we know about the incidence of the corporate 
tax? Isis borne by the stockholders? Or is shifted in whole or in 
part onto the customers and employees of the corporation’ Unfor- 
tunately, these are not questions which can be answered very pre- 
cisely ; nor can we be sure that the best answers we can give to them 
today will be equally good answers at some later time. But if we 
are careful to explain the sense in which we use the term “incidence,” 
we can advance a number of propositions to which most economists 
would subscribe. 


Wuat Do Wer Know Apour THe INCIDENCE OF THE CORPORATION 
Income Tax? 


The term “incidence of taxation” is one which has been used in a 
number of different senses. Some students of taxation, when they 
tackle the problem of incidence, are attempting to determine on whom 
the more immediate burden of the tax rests. Others, however, are 
concerned with the manner in which the burden of the tax is finally 
allocated as among various groups in the economy. The former may 
be said to be concerned with the initial incidence of the tax, and the 
latter with its ultimate incidence or effects. The concept of initial 
incidence includes only the short-run effects of the tax on profits, 
wages, and prices. The analysis focuses on the short-run price and 
output decisions of the individual firm. The purpose of the analysis 
is to determine where the tax will rest after all adjustments to it have 
been made except those which would require changes in the size of 
existing fixed plant and equipment, or in technology. On the other 
hand, the concept of ultimate incidence embraces the long-run as well 
as the short-run effects of the tax. The analysis of incidence, when 
the term is used in this sense, takes into account the adjustment of 
capital investment to the tax, and the broad economic effects of the 
tax on aggregate employment and the level of income. In this case 
the question being asked is where the tax comes to rest after the scale 
of fixed plant and i the number of firms and their form 
of organization, and technological methods, have been fully adjusted 
to the new economic conditions which follow the imposition of the 
new or increased tax. 

The initial incidence of the corporation-income tax has been actively 
debated by economists and businessmen for a good many years. In 
the midtwenties, when the Colwyn committee was holding hearings in 
Great Britain in connection with its report on national debt and taxa- 
tion, it was told by economists that the tax could not be shifted, and by 
businessmen that they could and did pass it on. Similar differences 
of opinion may be found today; but there is more general agreement 
concerning the circumstances under which shifting is and is not 
possible. 

The view that a tax on net income cannot be shifted in the short run 
is substantially correct under assumptions of competitive conditions. 
In a competitive market, the firm that raises its prices above those of 
other firms will lose its customers. Consequently, even though a suc- 
cessful firm may want to pass on a tax imposed on its net profits, it 





1 For a more complete discussion of these points, see Goode, Richard B., The Corporation 
Income Tax, New York, 1951, ch. 4. 
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eannot safely do so unless less successful firms are prepared to take 
the same action. But since the less successful firms will have smaller 
tax liabilities, and since the least successful ones may well have no 
income tax to pay, uniform action on the part of all firms is very un- 
likely to occur. Only if the tax falls on some element of short-run 
cost, is it likely to affect the supply of a product produced under com. 
petitive conditions. Virtually all short-run costs are, however, al- 
lowed as deductions in computing statutory net income under the 
Internal Revenue Code. Consequently, supply will not as a rule be 
affected by a tax on net income, and prices will not rise. 

In an oligopolistic market, however, the situation is somewhat dif- 
ferent. Here the individual firm can vary its prices without having 
to fear the loss of the bulk of its customers. Even in this case, how- 
ever, it may be argued that it will not pay an oligopolist to raise his 
prices in an attempt to recoup the tax if he was previously charging a 
price which maximized his profits by equating marginal revenue with 
marginal cost. At this point the added cost of producing one more 
unit of output is assumed to be equal to the additional receipts to be 
derived from the sale of this additional unit. In other words, if it is 
assumed that businessmen always seek to maximize their profits, and 
that they generally succeed in doing so, even in an oligopolistic market 
there would be little incentive for tax shifting in the short run. 

Some students of business contend, however, that many business 
firms, and especially the larger ones, do not operate on the principle 
of profit maximization in terms of marginal costs and revenues, but 
instead set standards or targets of reasonable profits.2 Firms which 
have a substantial monopoly position for their products may aim, it 
is said, at Jimited rather than maximum profits in order to discourage 
potential competition, to restrain wage demands of organized labor, 
or to maintain customer good will. Or management, which typi- 
cally has a small financial interest in the modern corporation, may 
want to limit profits in order to maximize its own benefits. So-called 
standard profits may be set with reference to (1) what it takes 
to attract outside capital, (2) what earnings are needed to finance 
»lanned expansion, or (3) what the company or comparable companies 
vave normally earned. If the objective of a firm is to marntain 
standard profits in any of the above senses, an increase in the 
corporate rate might well induce shifting. Moreover, in any situa- 
tion where profits could have been increased by raising prices before 
the higher taxes were imposed, it would be possible for prices to be 
nudged higher by an increase in the tax rate. Only in rare cases, 
however, would complete shifting be possible.* 

To the extent that the initial incidence of the corporation income 
tax is on the stockholder or the corporation itself, the tax will of 
course reduce the rate of return on corporate investment. Moreover, 
to the extent that statutory net income on which the tax is levied 
includes certain fixed costs, the tax itself becomes a cost which busi- 
ness firms will ultimately have to recoup through higher prices. For 
example, although contractual interest charges are deductible in ar- 
riving at taxable income, no provision is made for the deduction of 


* See Dean, Joel, Management Economics, New York, 1951, p. 29. 

* For a discussion of some of the obstacles to tax shifting in oligopolistic markets see 
Shoup, Carl S., Incidence of the Corporation Income Tax, the Journal of Finance, June 1951, 
p. 193. 
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the noncontractual interest return on invested capital. Consequently, 
it is generally agreed that, in the long run, a portion of the tax is 
shifted forward to consumers, and that a somewhat smaller portion 
is shifted backward to wage earners. As a result of the lower rate of 
return on corporate investments, and the effect that it is likely to 
have on the amount of real investment being made, it is believed that 
consumers pay more for products requiring large amounts of capital 
in their manufacture than would be the case under a lower tax. On 
the other hand, the smaller the amount of real investment over any 
period of time, the lower is likely to be the productivity and the wages 
of the individual worker. 

The extent to which the corporation income tax can be shifted in 
the long run depends of course on the effect which is reduction in 
net profits after taxes has on the supply of equity capital. The 
general opinion seems to be that profit is rather compressible over 
the long period, and that a universal tax applicable to the dominant 
form of business enterprise does not greatly affect the general supply 
of capital, even though it may have some relative price effects as 
between different areas of enterprise. Furthermore, if the corporate 
rate is increased at a time when profit expectations for the future are 
rising, the higher taxes may have very little dampening effect either 
on the supply of equity capital or on the volume of investment. On 
the other hand, there are circumstances under which it will be rela- 
tively easy for corporations to pass on corporate tax increases, such 
as during the Korean boom of 1950-52, when most firms found them- 
selves in a strong sellers’ market. 

Although it is generally agreed that a portion of the corporation 
income tax is shifted in the long run, we know very little about 
the way in which the ultimate incidence of the tax is actually distrib- 
uted among stockholders, consumers, and wage earners. Some econ- 
omists estimate that as much as 50 percent of the tax has been passed 
on; but others suggest that the percentage of the tax borne by stock- 
holders is much higher“ Unfortunately, making informed guesses 
is about the best we can do at present, since very little empirical re- 
search has been done in this area. 

Assuming that a considerable portion of the corporation tax has 
been shifted forward to consumers since the end of the Second World 
War, will it be likely to stay shifted in the event of a recession more 
serious than those which we experienced in 1948 and in 1953? Con- 
ditions since the war have been peculiarly favorable for forward 
shifting, but if the going should get harder, will competition force 
a squeezing down of profit margins? If it does, the impact of a 
52 percent corporate rate on investment may turn out to be more 
severe than the record of the past decade would indicate that it has 
been thus far. 





*In a study of the distribution of total taxpayments by income groups which was made 
a few years ago, it was assumed that one-third of the corporation income tax was shifted 
forward, and that one-eighth was shifted backward. These particular ratios represented 
“the most likely set of pres with which the authors of this study thought that 
they could work at the time. ee Musgrave, Richard, et al., Distribution of Tax Payments 
by Income Groups: A Case Study for 1948, National Tax Journal, March 1951, p. 16. 
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Wuart Is Tue SIGNIFICANCE FOR Feperat Tax Poricy or Dirrerenr 
Assumptions Wir Resprecr ro Tus Incwence? 


The conclusions we reach or the assumptions we make with 
respect to the incidence of the corporation income tax have an im- 
portant bearing on Federal tax policy. If, for example, it is as- 
sumed that a substantial portion of the tax is shifted either forward 
or backward, the need for giving stockholders relief from their so- 
called double tax burden is much less serious than it would be if we 
were to conclude that the tax fell exclusively upon them as the owners 
of the enterprise. Similarly, a shifted corporation income tax would 
presumably be much less of an impediment to investment than one 
which could not be shifted, but it would have a more significant im- 
pact upon consumption. Consequently, if the objective of Federal 
tax policy is to stimulate investment, the choice of instrument would 
depend to a considerable extent on the assumptions made with respect 
to incidence. To the extent that the corporation tax does not fall 
directly on corporate stockholders, individual income tax rate reduc- 
tions would seem likely to be more effective in encouraging invest- 
ment than corporate rate reductions. On the other hand, if the pol- 
icy objective is to bolster consumption, a corporate rate reduction 
that would be passed on to consumers in the form of lower prices 
might be regarded as highly appropriate. 

Although most of the recent criticisms of the corporation tax appear 
to have been based on the assumption that it falls almost exclusively 
on the stockholders, it would seem that an equally good case against 
the tax could be made on the opposite assumption that it is largely 


passed on. A corporation income tax that is in effect a concealed sales 
tax would conflict with two basic and generally accepted peneene 


of taxation—those of equity and overtness. If it is agreed that the 
persons who actually pay a tax should be aware of the fact that they 
are doing so, and that tax burdens should be distributed in accord- 
ance with some accepted criterion of taxpaying ability, a shifted cor- 
poration tax must be viewed as a very poor tax. This is further evi- 
dence that the conclusions reached concerning the incidence of this 
tax are significant for tax policy. 

Finally, the assumptions which we make concerning the incidence of 
the corporation tax should influence our choice among alternative 
methods of reducing the relative importance of this tax, should we 
decide that we could afford to make a move in this direction. If, for 
example, it is assumed that a considerable portion of the tax has been 
shifted, it would not be particularly appropriate to lighten it by 
granting relief directly to stockholders. This would be giving them 
credit for taxes which were in fact being paid by other persons. The 
fact that there is still considerable uncertainty regarding the way in 
which the burden of the corporation tax is being distributed would 
seem to suggest that the method adopted for reducing its relative im- 
portance should be one which would give the corporation itself the 
maximum opportunity to allocate the tax savings as it saw fit. Sucha 
policy would increase the likelihood that consumers and wage earners, 
as well as stockholders, would receive their appropriate shares of the 
relief afforded. 

While our uncertainty concerning the ultimate incidence of the 
corporation tax makes it a difficult tax to defend, from a purely prag- 
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matic standpoint this also makes it a difficult tax to give up. So long 
as businessmen think that a large portion of the tax is being paid b 
consumers, and so long as consumers and wage earners think that it 
is being paid by the stockholders, all three groups are likely to press 
less strongly for corporate tax reductions than they are for reductions 
which they believe will more directly benefit them. At a time like 
the present, when our revenue needs are very great, a tax that is both 
productive and relatively painless cannot be easily discarded. 


Wovutp REDUCING THE IMPORTANCE OF THE CorPoRATION INComE Tax 
AFFECT THE STABILIZING CAPACITY OF THE REVENUE System ? 


The Federal revenue system is at the present time quite responsive 
to changes in the level of employment a income. When income and 
employment decline, as they did between July 1953 and July 1954, 
the drop in tax receipts is proportionately greater than the fall in 
income. This means, of course, that the expenditures being made in 
the private sector of the economy do not have to be cut back as sharply 
as receipts from production are falling, and that total effective demand 
will not shrink as rapidly as it otherwise would. It is because of this 
that the revenue system may be said to serve as an important automatic 
stabilizer. 

Because of the sensitivity of corporate profits to changes in the 
level of economic activity, and because of the high rate at which most 
corporate profits have been taxed, the corporation income tax has 
accounted for a large part of the stabilizing capacity of the Federal 
revenue system in recent years. Between July 1953 and March 1954, 
employment in nonagricultural establishments fell by 2.9 percent, and 
industrial production dropped by over 10 percent, but corporate profits 
before taxes fell by 17.7 percent. Over the full 12-month sentod from 
July 1953 to July 1954, when personal income derived from produc- 
tion was falling at an annual rate of $4.4 billion, corporate income 
was decreasing at an annual rate of $7.4 billion. The decline in per- 
sonal taxpayments which was attributable to the decline in personal 
income derived from production was about $1 billion, but the de- 
cline in the tax lability of corporations which was attributable to the 
drop in corporate profits before taxes was $4.5 billion.’ 

As the President pointed out in his January 1955 Economic Report : 

Had it not been for this reduction of taxes, it is unlikely that corporations 
would have increased their dividend payments at an annual rate of $300 million 
during this period, thus bolstering the flow of personal income. Nor is it likely 
that they would have maintained their capital expenditures at so high a rate, 
thereby supporting the Nation’s income base.* 

Therefore, there can be little doubt that reducing the importance of 
the ete ee income tax would reduce the stabilizing capacity of 
the Federal revenue system. But this does not necessarily mean that 
we are precluded from making adjustments in the corporate sector 
of this system. The present high rates were imposed in order to 
raise the revenue needed to finance heavy defense costs. The stabilizing 
effects of these high rates has been a welcome byproduct which we 
shall presumably want to give up as soon as our revenue needs become 
less pressing. On the other hand, in considering the desirability of 
tax policies which would reduce the importance of the corporation 
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income tax and increase that of other components of our revenue sys- 
tem, we should not overlook the fact that none of the other principal 
sources of Federal revenue would be able to contribute as much to the 
cushioning or dampening of any deflationary or inflationary forces 
which may develop in the economy. 

Although any reduction in the importance of the corporation in- 
come tax ieoall seem likely to reduce the stabilizing capacity of the 
Federal revenue system, it should be observed that a lower corporate 
rate might contribute to the overall stability of the economy in other 
ways. ‘For example, to the extent that a high corporate rate en- 
courages corporations to increase the proportion of debt in their capital 
structures, this tends to accentuate cyclical instability. It has also 
been argued that a high corporate rate, especially if it is in excess of 
50 percent, makes corporations less inclined to maintain strict controls 
over their expenditures in good times, and less determined to resist de- 
mands for wage increases which exceed current increases in labor 
productivity. To the extent that these arguments have validity, a 
reduction in the importance of the corporation income tax would, of 
course, make some contribution to overall economic stability. 


Wovntp Compensatory INCREASES IN THE YIELDS From Orner Taxes 
Resutr rm a Tax System More or Less Represstve oN Overari 
Economic GrowrTu ? 


One of the most serious charges which have been made against the 
corporation income tax as a major source of Federal revenue is that 
it represses the growth of the economy. At first glance this might 


not appear to be a very significant point since all taxes are by nature 
repressive. Their function is to curb spending in the private sector 
of the economy so as to release resources for public use without a rise 
in prices. But the complaint against our high-rate corporate tax goes 
further than this. It is based on the conviction that different taxes 
tend to curb different kinds of private spending, and that the corpora- 
tion tax excessively curbs a type of spending that is essential for con- 
tinued economic growth. This, of course, suggests that compensatory 
increases in the yields from other Federal taxes would be less repres- 
sive. The complaint also rests on the assumption that the corpora- 
tion tax is borne in large part by the corporation itself, or by its 
stockholders, 

What are the necessary ingredients of economic growth, and to what 
extent is it true that the corporation tax is more repressive than alter- 
native sources of Federal revenue? In his 1955 Economic Report, 
the President pointed out some of the things which we must do 1f we 
are to realize the growth potentials of our economy. Businessmen 
must be actively engaged in starting new enterprises and in expanding 
old ones. The tools of industry must be multiplying and improving. 
Research and technology must be opening up new investment oppor- 
tunities. Encouragement must be given to enterprise and innovation. 
But the President recognized that balanced economic growth depends 
on more than expanding investment opportunities and the incentive to 
exploit them. Growth also depends on rising educational levels, im- 
proved work skills, widely distributed income levels, and an eagerness 
on the part of consumers to improve their living standards.’ 


7 Ibid., p. 3. 








1 


e 
e 
r 
] 
D 
f 
$ 
r 
a 
f 


a i | a, 


ww 


a 


FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 665 


A heavy corporation tax that is borne by the corporation or by its 
stockholders undoubtedly does discourage the starting of some new 
enterprises, or the expansion of old ones. It also makes the financing 
of growing firms out of retained earnings more difficult. Ventures 
which may be expected to yield attractive rates of return before taxes 
look much less promising when it is realized that this return may be 
more than cut in half by the tax collector. Thus the tax chokes off 
before they are born enterprises which might make significant con- 
tributions to the Nation’s growth. Similarly, the owners and manage- 
ment of existing concerns may be held back from a decision to expand 
by a tax rate which promises too little in the way of an added return 
for the sacrifices and risks that are involved. Finally, a tax which 
takes over 50 percent of the net profits of a successful enterprise 
necessarily cuts down very sharply the ability of such firms to finance 
expansion from internal sources. In a number of ways the corpora- 
tion tax could, therefore, be curbing a type of expenditure which is 
closely associated with economic growth. 

This charge against the corporate tax is, however, hard to reconcile 
with the level of plant and equipment expenditure which has been 
maintained since 1950. New construction of commercial and indus- 
trial structures jumped from $5.7 to $7.2 billion between 1950 and 
1951, and has continued to rise steadily since then. The seasonally 
adjusted annual rate for the second quarter of 1955 was $9.8 billion. 


‘Investment in producers’ durable equipment rose from $21.1 billion 


in 1950 to $24.4 billion in 1953. During the 1953-54 recession, in- 
vestment in this form dropped to $22.3 billion; but by the second 
quarter of this year, the seasonally adjusted annual rate was again 
up to $23.7 billion. A recent survey of business investment programs 
for the last 2 quarters of 1955 indicates that if present plans are full- 
filled, new records in capital spending will be established.* Thus 
there is little or no evidence that aggregate business investment has 
been significantly curbed by the high taxes on corporate profits. 
There are, of course, a number of possible explanations for this. 
For one thing, as we have suggested above, this has been a particularly 
favorable period for tax shifting, and those corporations which have 
been able to take advantage of this fact have simply not felt the full 
weight of the tax. Second, it may well be that a high corporate rate 
is less of a deterrent to investment than one might suppose it to be. 
Given a high and steadily rising level of consumer demand such as 
we have been enjoying in xecent years, with the impact this has had 
upon sales and earnings, the pressure on businessmen to expand their 
plants and to improve their equipment may have been strong enough 
to overcome the tax pressures which would have held investment 
down under less buoyant conditions. The fact that many facilities 
built or acquired during this period could be amortized for tax pur- 
se over a 5-year period also served to lighten the impact of. the 
igh corporate rate on private investment. But conditions so favor- 
able to tax shifting and business expansion cannot be expected to 
last indefinitely without a break, and steps are already being taken 
to limit the types of facilities which will be eligible for rapid amor- 
tization in the future. Consequently, the fact that the 52 percent 
corporate rate does not appear to have repressed business investment 





® Survey of Current Business, U. 8S. Department of Commerce, September 1955, p. 2. 
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over the past 5 years is no guaranty that it will not do so under some- 
what less favorable circumstances in the future. 

If we were to reduce the relative importance of the corporation 
income tax in the Federal revenue system without any sacrifice of 
total revenue, any one or more of several types of compensatory action 
would be required. Individual income tax rates could be raised or 
personal exemptions could be lowered. Alternatively, we could in- 
crease the rates or broaden the coverage of the existing system of 
excises, 

An increase in individual income tax rates, to the extent that it 
reduced the disposable income of persons to whom business now looks 
for equity capital, would probably reduce the supply and availa- 
bility of such funds. Individual income tax rates in the upper-middle 
and top-income brackets are already higher than they should be from 
the standpoint of promoting an optimum rate of growth. On the 
other hand, it is unlikely that rates could be raised in the lower 
brackets without some increases in the middle and upper brackets, 
especially if these rate increases were made necessary by a lightening 
of corporate tax burdens. While the great majority of individual 
income taxpayers who are found in the lower income brackets might 
be willing to accept in principal the wisdom of some deemphasis of 
the corporation tax, they are not likely to support such a move if it is 
going to mean an absolute increase in their own tax burdens without 
commensurate increases all the way up the scale. 

Lower exemptions, or increased reliance on consumption taxes 
would not be as likely to have a repressive effect on investment unless 
their impact upon disposable income and consumer spending was 
sharp enough to affect adversely the sales and profit expectations of 
businessmen. There can be no doubt that one of the major factors 
behind the present boom is the high and rising level of consumer de- 
mand for goods and services. If at the time that corporation taxes 
were reduced, compensatory increases in individual income taxes and 
in the excises caused consumer demand to drop off, it may be ques- 
tioned whether the net effect on investment would be favorable or 
unfavorable. The outcome would depend upon the size of the com- 
pensatory increases that would be needed, and the chance of a favorable 
outcome would be greatest if the shift was made gradually under con- 
ditions of rising income and output. Under such circumstances a con- 
siderable part of the revenue loss resulting from lower corporate taxes 
would be offset by the effects of economic growth. 

To the extent that the corporation tax has been shifted, and to the 
extent that any reduction in the corporate rate would be passed on to 
consumers in the form of lower prices, the effect of giving the cor- 
poration tax a less important role in the Federal revenue system would 
be less significant from the standpoint of the growth of the economy. 
If the compensatory increases fell mainly on consumption, the effect 
of these increases would tend to offset the effects of the corporate 
rate reduction; but if they fell on savings the net effect might be ad- 
verse to the maintenance of an expanding scale of investment. 
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Ir THE CorporaTION Income Tax Were To Be Repucep in Importance 
RELATIVE TO OTHER COMPONENTS OF THE F'eperaL Tax System, How 
Micut Tus Be Done, anp WHat Woutp Be THE ADVANTAGES AND 
DISADVANTAGES OF Eacu ¢ 


There are a number of ways in which the importance of the corpora- 
tion income tax could be reduced in the Federal tax system. The first, 
and perhaps the most obvious way would be to reduce the corporate 
rate. As we have seen earlier, the present 52-percent rate came into 
effect during the Korean crisis as an emergency measure, and at the 
time it was enacted Congess also made provision for a subsequent re- 
duction. There is a good deal to be said for reducing the rate to a 
percentage somewhat under 50 percent. While businessmen may not 
be spending their 48-cent dollars any more freely or carelessly than 
they would spend 53-cent ones, and while giving them a somewhat 
higher equity in their profits might not have an appreciable effect on 
their investment and employment decisions, getting the rate down be- 
low the split-even point would appear to be sound policy. The prin- 
cipal disadvantage of a modest rate cut at this time would seem to be 
its cost; and to the extent that we can absorb that without raising other 
taxes elsewhere, this would not seem to be a major objection. 

On the other hand, a sharper rate reduction at a time when indi- 
vidual income-tax rates were being held at roughly their present levels 
would be open to the objection that retained profits would be taxed 
too lightly in relation to distributed profits, thereby giving closely 
held corporations a greater incentive to retain earnings than they 
now have. Moreover, a flat-rate reduction would be considerably 
more expensive in terms of revenue than a form of relief that was 
himited to distributed earnings. 

A second method of reducing the importance of the corporation 
income tax, and of lightening its impact upon stockholders, would be 
to give at least a partial deduction for dividends paid out. This 
would, of course, be a move in the direction of placing stockholders in 
somewhat the same position as bondholders taxwise, since interest on 
corporate debt is now fully deductible for tax purposes. One advan- 
tage of this approach would be that it would cost less than a flat-rate 
reduction. Even if the effect of a dividend credit was to induce firms 
to pay out a larger portion of their earnings, the effect that this would 
have on corporate tax receipts would be offset to a considerable extent 
by increases in individual income-tax receipts. A second advantage 
would be the fact that a dividend credit would reduce the incentives 
for debt financing, and would thereby contribute to a better balance 
between debt and equity in corporate capital structures. Its principal 
disadvantage would be that it would make the corporation tax com- 
pletely or partially a tax on undistributed profits. This might make it 
more difficult for small growing firms to finance their expansion out of 
retained earnings. Not only would they be under greater pressure to 
distribute their earnings in order to minimize tax liabilities, but of the 
funds retained a very high percentage would continue to have to be 
paid to the Government. 

A third approach to corporate tax problem would be the so-called 
withholding approach under which the stockholder would have im- 


puted to him both the dividend which he had received and the corpora- 
tion tax paid on the corporate income from which the dividend was de- 
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rived. Actually, this approach is not so very different from the divi- 
dend-credit approach, although it would be less likely to be regarded as 
the equivalent of a tax on undistributed profits. Consequently, the 
withholding approach would presumably be more acceptable to those 
persons who believe that tax pressures for profit distribution would 
retard economic growth. A major objection to the withholding con- 
cept in the minds of some students of taxation is that “it really goes too 
far and in effect ignores corporations as separate taxable entities.” ® 
Tt has been pointed out that under this approach income distributed to 
tax-exempt institutions or individuals would escape tax altogether, re- 
gardless of the profitability of the corporation, since the Treasury 
would be required to make cash refunds in those cases where the 
“withheld tax” was in excess of the tax liability of the individual or 
institutional dividend recipient. 

A fourth approach to the corporate tax problem, and the one which 
was adopted by Congress in the 1954 Revenue Act, is to give the indi- 
vidual dividend recipient a tax credit with respect to dividends re- 
ceived. For exampie, under the present law, the individual taxpayer 
may deduct from his tax liability an amount equal to 4 percent of the 
dividends he has received. The principal advantage of this approach 
would appear to be its simplicity. Its principal disadvantage, on the 
other hand, is that it does not come as close as do the other approaches 
to distributing tax relief in proportion to the present ceerbindin of 
the corporation tax on individuals at different income levels if it is 
assumed (1) that the tax is borne by stockholders, and (2) that there 
would be no overburdens if individual stockholders could be treated 
in the same way as the partners are in unincorporated enterprises. 

The choice between these alternative methods of reducing the rela- 
tive importance of the corporation income tax in the Federal revenue 
system is clearly not an easy one to make. Each of the approaches to 
which serious consideration has been given has its disadvantages as 
well as its advantages. From the standpoint of providing the maxi- 
mum investment incentive, and at the same time of making as sure as 
we can that the persons being relieved are those who are bearing the 
tax, the dividend-credit method would seem to rank somewhat ahead 
of the other methods; but this is, of course, still a debatable issue. 
We have still a good deal to learn concerning the incidence and effects 
of the corporate tax before we can be sure of the impact it is having on 
the economy or of the best ways of making certain that this tax will 
not become a barrier to sustained economic growth. 


®Dan Throop Smith, Two Years of Republican Tax Policy: An Economie Appraisal, 
National Tax Journal, March 1955, p. 9. 
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XIII. TAXATION OF SMALL BUSINESS 
TRENDS IN INDUSTRIAL CONCENTRATION 
M. A. ADELMAN, Massachusetts Institute of Technology 


The Joint Committee on the Economic Report has posed the general 
question whether the present tax structure may be affecting the degree 
ef concentration, i. e., the extent to which the business of the Nation is 
carried on by a relatively small number of enterprises; otherwise 
stated, the question whether relatively smaller enterprises are tending 
to account for more and more, or for less and less, of the pbhbnal 
product. So wide and basic a question must, of course, be analyzed 
into a great many component questions, one of which is to examine 
what has happened to the pattern of concentration in recent years. 
Of course, whataver trend exists may not be due to the tax structure; 
it may indeed exist despite it, and would be stronger if the tax system 
were different. But, as a first preliminary step, an examination of con- 
centration for its own sake seems necessary. 


CoNCENTRATION DiIsTINGUISHED From Size 


Concentration is not the same thing as size. It is a relatively sim- 
ple matter to ascertain the number of employees, or amount of assets, 
etc., of any given business concern. (The amount of sales, the most 
popular measure, is by all odds the poorest.) But we usually cannot 
do much with this kind of information. An establishment or a firm 
with, say, 200 employees is very tiny in the chemical manufacturing 
industry but very large in the retail food distribution industry. 
Furthermore, what is large at one time may be considered small at 
another. This is especially true when we are considering dollar fig- 
ures, which increase both because of general price-level increases and 
because of increases in productivity all along the line. 

This is not to say that information on size is useless. On the con- 
trary, it may be important. For example, it is generally true that 
the smaller the firm selling securities in the capital market, the higher 
the costs of securing a dollar of proceeds. But this is interesting 
chiefly as an explanation for whatever tendencies we observe in relative 
size distribution, i. e., in the degree of concentration. What we pro- 
pose to do is to look at trends in concentration before World War II 
as a background for what has happened since. At this stage, the best 
we can do is to ask what change in trend, if any, seems apparent— 
whether any deflection is visible as we pass from one period to the 
other. That is how we would expect to see any impact from the 
present tax structure. 
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CONCENTRATION IN THE WHOLE Economy, oR IN 
“Arti MANUFACTURING” 


Much attention has been paid in the past to such figures as the per- 
cent of all corporate assets, or of all national wealth, held by the 
largest 200 (or some other small number) corporations in all lines 
of industry. So far as we can tell, this share increased in the late 
1920’s, and was very possibly increasing earlier. Since the early 
1930’s, it has declined substantially. This fact is not as significant 
as it sounds, since about half of this group consisted of the holdings 
of public utilities—railroads, electric power, telephone, etc. Because 
of the Public Utility Holding Company Act of 1935, there was a 
really massive deconcentration in this sphere, amounting to about $16 
billion—at current prices, it would be more. But since this decon- 
centration resulted from the action of Congress, it can hardly serve 
as evidence of any strictly economic trend. Hence we are thrown 
back on the nonutility sphere, and in practice, this means the manu- 
facturing industries, where the great bulk of large businesses and 
concentrated industries are to be found. So far as all manufacturing 
is concerned, it would appear that since 1931 (the first year for which 
reliable figures are available) there has been a small downward trend. 
Thus, in 1931, the largest 1389 manufacturing corporations held not 
quite 50 percent of all assets; in 1947, they held 45 percent; in 1951, 
about the same. 

Measurements of such very broad areas as all manufacturing are 
certainly of some interest, but it is limited. For example, increasing 
concentration might have come about even though in every industry 
there was decreasing concentration (and vice versa). The reason is 
that the more concentrated industries might have been growing faster. 
Or it might be that the larger industries which had the larger business 
concerns were growing faster, even though they might be no more 
concentrated than average. From a statement that concentration in 
manufacturing as a whole was increasing or decreasing, it would be 
impossible to draw even the most limited and tentative conclusions 
as to what was happening in any particular line of industry. For this 
reason, measurement of concentration in the economy as a whole, or 
in manufacturing as a whole, should in my opinion be regarded as 
of secondary interest. Back in the early 1930’s, there were some visions 
of the largest 200 companies taking over 70 or 85 percent or even more 
of the economy by the early 1950’s; that, at least, can be safely dis- 
missed, but there is little else to say on the subject. 


CoNCENTRATION Over THE Hautr CENTURY 


The kind of concentration measure to which we pay most attention 
today is one which takes one industry at a time. “Industry” may of 
course refer to a relatively wide or narrow group. Using the coding 
system of the standard industrial classification, we have, for example, 
the two-digit industry, No. 20, “Food products.” Within this broad 
grouping, we have the three-digit industry, No. 201, “Meat products.” 
Within this, we have the four-digit industry, No. 2011, “Meatpacking, 
wholesale,” the five-digit industry, No. 20111, “Fresh beef,” and so on. 
This breaking down by industries serves two purposes. One is ob- 
vious—the closer we get to separate industries, the closer we get to 
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actual markets and market behavior. This does not mean, however, 
that each “industry” is a market, in the sense that it sells a fairly well- 
defined group of products which have little substitution from other in- 
dustries. But obviously we have come a great deal closer, at least, 
to actual markets when we have the industries divided that finely. 

The other advantage to industry-by-industry treatment is the tech- 
nical statistical reason that the greater the number of subdivisions, 
the less the chance of the total figure being dominated by irrelevant 
regroupings from one industry to another. This was explained pre- 
viously, when referring to the limited usefulness of very broad group- 
ings like “all manufacturing.” a 

It has been possible to set up industry divisions for the period around 
1900—from 1895 through 1904—and measure concentration there by 
the so-called concentration ratio. This ratio is the percent of industry 
sales accounted for by the largest four concerns in the industry. Com- 
parison is then possible with later years, as follows: Around 1900, 33 
percent of all value added by manufacturing was produced in indus- 
tries where the concentration ratio was 50 percent or higher. In 1947, 
only 24 percent of all value added by manufacture was in industries 
where the concentration ratio was 50 percent or higher. This would 
appear to indicate a substantial reduction in concentration of manu- 
facturing over a 50-year period. One must, however, treat these 
figures with reserve because the data for the early period was gathered 
from a motley group of sources—good, bad, and indifferent. There 
is no reason to suppose that, on the average, they tended to be too 
high or too low; but there is always the possibility that it happened 
that way. 

This agrees with general impressions. There were quite a few in- 
dustries around 1900 where the largest company was much bigger, 
relative to the industry, than it is today—steel, oil, farm machinery, 
distilled liquors, sugar refining, meatpacking, etc. 

A comparison has also been made between the years 1935 and 1947, 
in somewhat different terms. Only 130 industries (out of a total of 
450 four-digit industries) were comparable as between these 2 years; 
the average concentration ratio declined slightly over 12 years. This 
decrease was caused, so far as we can make out, by the faster growth 
of less concentrated industries. It was not due to all or most indus- 
tries tending to become a little less concentrated. 

Finally, we may mention some studies of profits and growth in 
assets during wartime, which show smaller companies more profitable, 
and increasing faster, than large. 

What this all adds up to is nothing spectacular. It might be charac- 
terized as creeping deconcertration. It certainly did not promise to 
remake the size structure of American business. It is important 
mainly as a taking-off place for more recent developments. 


Postwar TENDENCIES IN CONCENTRATION 


In two important respects, the world in which business enterprise 
must live is different from what it was before the last war. The first 
is the very high level of corporate and individual income taxation. 
The second is the Government guaranty of high employment. In 
part, these two facts are interrelated. That is, the sheer size of the 


Government expenditure is an element of stability because it means 
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that a large fraction of the total national expenditure—which is an- 
other way of saying the gross national production—is decided by Con- 
gress, and is not subject to the vagaries of the business cycle. Per- 
haps more important is that no government in the free world, including 
our own, will tolerate anything remotely resembling the unemploy- 
ment of the 1930’s. Real controversy exists over implementing the 
policy—how much unemployed labor and capital is tolerable, at what 
point the Government ought to take action, ete. But no more de- 
pressions like the 1930’s is an important fact, and the knowledge of 
this stability is also an important fact. 

Now, the high level of taxation works in one direction, high em- 
ployment in the contrary direction. As to high employment: The 
swings of the business cycle bear harder on the small firm because it 
is inherently less diversified; it depends on fewer products, fewer 
distribution channels, fewer key personnel. Small firms are the ones 
which show the greatest scatter of profits, from highest to lowest. 
Hence a change in the economic weather affects them more strongly. 
Furthermore, their small size puts them in the position of the gambler 
with a small bankroll. He may have a good system for winning on 
the average, but he cannot win all the time, and unless he has some- 
thing to fall back on, he is more easily wiped out by a run of bad luck. 
It is the insurance principle, and a large diversified company is a 
self-insurer. 

We have some very thorough studies of the relation between size 
of corporation and rate of profit during the depression years 1931-36; 
and in every industry group in every year, the larger the enterprise, 
the better the profit showing—even though “better” often meant only 
smaller losses. But for the years 1937, 1939—both far from real pros- 
perity—and 1942, there is little if any such relationship. In some 
industries, the tendency appeared to be for larger firms to earn more; 
in others, the other way. Unfortunately, we have nothing for later 
years, and this is indeed a glaring statistical deficiency, one of many. 
But at least it can be said that removal of the threat of depression is 
more favorable to the smaller firm, and therefore is a tendency toward 
deconcentration. 

High levels of individual and corporate income taxation, however, 
work in the other direction, for reasons set forth in detail by Mr. Lint- 
ner. An established concern, which has taxable income, can take a 
chance of losing money it puts into expansion of its present activities 
or a venture into new lines; if it succeeds, the Government will take 
half the earnings; if it fails, the Government will in effect make up 
half the loss. In contrast, a new firm keeps half the gains, but stands 
all the losses. Year in, year out, this cannot but be an influence— 
although we cannot say with assurance how strong—toward greater 
concentration. Reinforcing it is the high taxation of individual in- 
comes. Stockholders in the high income-tax brackets are not anxious 
to receive dividends which will mostly go to the Government, and they 
would rather see the earnings plowed back and reinvested than to 
take them out and look around for a different enterprise, possibly a 
small one, to put their money into. Finally, it is the small firm which 
depends most heavily on retained earnings for its growth, and has 
least access to the capital market, and must pay higher costs of money. 
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Postwar STATISTICS 


It had been hoped that this statement could present the results of 
some recent research into concentration trends. Unfortunately, they 
were not available in time to meet the committee’s deadline. It is not 
beside the point, however, to warn of the dangers of simply projecting 
past tendencies out into time, and supposing that a creeping decon- 
centration up to the early postwar was continued afterward. The 
above thumbnail sketch of forces working for and against greater 
concentration should indicate that a deflection of the trend in either 
an upward or a downward direction is entirely plausible. My own 
findings will cover concentration among corporations by the large two- 
digit industry groups; this has the advantage that the corporation is 
the taxpaying unit. A much larger body of data will be made avail- 
able by the Census Bureau late next year or in early 1957, on concen- 
tration trends in the four-digit industries, with a given corporation of 
course showing up in as many industries as it participates. I hope 
that the Census Bureau will be able to make full use of the large 
amount of basic information which it will have gathered; this de- 
pele on the funds available, which of course is for the Congress to 
decide. 

I do not know what this forthcoming data will show. If the pre- 
war trend seems to be continuing, perhaps the Congress will not wish 
to look any further, on the ground that even if the tax structure is 
contributing to greater concentration—as it probably is—something 
else is operating to offset this. But if the trend is horizontal, or shows 
actually increasing concentration, then the committee may well wish 
to look further into the matter, and that is where we will run into real 
trouble. For example, there is practically no information on the rela- 
tive profitably of large and small concerns—as indicated earlier, the 
last large-scale study is 13 years old. I have referred throughout to 
the position of big business in the economy; the financing of small 
business remains one of the chief dark spots in the research picture. 
There is no use laboring the point; we may establish the existence of 
a trend in concentration, but we have not even begun on the job of 
tracing the why of any such tendency, still less the specific influence 
of the tax structure. The general considerations mentioned earlier 
are no substitute for careful studies of the asset structure of enter- 
prises large and small, growing and stable, incorporated and non- 
incorporated ; studies by size class in absolute and in relative terms; 
studies by identical groups to trace their varying fortunes through 
the recent past. The impact of taxation must be put into this more 
general picture, but so far we are not even started on drawing it. 








RAISING VENTURE CAPITAL FOR SMALL AND NEW 
BUSINESS 


Epwin 8. Cowen, Hatch, Root, Barrett, Cohen & Knapp, New York City 


The impact of the Federal income tax upon the birth and develop- 
ment of small and new business has for many years been a matter 
of concern to the Congress. For the most part attention has been 
devoted to the rate of tax upon the business itself, with the result 
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generally that some measure of relief from the high corporate-tax 
rates has been extended. For example, in the recent excess-profits- 
tax law a ceiling was imposed on the rate of tax applicable to new 
businesses. And at the present time the corporate-tax rate appli- 
cable to the first $25,000 of corporate income is limited to 30 percent 
whereas all additional income bears a 52-percent tax, a reduction 
amounting to $5,500 a year if the company has at least $25,000 of 
income. 

Perhaps the most serious problem of most small and new businesses 
is the raising of capital to satisfy their financial needs. If the Fed- 
eral tax law is to be molded so that to the extent practicable it tends 
to foster the development of these businesses, a serious look must be 
taken at the provisions of the tax law that bear upon the raising of 
venture capital for closely held corporations. This requires a study 
not merely of the tax status of the corporation but—more signifi- 
cantly—that of the persons supplying the capital. What is their tax 
position under the present law? Does the Federal tax law deal with 
such persons in a manner calculated to facilitate or encourage the flow 
of venture capital to these companies, or does it interpose difficulties 
and obstacles which should be removed or modified ? 

When a business seeks venture capital one is likely to find that it 
is already incorporated or the parties are in agreement that a corpo- 
ration is to be organized. Further, one is likely to find that in order 
to attract capital in a new or untried business the suppliers of the 
capital must be offered a portion of the common stock because only 
through the growth in value of that stock interest are they likely 
to be adequately compensated for the substantial risk assumed. Thus 
the problem to be dealt with is the determination of the Federal in- 
come-tax rules applicable to persons holding common stock in small 
or new corporations. 

Usually there is no ready market for the sale of shares or obliga- 
tions of such companies. They are not listed on securities exchanges, 
nor are they generally traded in “over the counter,” nor is there rea- 
sonable likelihood that this will occur in the foreseeable future. Fre- 
quently a sale cannot be made unless substantially all the stockholders 
are willing to sell simultaneously in order to give the purchaser the 
entire interest or adequate working control of the enterprise. Accord- 
ingly, the investor is faced with the fact that if he is to recoup any 
substantial part of his investment before a sale or liquidation of the 
entire business in the distant future it must be accomplished by having 
the corporation repay to him all or a part of the funds advanced. 

Under these circumstances, in considering whether to supply the 
needed funds, the investor is likely to ask: “Can the fnanaiet struc- 
ture of the corporation be so arranged that I may own part of the com- 
mon stock and yet, if the venture proves successful, have a substantial 
part of my investment repaid to me without prohibitive surtaxes?” 

Then, looking on the pessimistic side, his second question is likely 
to be: “If the venture fails and my investment becomes totally or 

artially worthless, to what extent can I take a deduction on my 

ederal income-tax return?” The answers to these questions will 
frequently have a significant bearing upon his decision whether or 
not to make the investment. 
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REPAYMENT BY CORPORATIONS OF FunpDs ADVANCED BY 
Common-Srock Ho.pers 


Let us consider a typical case of a prospective small new enterprise. 
Mr. Jones has originated a new process which he feels can be devel- 
oped successfully if adequate capital can be secured. He has put 
$5,000 into a new corporation and now op roaches Mr. Smith with 
the request that Mr. Smith supply the needed funds. After investiga- 
tion Mr. Smith is inclined to put up $100,000 on the basis of furnishing 
(a) $5,000 for new common stock, which would give him 50 percent 
of the total outstanding common stock; and (0) $95,000 for senior 
securities, i. e., bonds, notes, or preferred stock, which would rank 
ahead of the common-stock interest. Mr. Smith inquires of counsel 
whether if the business is successful and develops substantial earnings 
his $95,000 of senior securities can be paid off and treated by him as a 


return of capital without tax at that point, or whether such a payment 


would represent income to him taxable at surtax rates. Let us 
consider the problem first if his senior interesé is represented by pre- 
ferred stock and then if it is represented by bonds or notes. 


Redemption of preferred stock 

Under the Internal Revenue Code if a stockholder receives a divi- 
dend it is subjected to full surtaxes, offset to some extent by the divi- 
dend credits and exclusions enacted in 1954 (secs. 34 and 116). The 
law states that a “dividend” is any distribution made by a corporation 
to its shareholders “out of its earnings and profits”; and it further 
states that every distribution to stockholders is to be treated as made 
out of earnings and profits to the full extent that earnings and profits 
exist in the corporation. Thus it is not possible for a corporation 
simply to designate a payment made on its stock as a return of capital 
to the stockholders and have it treated in that fashion in the tax 
returns of the stockholders. The payment will nevertheless be treated 
as a dividend if the corporate earnings exceed the amount distrib- 
uted—at least if no stock is surrendered by the shareholders in 
exchange for the amount distributed. 

What if the shareholders do surrender stock in exchange for the 
amount paid out to them by the corporation? Let us first take the 
simple case in which there is only 1 class of stock outstanding, 
consisting of 100 shares and that each of the 2 shareholders owns 
50 shares. Let us assume that each shareholder sells 20 of his shares 
to the corporation for $20,000 at a time when the corporate earnings 
exceed $40,000. The code provides that where the shareholders have 
the same percentage interest in the outstanding stock of the corpora- 
tion after the surrender of the stock as they had before, a payment by 
the corporation in exchange for its stock will nonetheless be treated 
as a dividend to the stockholders if the transaction is “essentially 
equivalent to a dividend” (sec. 302). Under Treasury regulations 
long outstanding and numerous court decisions, such a transaction 
would undoubtedly be treated as essentially equivalent to a dividend 
in the absence of most exceptional circumstances, since the share- 
holders will each own 50 percent of the outstanding stock after the 
transaction, just as they did before. 

Now let us suppose that the 2 individuals had each invested $5,000 
in the common stock of the corporation upon its organization and 
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$45,000 each in its preferred stock. Thus each owns one-half of the 
common and one-half of the outstanding preferred stock. Can the 
corporation after it has earned $90,000 redeem all or part of its pre- 
ferred stock pro rata so as to return that part of the stockholders’ 
investment without the amount being taxed as a dividend? Again 
the answer seems to be “No,” for the redemption of stock pro rata 
among the shareholders would doubtless be treated as essentially 
equivalent to a dividend. 

Now let us return to the case of Messrs. Smith and Jones, where 
each invested $5,000 in the common stock of the corporation but in 
addition Smith invested $95,000 in preferred stock. Can the corpo- 
ration redeem Smith’s preferred stock without the redemption being 
treated as a dividend? Section 302 of the code provides specific pro- 
tection against dividend treatment if Sear aaa with the redemp- 
tion of the preferred stock the corporation also redeems a substantial 
part of the common stock owned by that shareholder so that as a 
result there is a substantial reduction in his proportionate interest in 
the common stock. It would be reasonably clear, of course, that if 
the preferred-stock holder owned no common stock, the preferred 
stock could be redeemed from him without dividend treatment. The 
statute, however, does not specifically deal with the case in which a 
holder of both preferred and common stock has his preferred stock 
redeemed without simultaneous redemption of any of his common 
stock. The Treasury regulations have never dealt with the situation 
despite the many instances in which it exists and the court decisions 
are not sufficient to set the matter at rest. Thus under present law 
there appears to be considerable doubt whether those wifi to risk 
venture capital can, after the corporation has been preter operated, 
secure a return of part of their investment from the corporation by a 
redemption of their preferred stock without being subjected to divi- 
dend tax if they retain their proportionate interest in the common 
stock of the corporation. 

Mr. Smith then is likely to be advised that there is a possibility that 
a redemption of his $95,000 of preferred stock after the corporation 
has accumulated earnings and profits would be treated as a dividend. 
Although the fact that Mr. Jones would receive no corresponding 
payment would provide a strong argument that the redemption would 
not be essentially equivalent to a dividend, there could be no assur- 
ance of this result in the present state of the law. 

Repayment of loans 

What, then, if the $95,000 of senior funds are advanced by Mr. 
Smith as loans to the corporation, represented by bonds, notes, or open 
account indebtedness? May the corporation repay the loans without 
risk of dividend tax to him ¢ 

Let us assume for this purpose that the terms of the loans would be 
such as to bear all the normal indicia of indebtedness—a fixed ma- 
turity date in the reasonable future, a fixed interest rate, not subordi- 
nated to other indebtedness, etc. In such a case as far as the form 
of the indebtedness is concerned the answer would be that such loans 
may be repaid to stockholders without tax to them. But in recent 
years a problem has been raised by a series of court decisions as to 
whether such loans will be recognized as true indebtedness if the 
amount of such loans from stockholders is large in relation to the 
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amount invested in stock of the corporation. Frequently referred to 
as the problem of “thin incorporation,” this question has plagued the 
small incorporated business seeking to raise capital. There is no 
provision in the code dealing with the matter, nor have the Treasury 
regulations contained any enlightenment. The yroblem has been con- 
sidered in a substantial number of court decisions with varying re- 
sults. Speaking generally it might be said that the decisions to date 
indicate that a financial structure in which loans from shareholders 
are no greater than four times the amount invested in stock is likely 
to be upheld, though a higher ratio might be sustained in particular 
instances and a lower ratio would certainly enjoy a greater measure of 
safety. Perhaps the chief difficulty is that no reasonably clear guide 
isavailable. Furthermore, if the financial structure is finally held to 
be too “thin,” the entire indebtedness must apparently be regarded as 
a stock investment, requiring disallowance to the corporation of the 
entire deduction for interest on the advances and leading to dividend 
tax to the holder if redemption of preferred stock in the same amount 
would have been taxed as a dividend. 

The American Law Institute draft of a proposed Federal income- 
tax law provides a definition of the term “indebtedness” which would 
make the ratio of indebtedness to stock investment immaterial if the 
loans met certain prescribed minimum standards. For example, there 
would have to be an unconditional obligation to pay a sum certain 
in money; there would have to be a fixed maturity date; the debt 
could not be subordinate to trade creditors generally; interest could 
not be contingent in amount upon earnings and would have to be pay- 
able unconditionally not later than the maturity date of the principal 
amount. If the loan met those minimum standards, interest on it 
would be deductible by the corporation and the repayment could not 
be taxed as a dividend to shareholders, regardless of the amount of 
the loans in relation to the stock investment. Failure to meet those 
standards would not prevent the loan from being found to represent 
indebtedness rather than stock investment, but in making the ultimate 
determination in such case all the surrounding factors, including the 
debt-to-stock ratio, could be taken into account. 

The proposed draft of the American Law Institute represents a 
carefully considered effort to solve a difficult problem which besets 
those endeavoring to design a financial structure for a small corpora- 
tion which is in need of venture capital. In reaching the conclusion 
that the amount of indebtedness should be immaterial if all the other 
earmarks of debt are present, an important factor was that under 
existing court decisions it appears probable that 80 percent of the 
capital may be furnished in the form of indebtedness in any event. 
There seems to be no reason to sow so much confusion in the vital 
area of venture-capital financing for the sake of the small revenue 
which could be involved as to the remaining 20 percent. 

The solution suggested in the American Law Institute draft could, 
of course, be modified in a number of respects. But it is highly im- 
portant that some reasonably clear rule be adopted in the statute so 
that business and investors may know what standards must be met 
in order to insure recognition of indebtedness as such. 





1A, L. I. Federal Income Tax Statute, February 1954 Draft, sec. X500 (g). 
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In the hypothetical case we have been considering, Messrs. Smith 
and Jones would probably be advised that Smith’s $95,000 of senior 
money out of a total financing of $105,000 should not be put in entirely 
for bonds or notes, for the debt-to-stock ratio would then be more 
than 9 to 1. In the present state of the tax law some part of the 
senior financing should, as a matter of caution, be provided by way 
of preferred stock, but there is no clear guide as to how much should 
be handled by preferred stock and how much by indebtedness, 


DEDUCTIBILITy oF LOSSEs 


The second important question Mr. Smith will ask in determining 
whether or not to proceed involves his position taxwise if the busi- 
ness fails and his investment is lost. Will his loss be a capital loss, 
deductible for practical purposes only against any capital gains he 
may have and resulting in a tax saving at the most of only 25 percent 
of the loss (the maximum tax rate on capital gains) ; or will it be an 
ordinary deduction and available as an offset against salary, divi- 
dends, interest, and the like, and resulting in a tax saving at his top- 
most surtax bracket? The answer to this question may have a signifi- 
cant bearing upon his decision to furnish the capital funds required, 
for it will have a material effect upon the net amount of risk assumed. 

The general pattern with respect to the treatment of worthless in- 
vestments by individuals presently found in the Internal Revenue 
Code is as follows: 

(1) Losses on worthlessness of stocks, whether common or 
preferred stocks, are deductible only as capital losses. 

(2) Losses on worthlessness of bonds, debentures, notes, or 
certificates, or other evidences of indebtedness, issued by a cor- 
poration, with interest coupons or in registered form, are also de- 
ductible only as capital losses. 

(3) Losses on worthlessness of open account indebtedness of 
corporations or on corporate notes which do not bear interest 
coupons and are not in registered form— 

(a) are deductible as ordinary deductions if the debt is 
created or acquired in connection with the individual’s trade 
or business or the loss from worthlessness is incurred in his 
trade or business; but 

(6) are deductible only as capital losses if not so related 
to his trade or business (secs. 165 and 166). 

The net result of these statutory rules is that the only instance in 
which the worthlessness of the investment can result in an ordinary 
deduction against surtax income of an individual is one in which the 
debt is represented by open account or plain notes and the debt is ac- 
quired or the loss is incurred in his trade or business. Whether or 
not the debt has been acquired or the loss incurred in the individual’s 
trade or business is a question which has caused much litigation and 
again has produced considerable uncertainty. Despite some conflict 
in the decided cases it appears probable that an ordinary deduction 
will be denied to an individual who does not make loans to a number 
of different businesses, even though he may be actively participating 
in the management of the borrowing corporation. Thus an individ- 
ual who may have made advances to a dozen different corporations in 
which he is interested may be able to treat the worthlessness of one 
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of the loans as an ordinary deduction, whereas another individual 
— money to the same corporation may have to be content with a 
capital loss if he cannot show the same frequency of loans to various 
corporations. How many loans to how many diiferent borrowers one 
must make in order to constitute a trade or business is, of course, not a 
matter to be answered with assurance. Nor are the prospects likely 
to be encouraging for the average investor who engages in such trans- 
actions infrequently. 

A number of alternative solutions may possibly be available in spe- 
cific transactions. For example, in the case of some new businesses 
it may be possible to operate in the initial stages as a partnership, the 
supplier of the venture capital being either a general or a limited part- 
ner, until the business has passed through its initial stages of develop- 
ment. If the business fails in the partnership form the investor can 
deduct his loss as an ordinary one. But while this form of doing busi- 
ness may solve the tax problem, operation as a partnership form may 
not be suitable to the particular business and has the disadvantage 
that it forfeits for the general partners the safety of limited liability. 

Another method, suggested by several recent court decisions, is to 
have the corporation borrow funds from a bank or other lender on 
notes which are endorsed by the individual stockholder. For ex- 
ample, in our hypothetical case Mr. Smith, instead of advancing per- 
sonally $95,000 of financing, might arrange all or part of that financ- 
ing by having the new corporation borrow the funds from a bank on 
the basis of his personal endorsement of the note to the bank. Several 
recent court decisions indicate that in that event he can take an ordi- 
nary deduction if the venture fails and he is called upon by the bank 
to pay off the loan.? But the final word on the tax effect of this method 
of financing has not yet been spoken by the Treasury or the courts. 

A corporation furnishing venture capital for new business may use 
a loss on a bad debt to greater advantage. Corporations may take 
as deductions against ordinary income losses on the worthlessness of 
loans to other corporations on plain notes or on open account. The 
statute does not make it necessary for the corporation to show that 
the loan is related to its business. Corporations may also take as an 
ordinary deduction losses on worthlessness of bonds, preferred stock, 
or common stock in certain cases if they own 95 percent or more of 
each class of stock of the corporation, although if they own less than 
95 percent the loss is a capital loss. Because of these and other dif- 
ferences in the treatment of debt and stock investments made by cor- 
porations, the “thin incorporation” problem mentioned above can 
plague the corporate investor as well as the individual. 

Returning to our Mr. Smith, we find as a result that unless he is 
a frequent Seten to businesses he is not likely under present law to 
obtain an ordinary deduction in the event of worthlessness of his loan 
to this corporation. How frequent and extensive his loans would have 
to be is quite uncertain. The average Mr. Smith, who may have lent 
money from time to time to several corporations but who is not really 
in the banking business, would probably be told that his status would 
be in considerable doubt. He would have to be cautioned about the 


* Sec. 167 (f), inserted in the law in the 1954 code revision, provides specifically for an 
ordinary bad-debt deduction in certain cases involving the guaranty of a noncorporate obli- 
gation even though not related to the trade or business of the guarantor. No specific — 
vision is made in the code as to the effect of the guaranty of an obligation of a corporation 
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“thin incorporation” problem so that he would not run undue risk 
that his loan would be treated as an equity investment rather than 
debt. The procedure of guaranteeing a corporate bank loan would be 
suggested to him but without complete assurance that he would have 
an ordinary deduction if the business failed and he were called upon 
to make good the loan. By and large he would be faced with con- 
siderable confusion as to his tax status. 


PosstsLeE STaAtTuToRY CHANGES 


The upshot of these many and varied rules is that the present Fed- 
eral income tax law does little to encourage the furnishing of venture 
capital by private interests to small and new business. True, it does 
ofier the possibility of selling out at a long-term capital gain with a 
maximum tax rate of 25 percent. But there is no ready market, such 
as is available for the securities of publicly held corporations, nor is 
there likely to be unless and until the business in the distant future 
has grown out of the “small and new” category and entered the ranks 
of the well-established successful companies. 

Most of the present rules governing these matters have been designed 
so far as feasible to protect the Treasury revenue in the case of closely 
held corporations where the possibility of tax manipulation may be 
ever present. Certainly the avenues of tax avoidance must be ade- 
quately blocked and revenue needs borne constantly in mind. But cer- 
tainly, too, some of the present unfortunate confusion can be elimi- 
nated and some modifications made to increase the chances for the 
small and new business to secure venture capital. 

For example, at least two statutory changes might be suggested 
for the consideration of the committee: 

1. Elimination of the “thin incorporation” problem along the 
lines suggested in the American Law Institute draft proposal, 
thereby making immaterial the ratio of debt to stock where all 
the other normal indicia of indebtedness are present. Funds 
loaned by shareholders could then be repaid to them without risk 
that such repayments would be taxed as dividends. While it is 
believed desirable to eliminate the thin incorporation problem en- 
tirely, if the Congress should determine that some limit upon the 
capital structure should be imposed a minimum standard which 
investors could follow should be specifically prescribed in the 
statute. 

2. Adoption of a statutory rule permitting preferred stock 
issued for full value to be redeemed by a corporation without 
treatment as a dividend if the ownership of the preferred stock 
is substantially disproportionate to the ownership of the common 
stock. For example, in our hypothetical case in which Jones in- 
vested $5,000 in the common stock and Smith owned a like amount 
of common and, in addition, acquired all the $95,000 of preferred 
stock, the proposed amendment would make clear that the cor- 
poration after successful operation could redeem Smith’s pre- 
ferred stock without tax to him. Such a rule would probably 
have the collateral advantage of relieving some of the “thin in- 
corporation” difficulties, since it would permit this result to be 
accomplished through use of preferred stock instead of indebted- 
ness. 
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A real stimulus for venture capital investment in small business 
by private interests might be cones if losses on the investments 
could be deducted against ordinary income of the investor. For 
example, individuals might be allowed to deduct loss from total or 
partial worthlessness of loans, or perhaps even preferred and common 
stock investments, in certain types of small or new businesses, whether 
or not the investor can be shown to be in the trade or business of 
making such loans. This, of course, would remove the present doubt 
as to the extent and frequency of the lending required in order to con- 
stitute a trade or business. But it would do much more. It would 
establish a situation in which the investor, outside of his regular 
business, could furnish risk capital in exchange for corporate notes 
and common stock and place himself in a position to derive long-term 
capital gain at a maximum tax of 25 percent ultimately if the venture 
proved successful, and yet take at least the amount advanced for notes 
as deduction against surtaxable ordinary income if it proved a fail- 
ure. This possibility is now available, albeit with some confusion 
and uncertainty, in the case of corporate investors and in the case of 
individual investors who can establish that they are acting in a trade 
or business of lending money. Whether or not this treatment should 
also be made available to individuals who may not be acting in trade 
or business may in large measure depend upon a policy decision as to 
the extent to which the tax laws should be molded so as to stimulate 
the flow of capital into small and new business. In the field of nat- 
ural resources, the Congress has allowed investors in oil and gas fields 
to deduct as expenses most of the cost of drilling wells (the so-called 
intangible drilling costs, dry holes, etc.) and yet has allowed percent- 
age depletion on wells retained and capital-gain treatment on wells 
sold. ‘This treatment has clearly influenced the flow of capital funds 
into oil and gas drilling; it is quite likely that the corresponding treat- 
ment would quicken the flow of funds into small or new businesses. 

If such a step is to be taken, perhaps some limitation should be 
drawn as to the size or kind of business to which it would apply. It 
might possibly be confined to “small” and “new” businesses. No 
wholly satisfactory definition of “small” or “new” business has ever 
been developed, nor is it likely to be. The Federal income tax law 
gives a lower corporate income tax rate to the first $25,000 of annual 
net income. Translated into terms of capital, this might suggest the 
possibi!*ty of making the rule applicable to those corporations having 
no more than a $250,000 or $500,000 capitalization, including funded 
debt. The rule might also be limited in its application to those cor- 
porations engaged in the active conduct of trade or business, excluding 
those which are mere investment companies. Consideration might 
also be given to extending the treatment to somewhat larger capital 
structures where the corporations are engaged in the development of 
new products or processes, a fact which might be certified by some 
other governmental agency outside the Treasury Department as has 
been done in the case of amortization of emergency facilities. 


* Perhaps some protective device would have to be incorporated against the possible use 
of multiple corporations. Cf. I. R. C. sec. 1551. 
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Summary 


The income-tax position of the individual supplying venture capital 
to new and small business deserves special attention in the present re- 
view of Federal tax policy. The present system has grown up over a 
period of many years as a series of special rules, applicable generally 
to corporations both large and small, old and new, venturesome or con- 
servative. Ifthe Nation is to preserve its tradition of economic oppor- 
tunity for small business a healthy tax climate for the supply of capital 
must be fostered. Most of the attention given to the tax problems of 
small business has been focused heretofore upon prescribing a lower 
rate of tax for the first $25,000 of corporate income—a reduction which 
now amounts at the most to $5,500 annually. Equal attention must be 
given to the tax status of the investor himself. If as a matter of tax 
policy the Congress wishes to facilitate the flow of venture capital to 
these businesses, the current uncertainties in the tax position of the 
investor must be eliminated and some of the current rules modified. 
Recoupment of a substantial part of the investment without dividend 
tax must be permitted and some more favorable treatment accorded to 
losses. Some direct loss of revenue would doubtless result, but there 
would be countless offsetting advantages from the suport thus given to 
free and independent enterprise. 


SMALL BUSINESS AND THE NONINTEGRATED INCOME- 
TAX STRUCTURE 


JAMES K. HALL, University of Washington 
Private Versus Pusric Corporations 


Corporations, although having common legal characteristics, are 
most heterogeneous as to financial size, numbers of stockholders, the 
nature of their business activities and the extent to which identity 
exists between corporate ownership and control. The so-called private 
or close corporations are those in which the shareholders are in effec- 
tive control of the business. Thus for private corporations the cor- 
poration becomes an expression of the personality of the stockhold- 
ers—their alter ego. As a personal type of business enterprise it 
strongly resembles in many respects the proprietorship or the partner- 
ship. It serves as an instrument to fulfill the personal, as well as the 
business, interests of the controlling shareholder or shareholders. In- 
sofar as the personal interests of shareholders, as found in income-tax 
considerations, shape the business conduct of the corporation, impor- 
tant tax problems arise. These problems, on the other hand, are 
not present in the case of those public corporations in which there is 
effective separation of ownership and control. Shareholders may 
not influence corporate policy to serve personal interests in minimiz- 
ing individual tax. Retention of corporate earnings is presumptively 
for legitimate corporate purposes uninfluenced by possible tax advan- 
tage to individual stockholders. 
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ImPorTANCE OF THE Private CoRPORATION 


The relative numerical importance of private or close corporations 
in the corporate universe is indicated, in some measure, when it is 
noted that, of 597,385 corporate income-tax returns (with balance 
sheets, and with and without net income) for 1951, 93 percent had total 
assets under $1 million; 88 percent had total assets under $500,000; 
and 79 percent had total assets under $250,000. These corporations 
are of an asset size which, with relatively few exceptions probably, 
would qualify for close identity between corporate ownership and 
control. On the basis of net income, corporations (returns with bal- 
ance sheets) with total assets under $1 million accounted for 6 billion 
of a total of $45 billion, or 14 percent, of reported net income before 
corporate income and profits taxes. Corporations (with balance 
sheets, and with and without net income) with assets under $1 million 
represented assets of $71 billion of total corporate assets of $468 
billion, or 11 percent. Itis perhaps unrealistic to attempt to segregate 
private from public corporations on the basis of total assets, especially 
with a breaking point of $1 million; possibly this represents a sub- 
stantial understatement of the total number, total assets and total 
pretax income of private corporations. It is realized that there are 
many corporations with assets greatly in excess of $1 million which 
would fall within the category of private corporations. 

Public corporations customarily find it of advantage to have their 
securities listed and registered on national securities exchanges. As 
reported by the Securities and Exchange Commission, as of June 30, 
1954, the unduplicated number of corporate issuers having securities 
traded on exchanges totaled 2,588. These corporations had an aggre- 
gate listing of 3,057 unduplicated issues of stocks and 1,081 undupli- 
cated issues of bonds, or a total listing of unduplicated corporate 
security issues of 4,138. If the total of unduplicated issues of stock 
should be taken as representative of the majority of public corpora- 
tions, the proportion of public corporations to total corporations would 
appear to be of the general order of 1 percent, with some 99 percent 
of our corporations private in character. It is interesting to note in 
this connection that the total of corporations with $10 million or more 
of assets numbered 5,854 in 1951 (corporate returns with balance 
sheets, and with and without net income). These corporations ac- 
counted for 69 percent of total pretax corporate net income, or some 
$31 billion of the $45 billion total, and 73 percent of total corporate 
assets, or some $471 billion of the $648 billion of total assets. Cor- 
porations with less than $10 million of total assets thus received 31 
percent of total pretax net income, or $14 billion, and had 27 percent 
of total corporate assets or assets of the value of $177 billion. 


UNDISTRIBUTED EARNINGS AND Tax AVOIDANCE 


On the basis of the data above it appears clear that the overwhelm- 
ing majority of our individual corporate entities are of a private char- 
acter, and that they receive a substantial segment of total corporate 
income and represent many billions of dollars of corporate assets. 
These closely held private corporations may be, and will be, utilized 
to serve the tax advantage of the owner or owners by retention rather 
than distribution of corporate earnings under our nonintegrated in- 
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come-tax structure given a sufficient incentive. Congress has pro- 
vided an adequate inducement in this respect by imposing a double 
tax on corporate earnings—if distributed, first, as earnings to the 
corporation and, second, as dividends to the shareholders, except for 
the modest dividend tax relief as provided in the Internal Revenue 
Code of 1954. The adequacy of the tax inducement to engage in tax 
avoidance through the corporate device is indicated by the marginal 
rates of the individual tax which range from 20 to 91 percent. A 
taxpayer would indeed be possessed of a sterling character who, 
having his corporation at hand, could resist the inducement to min- 
imize his personal tax by reducing the amount of the distributed cor- 
porate income, particularly if his personal requirements did not ne- 
cessitate additional income from this source. Moreover, Congress has 
provided a further inducement, in the form of an alternative tax, for 
corporate retention rather than distribution of current earnings by 
imposing a maximum rate on long-term capital gains of 25 percent. 
With the high progression of rates of the personal tax, with, for 
example, taxable net income in excess of $6,000 to the individual 
subject to a 30-percent rate, the tax advantage of the alternative, 
namely, converting current dividend income to a long-term capital 
gain (by retaining earnings within the corporation), is established 
in the lower brackets of tax rates. For those who wish to avoid 
all personal tax on income, whose circumstances permit, earnings need 
only to be retained within the corporation. Capital gains are tax- 
able only when realized; consequently, if the securities are held until 
death, no tax liability arises. These provisions of our tax laws are 
of common knowledge, with individual sensitiveness thereto accen- 
tuated by the sharply progressive rates of tax. The use of the cor- 
poration as a tax avoidance device is not in any sense confined to 
individuals of great wealth. Instead, individuals of modest incomes 
whose interests dictate the use of a corporation in their business 
activities can and do realize tax advantages through nondistribution 
of earnings. Perhaps the public dissatisfaction with the high pro- 
gressive rates of the personal tax would be in greatly increased volume 
were these congressionally provided avenues of tax avoidance less 
wide and less readily available to many members of the community. 


UNDISTRIBUTED EARNINGS AND Tax Equity 


Earnings retained free of personal tax within the corporation may 
be directed either to real investment currently or in the immediate 
future, or to inactive employment as found in the buildup of cor- 
porate liquidity. Perhaps a partial offset to the tax inequity exists 
when the retained earnings add to the self-financed real investment 
of the enterprise. The increase in capital formation thus occasioned 
is a growth factor in the community contributing to general well- 
being. Further, if the investment is well-conceived, the corporation’s 
aggregate earnings will be increased in the future which, in turn, will 
increase the personal tax liability of the owner or owners upon dis- 
tribution. Apart from losses of invested earnings which may arise 
from unwise investment decisions, the inequity is one which appears 
to relate itself primarily to the factors of time and amount in the 
increase in the owner’s liability to personal tax. Measurement of 
these factors quantitatively is not possible—the ripening time of real 
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investments displays wide variations, and the discount process of 
determining the present value of a future tax payment is compounded 
with imperfections. 

For those who believe strongly in the encouragement of small busi- 
ness as found in its contribution to the virility and growth of the 
economy, the inequity of not subjecting undistributed earnings to 
personal tax at the time of accrual is perhaps a small price to pay 
with small business so heavily dependent on its own earnings for ex- 
pansion and development. Further, the corporate tax may be re- 
garded as a partial contribution to the tax liability which would arise 
if the enterprise were conducted as a partnership or proprietorship 
with current earnings covered by personal tax. 

On the other hand, corporate retained earnings which do not add 
to, nor are intended for, real investment, but serve as an avoidance 
device for personal tax, serve only to create an inequity for which 
no justification appears to exist. These funds add neither to invest- 
ment nor to consumption. They are sterile in their conception and 
in their dedication. They constitute the basis of a maldistribution 
of personal tax. The progressive schedule of personal tax rates is 
vitiated in its higher brackets to the extent this avoidance occurs. 
Recipients of salary and wage income and of busines income from 
partnerships and proprietorships suffer an unequal tax treatment 
which appears to be without adequate defense. 


Tue AccumMULATED Earntnes Tax 


The accumulated earnings tax, which made its appearance in the 
Internal Revenue Code of 1954 as code sections 531 to 537, inclusive, 
represents a modification of former section 102 of thecode. This mod- 
ification, it is believed, is sufficiently far-reaching and comprehensive 
as largely to remove any substantive barrier to personal tax avoid- 
ance as found in corporate retention of earnings. If this conclusion 
is correct, the Congress has opened more widely a tax avoidance loop- 
hole and thus increased the inequity of the personal tax as it bears 
on the various members of the community. 

The principal changes in the former section 102 may be briefly 
summarized as follows: 

First, the statutory burden of proof (sec. 534) heretofore on the 
corporation to show “by the clear preponderance of the evidence” 
that the accumulated earnings or profits are not beyond the reason- 
able needs of the business, when subject to a deficiency assessment 
by the Internal Revenue Service, has now been shifted to the Gov- 
ernment if the taxpayer corporation, upon notification of a proposed 
deficiency assessment, submits within 30 days a statement of the 
grounds (together with facts sufficient to show the basis thereof) on 
which reliance is had to establish that a!l or any part of the retained 
earnings have not been accumulated beyond the reasonable needs 
of the business. 

As has been stated elsewhere, the legislative history of efforts to 
limit tax avoidance through corporate earnings retention provides 
rather conclusive evidence that even partially effective enforcement 
of the statutory prohibition against unreasonable accumulation of 
corporate earnings waited upon the shift in the burden of proof to 
the taxpayer corporation in the Revenue Act of 1938. 
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Second, the 1954 code apparently repeals the so-called immediacy 
doctrine employed by the Internal Revenue Service in the admin- 
istrative enforcement of the predecessor act. 

As applied by the Service the immediacy doctrine simply tested 
earnings accrual by corporations to a dedication to real investment 
or a bona fide business use in the immediate or reasonably foreseeable 
future. This doctrine removed from corporate use a generalized de- 
fense to outsize liquid surplus accruals that such funds were to be 
invested at some remote point of time. It is questionable whether 
the accumulated earnings tax can have real meaning or content without 
some realistic time and program limitation with reference to the imple- 
mentation of the proposed real investment or business use from ac- 
cumulated liquid earnings. 

Third, the 1954 code provides, in addition, an accumulated earnings 
credit (sec. 535) with a specified credit minimum, namely, that the 
credit allowable “shall in no case be less than the amount by which 
$60,000 exceeds the accumulated earnings and profits of the corpora- 
tion at the close of the preceding taxable year.” The accumulated- 
earnings credit (other thet the specified minimum) is such part of 
the earnings or profits “as are retained for the reasonable needs of 
the business.” 

The provision that the tax applies only to the earnings unreason- 
ably retained creates an enforcement problem which appears to be so 
serious as largely to impair any residual statutory effectiveness. The 
Internal Revenue Service must now establish a dividing line between 
earnings reasonably accumulated and those which are not. Because 
of the degree of judgment involved, this may be regarded as a fruitful 
area of litigation should attempts of enforcement occur. Further, 
the courts have tended to resolve questions of doubt in such matters 
in favor of the corporate owners. The base of the tax has now been 
reduced to whatever amount of corporate earnings as are unreasonab] 
accumulated. Although the formal rates of tax remain ciichouiged, 
such contraction of the tax base as may result from this section re- 
duces the effective rate of tax which, under the predecessor section, 
appeared to be inadequate to prevent tax avoidance. 

The provision of an accumulated earnings credit of $60,000 would 
appear to accomplish little other than the extension of a statutory in- 
vitation to corporate owners to engage in the prohibited purpose, at 
least to the absorption of this amount of credit. 

It should be noted that the accumulated-earnings tax as it now 
stands is the only prop to the high marginal rates of the personal 
tax as found in the prevention of tax avoidance through retention of 
corporate earnings. 


Drvwenp Tax Reier anp Corporate EARNINGS RETENTION 


The provisions for the $50 exclusion from gross income of dividend 
income and the 4 percent tax credit against dividend income in sec- 
tions 116 and 34 of the Interna] Revenue Code of 1954 would appear 
to accomplish little in reducing the incentive for personal tax avoid- 
ance and the use of the corporation for this purpose. Taxpayers 
subject to comparatively high marginal rates of tax, and with sub- 
stantial amounts of dividend income, will not find their marginal and 
average tax rates sufficiently reduced to have any appreciable effect 
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upon the desirability of availing themselves of the long-term capital- 
gains alternative. The continued use of the corporation as a vehicle 
for personal tax avoidance thus appears to remain unimpaired. The 
need for integration of the corporate and personal income taxes thus 
continues, with the dividend relief provisions barren of accomplish- 
ment in this respect. Consequently, an accumulated-earnings tax 
with substance and effectiveness is a necessity as a barrier to a broad 
avenue of tax avoidance. 


INTEGRATION OF INcoME TAXFs 


Full and complete integration of the corporate and personal in- 
come taxes simply means that corporate shareholders would be taxed 
on an equal basis with the recipients of noncorporate income, whether 
or not distribution of corporate income occurs. Various alternatives 
have been suggested which would provide for partial equalization 
of the taxation of corporate and noncorporate business income as 
found in the credit for dividends paid, the withholding tax credit and 
the credit for dividends received. Partial integration of the corporate 
and personal taxes would be a step forward in serving the interests of 
tax equity and in reducing somewhat the incentive to retain corporate 
earnings. The existing high personal and corporate taxes, however, 
would seem to require that the integration of income taxes should be 
carried forward to as complete a point as possible. In this respect it 
may be suggested that the partnership approach appears worthy of 
more serious exploration as a method of achieving income-tax integra- 
tion than has occurred to date. Under the partnership method, corpo- 
rate shareholders would include in their individual income-tax returns 
their proportionate shares of the corporate income or loss, regardless 
of whether the income had been distributed. The corporate income 
tax would no longer apply, and common tax treatment would be ac- 
corded corporate and noncorporate business income. Corporate hoard- 
ing as a tax-avoidance problem would disappear. 

t has been urged that the administrative difficulties in the appli- 
cation of the partnership method to all corporations are so great as 
to render it impractical. However, these administrative difficulties 
appear to be limited very largely to those comparatively few cor- 
porations of giant size which are public in character, representing, at 
the outside, perhaps no more than 2 percent of our total corporate 
entities. Private corporations, which essentially are incorporated 
proprietorships or partnerships, have simple capital structures, few 
shareholders and infrequent transfer of shares. It appears difficult, 
if not impossible, to make a case for the private corporation as an 
entity apart from its owners except in a purely legal sense. Far 
more important than any concept of “corporations as separate taxable 
entities,” which may be employed to rationalize the status quo of 
corporate taxation, 1s the overriding consideration of tax equity be- 
tween and among individuals. Further, it may be contended that the 
private corporation in its economic behavior and policies resembles 
far more closely the proprietorship or the partnership than it does 
the bona fide public corporation. Perhaps it is time to emphasize, 
for tax purposes, the essential differences between the private and the 
public corporation rather than their legal similarities. 
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Optional application of the partnership method probably would 
have a limited effect in equalizing taxes on corporate and noncorporate 
business income, because only those corporations securing a tax ad- 
vantage presumably would elect this method. Consequently, an ade- 
quate coverage of private corporations by the partnership method 
would appear to require mandatory application. Legal and ad- 
ministrative ingenuity would seem equal to the task of properly classi- 
fying private corporations and formulating equitable rules for cor- 
porate reporting and shareholder inclusion of corporate income or loss 
in tax returns. It is to be anticipated that the application of the 
partnership method to private corporations would be opposed by those 
corporations whose owners find an advantage in the existing system 
of taxation. However, the closure of an important avenue of tax 
avoidance and the more equitable distribution of the personal income 
tax among members of the public would seem to offer advantages far 
outweighing any objections. 


INTERNAL REVENUE Cope or 1954 anp THE UNINCORPORATED 
Business Oprion 


Section 1361 of the Internal Revenue Code of 1954 provides an 
option to unincorporated business enterprises to be taxed as domestic 
corporations. In the words of the Senate Finance Committee: 

This section is intended to permit certain proprietorships and partnerships the 
opportunity to elect to be taxed as a domestic corporation while still conducting 
the business of the enterprise as a proprietorship or partnership.’ 

Election of this option by unincorporated business enterprises com- 
mits them irrevocably to corporate tax status for the future so long 
as the original proprietor, or partners, owns in excess of 80 percent 
of the enterprise. However, in any year in which the person, or per- 
sons, originaly electing the option no longer owns more than 80 per- 
cent of the enterprise, revocation of the corporate tax status occurs 
and a new election of the option is necessary. 

To the extent this option is elected by proprietorships and partner- 
ships, now and in the future, the area of personal tax avoidance is en- 
larged and a more inequitable distribution of personal tax takes place. 
It is possible that the proponents of this section of the code hoped 
that the provision of this option would result in more uniform tax 
treatment of business income. However, the result is simply to in- 
crease the volume of business-generated personal income subject to dif- 
ferential tax treatment in comparison with income in the form of wages 
and salaries. 

It is interesting to note that Congress has provided a one-way 
option, that, while unincorporated business may elect to be taxed as a 
corporation, corporations are not given the option of being taxed as a 
partnership. 

Economic GrowrH AND STABILITY 


The Internal Revenue Code of 1954 has altered the tax status of 
private corporations and those unincorporated business enterprises 
which elect to be taxed on a corporate basis. Private corporations 
now appear to be in a good position to hoard corporate earnings with 


1 Senate Finance Committee, 83d Cong., 2d sess., S. Rept. 1622, p. 455. 
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impunity—instead of directing such earnings currently to real in- 
vestment or to dividends. This is the result of the substitution of the 
accumulated-earnings tax for former code section 102. The provisions 
for dividend tax relief appear to offer little inducement for private 
corporate earnings distributions as an offset to hoarding. Section 
1361 of the code offers to unincorporated business the tax avoidance 
opportunities now enjoyed by private corporations. On balance, the 
conclusion seems inescapable that comparatively more corporate hoard- 
ing will occur in the future than in the past. Apart from considera- 
tions of tax equity, this has implications relating to the growth of the 
economy. . 

It is impossible to say what proportion of the retained earnings of 
rivate corporations, at any one time, constitutes a measure of hoarded 
unds. That the aggregate of such funds may not be inconsiderable 

finds support in the higher bracket rates of personal tax and the wide 
awareness of this method of tax avoidance. We should disabuse our 
minds of any belief that corporate hoarding to avoid tax is a rare 
and an exceptional occurrence. It is true, of course, that corporate 
hoarding which increases corporate liquidity serves advantages other 
than minimizing personal tax. Thus there are mixed motivations for 
such corporate action, as well as a variety of rational explanations 
for the result. From the point of view of the corporation, increased 
corporate liquidity has a beneficial result on corporate solvency and 
in the corporation’s ability to withstand competitive and economic 
shocks, whether or not needed for these purposes. It gives to the 
corporation a greater potential for growth even though unutilized. 
On the other hand, corporate hoarding is a practice limited to the 
profitable corporations, not the unprofitable. It is found in those 
corporations which have demonstrated their competitive strength and 
their ability to meet economic hazards. In the corporate universe these 
are the corporations in which high liquidity is perhaps the least needed 
and where it serves the least purpose. 

To the extent that there is a greater relative volume of corporate 
hoarding caused by the recent changes in the code, corporate real 
investment will be synchronized less closely to profits realization 
both in amount and time. Real investment of retained profits by 
corporations will be lessened relatively during the prosperity phase of 
the cycle, thus affecting adversely the growth of real ae This 


is unlikely to be counterbalanced by an increase in investment, gen- 
erated from such liquid funds, during the recession and depression 
phases of the cycle as business expectations become eer pee and 


a policy of caution tends to prevail. This cushion of liquid surplus 
may lead to less corporate activity during these phases of the cycle 
because retrenchment of output and employment carries a minimum 
hazard. The success of this policy may induce the corporation to 
rephrase in higher terms its liquidity requirements for the future. 
Investment postponed may be, in fact, investment lost. Further, 
owners of private corporations who find that the essential or perhaps 
sole inducement to corporate hoarding is avoidance of personal tax 
presumably have little or no intention of directing these liquid savings 
to real investment. They represent savings which may be held free 
of the individual tax indefinitely into the future. The rate of growth 
of real investment in the economy over the short, as well as the long, 
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period thus tends to suffer, with these savings implementing neither 
investment nor consumption. 

Short-run stability, as well as long-term growth, of the economy 
would appear to be served by a tax program which seeks to minimize 
corporate hoarding of funds. When business expectations cause a 
decline in the rate of self-financed corporate investment, a counter- 
balancing increase in dividends, rather than an increase in corporate 
liquidity, would contribute to short-run stability through support of 
consumption. 


CoNCLUSION 


The nonintegrated taxation of income, combined with the present 
statutorily relaxed approach to the problem of corporate hoarding, 
introduces an element of instability and attenuation of consumption 
in the short term. Further, some reduction in the short run in the 
rate of real investment financed from retained corporate earnings 
likewise occurs. In the long period aggregate investment tends to 
suffer without any apparent compensating advantage. 

Equity in taxation requires substantially equivalent tax treatment 
of individual incomes, whether in the form of salaries and wages or 
business income, to the fullest extent practicable. This is not the 
case at present. Rather, the Internal Revenue Code of 1954 appears 
to increase the disparity in the taxation of business and nonbusiness 
income. Major correction of this disparate taxation seems to lie in 
a more fully integrated income tax structure. The application of a 
mandatory partnership method of taxation to the private corpora- 
tion appears to be the most promising solution to this problem. The 
public corporation, in which tax-induced corporate ae is not 
an important concern and for which a strong case can be made for a 
taxable entity apart from its shareholders, would receive the full 
focus of the corporate income tax. With a nonintegrated corporate 
and personal income tax system limited to the public corporation and 
its dividend distributions, disparate taxation would be reduced and 
the problem of tax avoidance through tax-induced corporate hoard- 
ing largely resolved. To the extent that there is validity in the view 
that the public corporation is properly a taxable entity apart from 
its shareholders, some differential taxation may be justified. 


TAX CONSIDERATIONS INVOLVED IN CORPORATE 
MERGERS 


JOHN LINTNER, Harvard University 


The effects of taxes on the extent and character of merger activity 
deserve careful consideration because mergers can seriously affect the 
competitive structure and performance of the economy and because tax 
considerations are widely believed to be a major cause of mergers.’ 
The size structure of most of our more concentrated industries today 
was originally established by mergers culminating at the turn of the 
century, and the then prevailing levels of concentration were increased 


1 Throughout this paper, the term “merger” is used in a very broad sense to refer to 
all combinations of formerly independent companies and not in a restricted legal or tech- 
nical sense. In other words, the word “merger” is used interchangeably with the phrase, 
“sale or purchase of business enterprises.” 
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still further in the major merger movement of the 1920’s. While assets 
acquired in these mergers account for only a moderate fraction of the 
size of major firms in major industries today, a large part of their pres- 
sent size represents the subsequent growth of assets and business units 
originally acquired in mergers.? itis a fair statement to say that if the 
larger mergers of the period 1880 to 1930 had not occurred, prevailing 
levels of concentration in most of our major industries-—and the degree 
of concentration in the manufacturing and mining sector of the econ- 
omy as a whole—would be very substantially lower than they are 
today. 

This early history is important in pointing up the potentially great 
significance of mergers, and establishes the importance of carefully 
examining the effects of taxes on merger activity. But there is no 
reason to think taxes were an important factor for either the acquiring 
firms or for the sellers in these early mergers. They are uniformly 
explained by authorities on other grounds, and we have the further 
evidence that personal, corporate, and estate tax rates were relatively 
low, except for the brief interval of the First World War. 

To study the effects of taxes on mergers we must turn to more recent 
periods when effective and marginal tax rates have been high, and 
tax considerations have consequently been more important in all types 
of business decisions. Since 1929, there have been two significant 
waves of merger activity, one beginning in 1940 and 1941 and reaching 
its peak in 1946 and 1947, the other picking up in 1950 from the low 
levels of 1948 and 1949 and continuing to build up through 1954 (the 
most recent years for which data are available). This paper will 
summarize for the committee the results of the extensive study my col- 
leagues and I made of the effects of taxes on mergers in the first and 
larger of these two recent merger movements.* Although we have 
undertaken no further serious research in this area since 1950, I will 
describe in broad outline the more important changes in tax law since 
that time. 


2See J. Fred Weston, The Role of Mergers in the Growth of Large Firms (Berkeley, 
Unirsoetty of California Press, 1953), ch. III, and Lintner, Butters, and Cary, as cited, 
€ 


8 Since the effects of mergers before 1930 have been emphasized in the preceding text, a 
few brief observations should perhaps be added to keep these recent merger movements in 
historical perspective : There were four times as many mergers in 1946 and 1947 as during 
the last prewar years, but merger activity had been at a very low ebb throughout the de- 
pressed decade of the 1930’s. There were fewer reported mergers in 1954 than in either 
1946 or 1947 at the crest of the proriese movement, and the rate then was little over one- 
third that of the late 1920’s. imilarly, the number of popeeses mergers in the 4 years 
1951-54 was less than in the 4 peak years 1944-47, and both recent periods showed about 
one-third the number reported in the 4 years 1927-30. In view of the large increase in the 
number of business firms in existence, comparison of the proportions of business units dis- 
appearing through merger and sale would be even more marked. Moreover, acquisitions of 
large companies by the already largest concerns in manufacturing and mining were both 
absolutely and re atively very much less frequent—and both the absolute and relative 
growth of the already largest companies in the economy was very much less—in the 
mergers occurring between 1940 and 1947 than in the mergers during the 1920's. The 
merger movement of 1940-47 produced increases in concentration, however measured, in 
almost all broadly defined industry groups, but the increases were relatively small in all 
gcroups, except food and textiles. (See Butters, Lintner, and Cary, Effects of Taxation on 
Corporate Mergers (Boston, Harvard Graduate School of Business Administration, 1951), 


chs. IX and X.) 

The FTC has taken samples of mergers in 1951-54 in which the size of acquired firms 
was noted. (See Federal Trade Commission, Report on Corporate Mergers and Acquisi- 
tions (Washington, Government Printing Office), May 1955.) The fact that acquisitions 
involving more than $10 million and more than $50 million accounted for a considerably 
larger fraction of all acquisitions in these samples, than the corresponding fraction we 
found in our exhaustive studies of mergers in 1940—47, indicates that the effects of recent 
mergers on concentration have probably been greater, possibly substantially greater, than 
the effects produced by mergers during 1940-47; but much more detailed analysis is re- 
quired before firm conclusions regarding the effects of the recent movement on concentra- 
tion, and how these effects compare with those in 1940—47, are possible. 

‘Butters, Lintner, and Cary, as cited in the preceding footnote. Much of this paper is 
based upon, and parts are paraphrased or quoted directly from, ch. I of this reference. 
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Our studies leave no doubt that tax considerations have had a very 
substantial influence on the extent and character of merger activity 
since 1940—although for reasons which will be developed subsequently 
their impact is considerably more specialized and generally less con- 
trolling than often believed. Various features of the tax structure 
exert strong pressure on owners of closely net businesses to sell out or 
merge with other companies, while others provide inducements to 
going concerns to acquire other business units, Since one of our prin- 
cipal conclusions is that tax considerations are generally very much 
more important in decisions to sell going business units to other firms 
than in the decisions of companies to acquire other business units, the 
bulk of the discussion will be devoted to these more important effects. 
The following section will develop the tax considerations which are 
important to potential sellers. Subsequent sections will then briefly 
review other considerations which frequently lead to the sale of busi- 
ness firms and the relative importance of tax and nontax motivations 
of sellers. Another section will consider the tax considerations that 
may lead companies to acquire other businesses and relate these tax 
factors to other motivations involved in business acquisitions. Our 
general conclusions are summarized at the end of the paper. 


Tax Incentives To Sei 


The tax structure definitely has exerted strong pressures on the 
owners of many closely held businesses to sell out or to merge with 
other large companies. Moreover for both tax and nontax reasons 
the merger route is often chosen in preference to other ways of reliev- 


ing these pressures, such as, for example, a public distribution of part 
other large companies. Moreover for both tax and nontax reasons 
the number of businesses actually sold because of tax considerations 
appears to be considerably smaller than is frequently asserted. 

The tax incentives to selling are essentially twofold. The first of 
these tax incentives is to sell out a closely held business to lessen the 
impact of the estate tax. This incentive for sale was of substantial 
importance in the mergers investigated in our fieldwork covering the 
period 1940-47, but special relief provisions in the Revenue Act of 
1950 and later acts considerably lessen its significance in more recent 
mergers. The second major tax incentive is for owners to sell out a 
successful closely held business in order to take their profits out of 
the firm by the capital-gains route as an alternative to having the 
profits distributed as dividends subject to high individual income-tax 
rates or left in the company and possibly taxes at section 102. This 
incentive for sale also proved to be important in our fieldwork, and 
has been strengthened by the higher tax rates enacted after the Korean 
attack. 

ESTATE TAX MOTIVATIONS 


Sales motivated by estate-tax considerations may be caused by the 
liquidity problems that would be encountered in meeting estate-tax 
liabilities if the business were still in the estate at death or by uncer- 
tainties regarding the valuation of the business for estate-tax pur- 
poses. It will be convenient to consider liquidity problems and valu- 
ation uncertainties separately. 








ory 
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The liquidity problem is how to raise the cash with which to pay the 
estate tax. Unless the owner has sufficient funds outside his closely 
held business to cover his estate tax and to meet his other liquidity 
needs, he is likely to feel compelled to dispose of part or all of his 
closely held stock during his lifetime. If he dies without so doing, 
his executors may be forced to make the sale after his death. 

While most owners of closely held businesses of any size have to 
give this matter serious thought, the circumstances under which liquid- 
ity needs create strong pressures to sell are much more specialized than 
is often realized. Ordinarily the following conditions must all occur 
simultaneously : 

1. The stock of the company held by any one individual must be 
valuable enough to place him in a fairly high estate-tax bracket.— 
The greater the value of the stock held by one individual, the more 
likely is a sale to be made for tax reasons. As a very rough rule of 
thumb, liquidity considerations are likely to constitute an important 
incentive for sale only when an individual holds stock worth at least, 
say, $250,000-$500,000. If less than this amount is held, and fre- 
quently when more is held, estate taxes will be sufficiently small so that 
by prudent planning reasonable provision usually can be made for 
them without recourse to sale. 

2. The stockholdings in question must constitute a major fraction of 
the total investment portfolio of such an individual.—His cash, insur- 
ance, and other liquid assets must be insufficient to finance the estate 
taxes which will be due on his death as well as the other immediate 
‘ash requirements of his estate and heirs. Because of the progressive 
rate structure of the estate tax, holders of larger amounts of closely 
held stock will need to have a larger portion of their holdings in cash 
and marketable assets than will holders of lesser amounts of closely 
held stock. With allowance for this fact, the larger the percentage 
of the owner’s total holdings which are invested in the stock of a 
closely held company, or in other nonmarketable assets, the stronger 
will be the tax incentives to liquidate part or all of these holdings. 

3. There must be no market, or only a thin and inactive market, for 
the securities of the company in question—To the degree that the 
securities are marketable, the liquidity problem can be solved simply 
by selling part of them at any time without prior preparation. 

The above conditions, since they must hold simultaneously, tend to 
define fairly narrowly the size of company in which liquidity consid- 
erations in connection with the estate tax are most likely to constitute 
an important reason for sale. The great bulk of small companies— 
most of those with assets of less than $1 million and many which are 
considerably larger—are eliminated because no single stockholder 
owns enough stock to need to worry about the impact of the estate tax. 
At the other extreme, most very large companies have sold stock to the 
public at some stage of their growth and thereby created a market for 
their securities. It is in between these ranges—say in the $1 million to 
$25 million asset class and especially in the $5 million to $25 million 
asset class—that one would expect on analytical grounds to find the 
greatest density of sales for liquidity reasons, and our empirical find- 
ings confirmed this expectation. 

Since the Revenue Act of 1950 special relief provisions have con- 
siderably reduced these pressures to sell for liquidity reasons. In this 
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act and subsequent legislation the previous requirements that dis- 
tributions of cash by closely held companies be treated as dividends 
subject in full to personal income-tax rates has been substantially 
relaxed so long as the distributions are made under prescribed con- 
ditions for the payment of death taxes.* The practical effect of 
these provisions has been to make money distributed in redemptions 
of stock closely held in estates essentially free of tax. The specific 
terms not only exempt distributions falling within their scope from 
the probability of being taxed as ordinary dividends, but in addition 
limit any capital gain on the distribution to the excess of the amount 
paid for the redeemed stock over its fair market value at the date of 
the owner’s death so that the gain, if any, ordinarily will be small. 

These provisions greatly facilitate the maintenance of independent 
existence of family corporations on the death of a major owner. The 
terms are sufficiently broad to cover a large percentage though not 
all of the cases in which the need for funds to pay estate taxes would 
otherwise have exerted strong pressures on the owners to sell out. We 
may note, however, that in addition to meeting the technical require- 
ments for eligibility under the tax law a further necessary condition 
for this favorable result is that the executors of the deceased owner’s 
estate be in a position to arrange for the redemption of the necessary 
part of his stock. This means that the executors of the estate must 
be in a position to control the policy of the administration in question 
and that the corporation must have on hand, or be able to obtain on 
acceptable terms, the cash with which to redeem the necessary por- 
tion of the stock. Moreover it should be noted that, even where these 
conditions are well satisfied, these provisions take care of the problem 
only in situations in which the owners are willing to defer the final 
provision of liquidity for their estates until after their death. Own- 
ers who desire to provide the necessary funds for their State taxes 
and other liquidities prior to their death will not generally benefit 
from these provisions. 

In addition to liquidity considerations, and often reinforcing 
them, uncertainty as to the valuation which the Treasury would 
place on the stock of closely held companies in determining estate- 
tax liabilities was frequently mentioned in our field interviews as a 
factor tending to stimulate the sale of such businesses. In general, 
however, valuation problems do not appear to have been a major rea- 
son for the sale of closely held enterprises. They seem more fre- 
quently than not to be of secondary importance in relation to other 
tax motivations for sale, especially liquidity considerations, and to 
nontax motivations. The main reason for the uncertainty on the part 
of taxpayers about the valuation which would be placed on the stock 
of their closely held companies is simply that there is no objective 
test which can be applied to determine the value of such holdings in 
the absence of trading in the securities of the company in question. 
Impartial experts often differ by very wide margins in their esti- 
mate of the fair market value of such securities. 

The evidence which we have seen does not justify the conclusion 
that the Treasury is deliberately or consistently unfair in the valua- 


5 In general these conditions limit the period within which the distributions may be made 
and limit the benefits to owners whose estate consists largely of stock in a family enter- 
prise. These provisions also apply only to that part of the proceeds of such stock redemp- 
tions which do not exceed the tax imposed because of the owner’s death. 
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tion which it places on the securities of the closely held companies. 
Numerous businessmen, nevertheless, believe that an unreasonably 
high valuation is ordinarily placed on the securities of closely held 
companies by Treasury agents, and isolated instances of such valua- 
tions undoubtedly do occur. Regardless of the dubious factual foun- 
dation for this belief as to general Treasury policy, the fact that it is 
widely held and the risk of encountering a high valuation in any 
individual instance adversely influence the willingness of businessmen 
and investors to hold the securities of closely held companies—espe- 
cially as the owners grow older and become more conscious of impend- 
wg estate-tax problems. As already indicated, however, this con- 
cern is only infrequently of critical importance in influencing the 
owner's action, 

The greatest concern over Treasury valuation policies was ex- 
pressed by owners of so-called one-man companies, i. e., companies 
which would lose much of their value when their owners ceased to 
direct their affairs. In view of the extraordinarily difficult problem 
of measuring the contribution of the owner's personal services to the 
value of such enterprises, unreasonably high valuations are not im- 
probable when these contributions are large. Occasionally, the fear 
of unreasonably high valuations under these circumstances appears to 
have constituted a major reason for sale; even in these instances, how- 
ever, it is not altogether clear how much of the owner’s worry really 
had to do with death taxes as such and how much with the effects of 
death itself. 


INCOME TAX, CAPITAL-GAINS TAX, SECTION 102 


The impact of the estate tax on the owners of closely held com- 
panies is reinforced by the combined effects of high income taxes and 
of low capital-gains tax rates. As already noted, if owners of closely 
held companies are to pass their holdings on to their heirs, they must 
accumulate large amounts of liquid assets in order to provide for the 
payment of their estate taxes and for their other liquidity needs. The 
personal income tax along with the double taxation of dividends often 
makes the accumulation of such funds in adequate amounts prohibi- 
tively costly, if not impossible, though as noted above this difficulty 
has been substantially mitigated for many owners of closely held com- 
panies by various relief provisions since 1950. 

In addition to making it unattractive for the owners of closely held 
companies to retain their holdings, the tax structure further abets the 
decision to sell by providing very favorable tax treatment in the event 
that the owners decide to sell out. The gains from such sales are, 
of course, capital gains and hence are taxed at a maximum rate of 25 
percent or 26 percent. If the sale takes the form of a tax-free ex- 
change of securities, the owner may be able to transfer his holdings 
into readily marketable securities of high investment quality without 
incurring any taxes at all on the transaction. Thus, while funds 
taken out of the business as dividends may be taxed at rates as high as 
82 percent under the 1948 act and 92 percent under the 1951 act, 
owners may convert the stock of their companies into cash or market- 
able securities at a tax cost ranging from zero to a maximum of 25 
percent or 26 percent of the gain on the sale. 
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Even when no attention is paid to the estate tax, perhaps because 
the owners are still young, the income-tax structure itself may be a 
major factor in inducing the owners of closely held companies to sell 
out. This inducement will be especially strong for owners of rapidly 
growing companies which have developed a substantial capital value 
but which still represent highly risky investments, because of the still 
uncertain competitive prospects of the company and its liability to 
sharp declines in earnings and in the market value of its stock in the 
event of weakening general business conditions, or because of the un- 
balanced investment portfolios of the owners. The temptation for the 
owners of such companies to cash in their gains and invest them in 
less risky form while the opportunity is still available would be great, 
entirely apart from tax consider ations. The market for business firms 
even in prosperous periods is notably thin; buyers are relatively much 
more difficult. to find in depressed times than in prosperous periods, 
and frequently cannot be found at all; and experience has shown that 
bid prices are likely to fall off much more in proportion to realistic 
present values of future earnings reasonably to be anticipated, even 
assuming that buyers can be found in the event of depressed business 
conditions. 
To the degree that the opportunity for further gains through re- 
tained holdings i is curtailed by heavy taxation—including the corpo- 
rate income tax (and possibly sec. 102 if earnings are retained) and 
the personal income tax on amounts distributed as dividends—the in- 
centive for the owners of rapidly growing companies to play safe and 
cash in the gains already attained at capital gains rates will be cor- 
senponlianty strengthened. Such taxes gr eatly increase the cost of 
either ploughing back earnings or of paying them out as dividends, 
and thereby lengthen the time span which would be required for the 
stockholders to diver sify their investment position either by building 
up liquid assets within the company or by taking them out of the com- 
pany. In this way they increased the gamble which the stockholders 
have to take by not selling out. The ‘Tate increases of the Revenue 
Act of 1950 and 1951 substantially augmented this incentive to sell 
out as did the excess-profits tax imposed in 1950; the more recent 
elimination of the excess-profits tax, reduction in personal income tax 
rates, introduction of the dividend credit, and perhaps also the change 
in the old section 102 have considerably weakened these tax incentives.® 
On balance, these tax incentives are probably weaker at the present 
time, in any given business situation, than they were prior to 1950. 
Another ‘factor which makes a sale to a |: arge company more likely, 
especially if section 102 taxes are involved, is that the tax penalties 
and risks confronting the purchasing company often are much less 
severe than those confronting the potential seller. Such a purchaser 
ordinarily need not be concerned about section 102 taxes. The greater 
financial resources of large companies tend to reduce many of the risks 
encountered by a smaller, less well-established company ; and, if losses 
should be incurred, a large purchaser would be more likely to be able 
to offset them against other sources of taxable income than would 
the existing owners. For all these reasons a closely held company 


€ For conflicting views regarding changes in sec, 102, see James K. Hall, Review of the 
Internal Revenue Code and Section 102, National Tax Journal, September 1955, pn. 275- 
286, and R. S. Holzman, The Accumulated Earnings Tax, Taxes——the Tax Magazine, October 
1954, pp. 823 ff. 
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often has a substantially greater value to a potential purchaser than 
to its existing owners. A large purchaser, therefore, is likely to be 
able to offer a price so favorable that the existing owners will feel 
that it would be foolhardy to decline the opportunity to consolidate 
their position by cashing in their gains. 


RELATIVE ImportTANCE oF Tax Morives ror SALe or Business Units 


These two combined tax effects—the estate tax and the income tax, 
sometimes complicated by section 102—have undoubtedly been a major 
factor motivating the merger or sale of many independent enterprises. 
But it would be incorrect to stress the importance of this fact too 
strongly. The conditions under which these tax effects exert their full 
force are highly specialized and apply to only a small proportion of all 
small- and medium-sized companies. Moreover, even when tax in- 
centives are important, they are not necessarily controlling. The 
problem of whether or not to sell out a closely owned business is very 
complex and embraces the whole range of human motivations and 
interests. 

Our field research on these problems indicated that nontax motiva- 
tions are much more prevalent and are frequently far stronger than 
is often realized. We found, for instance, that management consider- 
ations—such as the desire of an owner-manager to retire, his ill health 
or death, and the lack of adequate management succession—were fre- 
quently recurring and impelling reasons for sales for all sizes of 
companies, but especially among smaller companies. Investment con- 
siderations likewise were important for all sizes of companies, but 
they tended to be especially crucial for the owners of the larger selling 
companies. They ranged from a desire on the part of the owner for 
greater diversification, improved quality, and more ready marketabil- 
ity of his investment holdings to u belief that his closely held company 
would decline in value either suddenly in the near future or gradually 
over the years and that it would therefore be wise for him to sell. We 
found that all these—and a host of other similar reasons, including a 
personal desire to become associated as an officer or director with a 
nationally known company—often far overshadowed tax considera- 
tions even when the conditions needed to make tax considerations im- 
portant were strongly satisfied. Moreover, in some cases where the tax 
pressures are strong, they can be substantially relieved or bypassed by 
various courses of action other than sale of the business to another 
company.’ 

In our research on these problems we were able to divide 89 of the 
mergers covered in our field interviews into 2 categories: (1) Those 
in which taxes were of major importance, and (2) those in which they 
were of lesser or negligible importance, if any attention at all was given 
to them. In general, mergers were included in the former category 
only when the owner with good reason was consciously and seriously 


7 These alternatives are discussed in Butters, Lintner and Cary, op. cit., chs. V—VII. 
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concerned about his tax problems and when other motivations for sale 
did not dwarf the tax worries of the owner.® 

The classification just described indicated that for the period from 
1940 to about 1949 taxes were a major reason for sale for about 
two-fifths, or a little more, of the transactions in which the selling 
company had assets of between $15 million and $50 million as of the 
date of sale, for between one-fourth and one-third of the companies 
sold in the $5 million to $15 million asset-size class, for a little over one- 
fifth of the companies in the $1 million to $5 million class, and only 
rarely for the sale of companies with assets of under $1 million. These 
fractions obviously represent no more than reasonably good approxi- 
mations of the percentage of tax-motivated sales as we have defined 
this concept, but within reasonable limits they provide a basis for ap- 
praising the relative role of taxes as a motivating force for merger 
activity in this period. 

By combining these conclusions with our aggregate data on reported 
mergers for 1940-47, we were also able to make estimates of the over- 
all role of taxes in the overall merger activity involving manufactur- 
ing and mining companies. Our estimate was that taxes were of 
major importance for something less than one-tenth of the total num- 
ber of mergers of manufacturing and mining companies reported in 
the financial manuals for the years 1940 through 1947. About one- 
fourth of the mergers involving selling companies with total assets 
of over $1 million fall in this category. In terms of total assets rath- 
er than of numbers of companies, taxes appear to have been a major 
reason for sale in the mergers involving a little over one-fourth of the 
total assets of a// companies sold in such transactions and about one- 
third of the assets of all companies sold with assets of over $1 million. 
The larger fraction for total assets transferred reflects the greater 
relative importance of taxes as a motive for the sale of large com- 
panies than of small companies. 

Considerably wide margins of uncertainty are inevitably involved 
regarding their importance in mergers since 1950. We can infer 
from changes in the law that liquidity considerations under the estate 
tax have been less onerous in this more recent period. Similarly we 
would expect income tax considerations to have been more impelling 
under the higher rates (and excess-profits tax) than in the imme- 
diately preceding years, but on balance there seems to be little reason 
to expect any major difference in the effects of income tax factors 
when the comparison is made with the years 1940-47 involved in our 
earlier research and estimates. Income and estate taxes together 
have probably been somewhat less important in sales and companies 
of each size—at least up to companies having assets of less than, say, 
$20 million or $25 million—in more recent experiences than in 1940-47, 


£To say that taxes were a major reason for sale, however, is not to say that the sale was 
caused by the tax motivation in the sense that the merger would not have occurred in its 
absence. Often there were several reasons for sale of approximately equal importance in 
the minds of the owners, and it was impossible to say that any one of them was in itself 
decisive. Thus the figures obtained represent maximum estimates of the role of taxes as a 
cause of merger activity. They overstate to an unknown but probably large degree the 
sales in which tax motivations were clearly the decisive factor. 

In some cases in which taxes were decisive in the immediate decision to sell, other non- 
tax causes, such as the lack of adequate management succession, might have forced the 
owners to sell out at a later date. From the long-run viewpoint the effect of taxes in such 
eases might more properly be described as accelerating the sale rather than as causing a 
sale that would not otherwise have been made. For this reason, also, our figures on tax- 
motivated sales undoubtedly overstate the long-run effect of taxes as a cause for the sale 
of independently owned companies. 
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If the proportion of companies of each size involved in mergers 
had been the same since 1950 as in the earlier experience, we should 
conclude that tax considerations have been less important in mergers 
since the Korean attack than during World War II and the early post- 
war years. The FTC’s recent studies, however, indicate that there 
were relatively more acquisitions of companies having assets over 
$10 million, and relatively fewer acquisitions of smaller companies in 
the years 1951 through mid-1954 than in the earlier wovind. Since 
tax motives are relatively more important among larger sellers than 
among smaller companies, this shift in the distribution of acquired 
concerns provides a substantial offset to the reduced importance of 
tax motivations in the separate size classes. The available evidence 
justifies no definite or firm conclusion that taxes have been either more 
or less important in all reported merger activity since 1950 than in 
the 1940-47 experience.® If attention is confined, however, to the pro- 
yortion of all mergers involving acquisitions of more than $1 million, 
it would appear that tax considerations have been somewhat less im- 
portant recently than in the 1947 period.’ 


Tax Mortvations or Buyers 


Various features of the tax law also stimulate going business con- 
cerns to acquire other business units. Some successful companies, 
closely held by vigorous owners, and with substantial accumulations 
of cash which led their managements to fear that section 102 taxes 
would be imposed, have decided that the purchase of another company 
would be the most favorable means of investing funds in a manner 
that seemed likely to avert the assessment of section 102 taxes. Others 


have sought to reduce the regular income or excess-profits-tax lia- 
bilities they would otherwise have to pay by acquiring other com- 


*The FTC sample (op. cit., p. 48 in related text) gives an estimate of 119 for the 
number of acquired firms having assets of $10 million or more in 1951-54; this is 5.7 
percent of an estimated total number of 2,091 mergers of all sizes. In 1940-47 there 
were 58 cases having assets over $10 million which represented over 2.9 percent out of 
a total of 1,990 reported mergers. Similarly in the earlier movement acquired companies 
with assets between $1 and $10 million accounted for 477 mergers or 22 percent f the 
total. In the recent movement, the FTC finds a probable 608 companies with assets be- 
tween three-quarters of a million and 10 million dollars, or 29 percent of the total. The 
reduction in this number involved in raising the FTC lower size limit from three-quarters 
of a million to 1 million dollars would probably be more than offset by the addition 
S that part of the 629 companies of unknown size which also had assets in the indicated 
size range. 

The qualitative judgments given in the text regarding the probable net effect of changes 
in the tax law since 1950, and our earlier estimates of the importance of tax considerations 
in earlier mergers, would suggest that taxes are important (as we have defined the con- 
cept) in roughly 40 percent of the more recent mergers involving apne above $10 
million, and between 20 percent and 25 reent of the smaller companies having assets 
between $1 and $10 million. On this basis, we would obtain an estimate that taxes have 
been important in approximately 10 percent of all reported recent mergers, which is very 
nearly the same as our estimate for earlier mergers. 

The tenuous character of such estimates for the recent period is shown by the fact 
that, on the basis of its sample, the FTC could only be 95 percent sure that the “true” 
figure for companies over $10 million would lie between 72 and 185 even though 119 was 
the most likely single figure. If the lower figure should be correct, we weuld have to 
conclude tax motivations were less significant than in the earlier period, but if some- 
thing approaching the higher figure is correct, the conclusions would be reversed. It must 
also be emphasized that our estimates of the relative importance of taxes in mergers of 
each size even in the 1940—47 experience were themselves based on data obtained regarding 
a sample of firms, so that similar statements can be made ae this other important 
factor in the calculations. Careful readers will see still other qualifications that would be 
required if any definite conclusions were to be drawn. (The data used in this f-otnote will 
be found in C, op cit., and Butters, Lintner, and Cary, op. cit., pp. 206 and 246.) 

1° This conclusion is indicated, in spite of the tenuous character of the data, unless (a) 
as many as two-thirds or more of the estimated 629 cases of unknown size shown by the 
FTC had had assets of more than $1 million but less than $10 million, and/or (b) there 
were more than 119 actual acquisitions involving firms with more than $10 million assets, 
and/or (c) we have underestimated the relative importance of mergers in either or both 
of these size classes. 
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panies with unused excess-profits-tax credits, large accumulated losses 
which can be offset against the acquirer’s income, or assets whose book 
value for tax purposes is substantially greater than their current 
market value. 

In each of these latter situations, the acquiring company is gaining 
an advantage taxwise from provisions mostly introduced into the 
tax code during the later 1930’s and early 1940’s for the purpose of 
preserving equity and fairness among taxpayers, primarily with busi- 
ness firms as continuing separate entities in mind. The carry-forward 
and carry-back of operating losses, for instance, is a device to insure 
that effective tax rates on the total net income of a company with sharp 
fluctuations in its income will be approximately the same as that on 
another company with stable earnings adding up to the same total in- 
come over the period. The basic difficulty arises from the fact that 
such legitimate privileges or allowances granted in the law to inde- 
pendent continuing business units, put in a context of other provisions 
designed to preserve equity among taxpayers in cases where for legit- 
imate reasons business units are bought and sold, create opportunities 
for purchases whose primary purpose or principal result may be tax 
advantages never intended.” 

In our fieldwork we were able to interview buyers in more than 
three-fourths of the sample of 104 cases of mergers in the years 
1940-49 which had been drawn for study,” and in addition we investi- 
gated the objectives and purposes of 12 of the 17 companies which 
had made the most frequent acquisitions during this period. We 
found, as might be expected, that the effects of the acquisitions on the 
tax liabilities of the acquiring company were very carefully con- 
sidered in a very large majority of cases. We also found that the tax 
effects of the choice of each of the several alternative forms which the 
transaction might take—e. g. purchase of stock or assets either for 
cash or securities—were carefully evaluated, and that these tax con- 
siderations for both buyers and sellers in a large majority of cases 
determined the way the transaction was handled, once the decision 
to make the acquisition (or sale) was made. 

But on the much more significant question from most broader points 
of view—the question of the relative importance of taxes in buyers’ 
decisions whether to expand by merger or by other independent 
means—the results were quite different: The evidence we obtained 
indicated that tax motivations were seldom important in the sense 
that they constituted a major reason, not overshadowed by other con- 
siderations, for the acquiring company to decide to buy the other 
company. In fact, we found only three instances in our sample in 


4 Congress recognized the problem and in 1944 enacted a new section 129 disallowing 
and deductions or credits which acquiring companies gained through acquisitions in 
which the principal purpose was evasion or avoidance of tax. But the whole body of 
statute law, regulations, and case decisions has been increasingly fraught with techni- 
calities. Such fine distinctions as those between form and substance, and such uncer- 
tain judgments as those between primary purposes and incidental effect, have frequently 
determined the final results in particular cases. The Internal Revenue Code of 1954 
attempts to bring order by substituting a number of new provisions and more specific 
rules, but it is too early for even the specialists on these technical matters to say 
whether the objectives of eliminating abuse, reducing unintended hardship, and relieving 
previous uncertainties will prove to have been achieved. For a good discussion of these 
questions by a former legislative counsel of the Treasury, see Adrian W. DeWind, A 
Technical Appraisal of the Internal Revenue Code of 1954, National Tax Journal, March 
1955, especially pp. 42—57. 

2 This sample incidentally included three-fourths of all mergers involving selling com- 
panies with assets of more than $15 million known to have occurred in the years 1940-49. 
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which these tax benefits proved to be important, in the sense indicated, 
in decisions to acquire another company. Two of these three involved 
acquisitions to avoid the possibly immanent assessment of section 102 
taxes, and the other involved acquisition of another company through 
a set of transactions which substantially reduced tax liabilities. The 
significance of our failure to find more instances in which taxes were 
motivations of major importance in acquisitions is difficult to assess, 
in part because a large percentage of the mergers covered by our field- 
work occurred after the excess-profits tax had been repealed. But 
we did investigate a sufficient number of wartime mergers so that the 
near absence of important tax motivations in our sample would seem 
to indicate that they were of relatively limited importance for manu- 
facturing enterprises. Although we have done no fieldwork on these 
problems since Korea, our earlier study would seem to establish some 
presumption to the same effect with respect to more recent mergers. 
The basic reason why tax considerations were not of major impor- 
tance to the buyers in a far larger proportion of all acquisitions lies in 
the importance of the nontax considerations involved in the decision 
to buy another company rather than to expand in other ways. During 
most of the period since 1940, for instance, the securities of many com- 
panies have been selling at prices which were quite low in relation to 
their asset values so that much the cheapest way to acquire needed 
facilities has often been to buy the stock of a going concern which 
owned them rather than to build them—quite apart from any tax 
benefits that might further “sweeten” the situation. In many cases, 
in addition to acquiring needed productive capacity at bargain prices 
by this means, the acquirers have obtained the additional benefits of 
a going organization and occasionally of highly competent manage- 
ment and technical personnel included in the package purchased at 
little or no extra cost. Similarly the fact that it takes time to build a 
new plant and even more time to develop and merchandise a new 
product, while a merger can be negotiated very quickly, was frequently 
a consideration that far outweighed any tax considerations in the 
decision to acquire another company. As a final illustration, the 
advantages of entering a new market in the preferred position of an 
established competitor by buying out an existing firm, and avoiding 
the many obstacles and necessarily intensified competition that would 
be involved in any attempt to break into a new line or area in com- 
petition with all existing firms, were frequently of considerable im- 
portance in the decision and made tax benefits of secondary importance. 


GENERAL CONCLUSIONS 


1. Taxes have been a highly significant motivation in the sale of a 
substantial number of closely held companies, but the role of taxes in 
this respect has been much more limited than often claimed. 

2. In only about one-tenth of all reported mergers—and perhaps 
one-fourth of those involving more than $1 million—have taxes been a 
major reason for the sale. Tax considerations are more frequently 
important among larger companies, at least up to $25 million or $30 
million of assets. 
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3. Our research would indicate that taxes are much less frequently 
of major importance in buyers’ decisions to make an acquisition than 
in sellers’ decisions. 

4. While of limited importance in decisions whether to merge, tax 
considerations are very frequently of paramount importance for both 
buyers and sellers in determining the form of the transaction. 





XIV. THE RELATIONSHIP OF THE TAXATION OF INCOME 
DERIVED ABROAD TO FOREIGN ECONOMIC POLICY, 
ROY BLOUGH, COLUMBIA UNIVERSITY; IRA T. WEN- 
DER, LORD, DAY AND LORD, NEW YORK CITY; EMILIO 
G. COLLADO, STANDARD OIL CO. (N. J.); JOHN F. COS- 
TELLOE, RADIO CORPORATION OF AMERICA 


INTRODUCTION 


This joint paper is a result of the belief of its authors that the 
presentation of a single background paper analyzing the legal and 
economic aspects of the taxation of foreign income would assist the 
subcommittee in its consideration of this important area of foreign 
economic policy. The first section dealers with the economic impact of 
United States business operations abroad and the relation of those ef- 
fects to the interests of the people of the United States. The second 
covers the method and operation of the present system of taxing for- 
eign-source income. The effect of United States taxation on the 
amount of private investment abroad is discussed in the next section, 
and the fourth section describes the various proposals which have been 
put forward for changes in United States tax treatment of foreign in- 
come and operations. Each panelist took primary responsibility for 
one of these sections.* 

The original plan was to limit the joint paper to these four sec- 
tions, to be followed by extensive separate policy papers by the mem- 
bers of the panel. In the process of developing the background pa- 
pers it became apparent, however, that there is a considerable area of 
agreement among the four panel members on the elements of an ap- 
propriate policy. It seems likely that the concentration of recent 
public discussion on a few controversial details of proposed tax 
changes has obscured the much larger area of general agreement. 

It was decided, therefore, to add a fifth section to summarize the 
agreement of the authors on desirable technical changes and on the 
most difficult aspect of proposed legislation on taxation of foreign 
income, that is the definition of foreign income which is entitled to 
special tax treatment. In their separate recommendatory papers, 
the opinion of the panelists as to the type of tax treatment that should 
be accorded this foreign income is discussed. 


1. THE ECONOMIC IMPACT OF UNITED STATES BUSI- 
NESS OPERATIONS ABROAD 


INTRODUCTION 


Two major objectives of tax policy are (1) equitable distribution 
of the tax load and (2) a sound impact on the economy. With respect 


1Sec. 1 by Roy Blough; sec. 2 by Ira T. Wender; sec. 3 by Emilio G. Collado; and see. 4 


by John F. Costelloe. 
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to the second objective, the choice among alternative methods of tax- 
ing income earned abroad cannot fail to have some effect on the mag- 
nitude and the kinds of United States business operations abroad as 
well as on the legal forms by which they are carried on. As a basis 
for judgment on the relative desirability of different tax methods it 
is necessary to consider whether various kinds of United States busi- 
ness operations abroad promote the well-being of the United States, 
and if so, how important their contribution is. Accordingly, the 
purpose of this section is to examine briefly economic effects of United 
States business operations abroad, and the relation of those effects 
to the interests of the people of the United States. 

The interest of the people of this country in United States business 
operations abroad depends partly on the effects of those operations on 
the economy of the United States and partly on tie effects on the 
economies of other countries. The two groups of effects are interre- 
lated, since effects on other economies cannot avoid having secondary 
effects on our own. Quite aside from this aspect, however, the people 
and Government of the United States have shown a deep interest in 
the economic well-being and development of other countries. In part, 
the interest has been a humanitarian one. The awareness of the grow- 
ing divergence in levels of living between different countries, and of 
the poverty, hunger, and disease so often present in the poorer coun- 
tries, have appealed powerfully to our humanitarian sentiments and 
have led us to take constructive steps to aid these countries and pro- 
mote their economic development without regard to its possible effects 
on us. In part the interest has been a political one. It is felt that 
political stability and the security of the free world are dependent 
on raising per-capita production and consumption in the poorer coun- 
tries, w here the growing awareness on the part of the masses of people 
that a better life is possible makes them not only unwilling to accept 
a continuation of conditions of hunger and misery but at the same 
time highly subject to Communist agitation and promises. 

The secondary effects on our own economy of the economic devel- 
opment of the less developed countries are mixed in character and 
depend in part on the industries in which the development takes place. 
It is easy to point out cases where the development of a specific indus- 
try, e. g., a textile mill, in an underdeveloped country has reduced or 
is likely to reduce the importation of textiles into that country. It 
is even possible to conceive of cases where an industry that was built 
im an underdeveloped country would wind up selling goods to the 
United States in competition with domestic producers. Such a de- 
velopment could be clearly in the interests of the United States; the 
development, for example, of mineral and other raw material indus- 
tries abroad may be very important to our future industrial opera- 
tions, although domestic producers of the materials in question un- 
doubtedly are adversely affected. On the whole, the effects on United 
States manufacturing industries of industrial development abroad 
are also likely to be beneficial. Industrialization in underdeveloped 
countries is usually ace ompanied by a substantial increase in national 
income and the record is rather clear that as national income rises the 
pressure within the underdeveloped countries for imported goods also 
rises and, if foreign exchange is available, imports increase. The 
kinds of commodities imported are likely to change as economic de- 
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velopment proceeds, but their total quantity rises if they can be 
financed. Accordingly, while certain United States industries may 
find their markets contracted by the economic development of un- 
derdeveloped countries, the markets of other industries will expand. 
Whether this expansion will be greater than the contraction, depends 
on whether the dolla available to foreign countries to buy our goods 
are increased, through increases in our imports, our private foreign 
investment, or our Government loans and grants, or a combination. 
Throughout the following discussion the dependence of United States 
exports on the availability of dollars will be stressed repeatedly ; it 
‘an scarcely be overemphasized. Numerous cases where a foreign 
market “dries up” are the simple result of a lack of dollar exchange in 
that market. 


VARIETIES OF BUSINESS OPERATIONS ABROAD 


As will appear, different kinds of United States business opera- 
tions abroad do not have the same impact either on the United States 
economy or on the economies of other countries. The following clas- 
sification of these operations is used in the present discussion of their 
impact. 

1. Foreign trade of the United States: 
(a) Imports into the United States. 
(6) Exports from the United States. 
2. Investment abroad by United States investors : 
(a) Portfolio investment. 
(6) Direct investment. 
3. Technical assistance by business. 

Each of these categories is discussed briefly in the paragraphs that 
follow. Inevitably there is some overlapping; even more inevitably, 
limitations of space make it necessary to reduce the discussion to sum- 
inary form. 

Foreign Trape 


Some United States business operations abroad are limited to for- 
eign trade in its narrow sense of importing goods bought abroad at 
wholesale and exporting goods sold abroad at wholesale. Many busi- 
ness operations, however, combine importing or exporting with other 
activities, for example, manufacturing or retail trade. For pur- 
poses of analysis, the importing or exporting involved in these com- 
bined operations are discussed at this point. The operations that 
may be earried on in connection with importing or exporting—or 
may even give rise to them—will be considered below. 


IMPORTS INTO THE UNITED STATES 


In view of the great size and diversity of our land and natural re- 
sources, of our industries, and of our markets, we are prone to forget 
the tremendous importance to many other countries of being able to 
sell their products abroad and particularly to the United States. Our 
imports provide other countries with the dollars with which they can 
buy aba er which they either cannot produce at all or cannot pro- 
duce efficiently. These countries can then employ their workers in in- 
dustries in which they can produce with relative efficiency. Exports 
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to industrial countries are a major source of the funds available to the 
less developed countries to buy capital equipment needed for their 
further economic development. 

Imports are likewise of value to the United States. The purchasing 
power of the American consumer’s dollar is increased since he is able 
to buy in the least expensive market. Imports are the main source of 
the demand for our goods in foreign markets. The objection raised 
to imports, of course, is that imported commodities are often in com- 
petition with domestie products. Although this country has thrived 
on competition, and its policies seek to assure competition in the 
belief that thereby the efficiency of our production is increased, a 
major exception has been our policy toward imports. By concen- 
trating attention on the firms and industries with which imports com- 
pete we have tended to overlook both the benefits of imports to the 
consumers in lower prices and to our export industries in expanded 
markets, employment, and profits. 

Through protective tariffs, quantifative restrictions, and customs 
formalities the total volume of impofts into the United States is held 
far below what it would be in the absence of these measures. Uncer- 
tainty regarding our future policy toward imports also is a factor 
operating to keep many foreign producers from attempting to sell in 
the United States market. 


EXPORTS FROM THE UNITED STATES 


Exports from the United States benefit other countries by supplying 
their needs cheaper or better than they could be supplied elsewhere. 
Our exports are in competition with goods produced by other supply- 
ing countries and possibly also with goods produced within the im- 
porting country. The same temptation for that country to restrict 
the importation of our goods exists as has been noted previously with 
respect to the United States. 

Exports from the United States benefit our country by supplying 
markets for our products, thus enlarging employment in the produe- 
tion of such products. Our exports also ‘supply us with the funds for 
buving needed imports. 

While private and public investment can be and often are important 
it is clear that the ability of a country to import depends largely on 
its exports and that its ability to export depends largely on ‘its im- 
ports. In any given case one of these is likely to be the factor limit- 
ing or determining the other. In the case of the United States it has 
been the exports that have been limited by our imports. We have had 
plenty of foreign exchange to buy more, but exports to our foreign 
customers have been held down by a shortage of dollar exchange. For 
many years the volume of our exports would have been much larger if 
peonle in other countries had had the dollars with which to buy our 
goods. One reason our exports have been as iarge as they have is that 
through private investment and governmental loans and grants this 
country has made dollars available to other countries in addition to 
those they have earned through selling us goods and services. Despite 
our grants, loans, and investments, however, there remains a dollar 
shortage to this day, as is indicated by the quantitative and other 
restrictions that many countries have pl: aced on imports from the 
United States to prevent or cope with serious foreign exchange diffi- 
culties. 
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The accumulation over the past few years of substantial amounts 
of dollar exchange by a number of countries abroad might seem to 
controvert the conclusion that our exports have been limited by the 
dollars received by foreign countries. In general, however, the ac- 
cumulations of dollar balances that have taken place have been for 
the purpose of restoring dollar reserves to the levels necessary to 
finance stable trading operations and not because of any lack of desire 
for United States goods. One exception may be noted to this general] 
conclusion. A few countries making large sales to the United States 
or other dollar areas have accumulated substantial dollar balances 
in excess of their normal reserve requirements. The funds have not 
been used to buy additional goods either in the United States or in 
other countries that would have spent the dollars promptly in the 
United States. These insulated pools of dollars could finance in- 
creases in exports from the United States without impairing needed 
reserves. With this exception, it is clear that this country has no 
difficulty in selling all the goods other countries have the dollars to 
buy. To be sure, some United States producers cannot meet compe- 
tition abroad and so cannot sell. Tax relief might help these specific 
producers to sell more. Since, however, the more they sell the less 
other American producers can sell, what one gained another would 
lose. 

InNvEsTMENT Aproap BY UNrrep States INVEstToRS 


Foreign investment may be for various periods of time. Credit 
may be allowed for a short time, perhaps up to 6 months, to finance 
the transaction while delivery is being made and until the goods are 
sold by the foreign importer. The credit may be for a longer period 


to permit raw materials to be manufactured and sold, or to finance a 
machine that is expected to pay for itself over perhaps a 3-year pe- 
riod. Or it may be for a still longer period to finance the purchase 
or construction of a plant. It may be in the form of loans or of pur- 
chase of equity securities. 

The shorter-term investments or credits are not likely to be accom- 
panied by the participation of the United States investor in the opera- 
tion of the business in which the investment has been made. Longer- 
term investments may or may not be so accompanied; those that are 
not are ordinarily referred to as portfolio investments and those that 
are as direct investments. 

The investment picture is complicated by the fact that several kinds 
of transactions may be going on at the same time. In the case of 
portfolio investment, if new securities are issued to finance an expan- 
sion of operations in the host country the volume of funds for capital 
formation is directly increased. If, on the other hand securities are 
purchased by United States investors from their holders in other 
countries, the investment in the underdeveloped country is not en- 
larged, although the pool of funds from which such investment could 
be made is increased. The sale of securities by United States holders 
to foreign holders does not withdraw capital from the underdeveloped 
country. 

In the case of direct investment, funds may be flowing out of the 
United States for new investment while at the same time funds may be 
flowing into the United States on account of the withdrawal of old 
investments. Earnings on previous investments may be reinvested 
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in the enterprise or invested in other overseas operations. When old 
investment is withdrawn this may either involve a liquidation of the 
project or, more likely, will reflect the selling of ownership in the 
property to local investors in the host country. Net investment by 
United States investors is the sum of the new investment moving 
abroad plus reinvested earnings minus investment being withdrawn. 
The net capital outflow is the gross investment moving abroad minus 
the investment being withdrawn; reinvested earnings do not enter 
into this calculation. 
PORTFOLIO INVESTMENT 


Under the heading of portfolio investment may be considered the 
impact of investment as such without the complications of the par- 
ticipation of the United States investor in the operation of the busi- 
ness. The importance that representatives of underdeveloped coun- 
tries attribute to capital is extremely great, indeed, the impression 
is often given that more capital is all that is needed to assure rapid 
economic development. Internal savings in underdeveloped coun- 
tries available for investment are often grossly inadequate, in part 
because of the very low level of income, in part because of the absence 
of institutions for gathering and investing local savings, and in part 
because of lack of confidence of wealthy people in the safety of local 
investment. Internal saving moreover does not solve the problem 
of securing the necessary foreign exchange for financing the purchase 
and importation of the capital goods that are available only in indus- 
trial countries. In the requests for foreign capital stress is often 
placed on public, i. e., governmental, loans and grants, preferably 
through international institutions, in preference to private invest- 
ment. Nevertheless, there are only a few countries that frankly state 
that private investment is not welcome and most countries profess 
great desire for it, while a number of countries have taken important 
steps to create the kind of climate likely to attract it. 

The benefits of investment, be it public or private, in the less de- 
veloped countries may be quickly summarized. The funds received 
finance the formation of needed plant and eam: If part of the 
expenditures are local currency costs, as is usually the case, the invest- 
ment from abroad helps also to finance the foreign exchange com- 
ponent of domestic investment from local savings. The new capital 
builds up the industries in which it is invested, enlarges employment 
opportunities, and increases product and national-income. These are 
the long-run benefits which make the whole operation attractive to 
the underdeveloped countries. The investment project, if successful, 
increases income by enough to finance a return on the investment 
and to permit the gradual repatriation of the capital, if desired. It 
is in this connection, however, that foreign investment may cause 
difficulties for the country in which it is invested. If the investment 
itself finances, or is accompanied by other investment in, the produc- 
iion of goods that reduce or balance the need for imports, or of goods 
for export for which foreign markets are successfully located, the 
foreign exchange may be readily available to permit the transfer of 
annual income or the repatriation of capital. But unless such is the 
result, the investment, however successful, may involve the country 
in which it was made in a foreign exchange crisis making it impossible 
to permit the transfer of income or principal. 
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It is this foreign-exchange problem, so distant from our thoughts in 
the United States, but so continually threatening to many countries, 
that is one of the factors leading countries to be somewhat choosy in 
the investment they permit to be made. Another factor is the fear of 
economic and political domination by foreign business. This fear 
may be completely erroneous and is likely to be greatly exaggerated. 
It is not possible to say, however, that it is without basis in past 
experience. Still another factor is the belief that some industries 
producing, for example, consumer luxury goods, would be harmful 
to the carrying out of the economic development plans of the country, 
in that the availability of such goods would make the achievement of 
saving within the country more difficult. The point to be stressed here 
is that the limitations that some countries place on investment, par- 
ticularly foreign private investment, whether or not the limitations 
may be wise, do not indicate a lack of need or desire for capital and do 
not serve as an excuse to the industrial countries for doing nothing to 
encourage the flow of capital—assuming the desirability, as previous] 
discussed, of the more rapid economic development of the Soon ion 
oped countries. 

Turning now to the effects of investment abroad on the United 
States economy, a distinction must be made between the effects at the 
time the investment is made and the effects when income is being with- 
drawn and capital repatriated. At the time the investment is made 
it adds to the supply of dollars and increases the demand for United 
States exports. The chances are, and especially in the case of direct 
investment, that much of the demand will be for specific capital goods, 
but whether or not such is the case, the dollars will be spent directly or 
indirectly for United States goods and services. An increase of 
private investment abroad can thus take the place of Government loans 
and grants or of imports in supplying dollars for buying our exports. 

Under some circumstances the investment abroad merely replaces 
an investment that would otherwise have been made in the United 
States. In such case the increased foreign demand for United States 
goods and services is offset by a decreased domestic demand, with little 
effect on aggregate demand, although undoubtedly with some shift in 
the product purchased. There is then a syphoning off of capital that 
would have gone to increase domestic productive capacity or produc- 
tivity. Under other circumstances, which seem likely to prevail most 
of the time, the investment abroad would constitute in whole or in part 
an increase in total investment and accordingly in total demand for 
United States goods and services. At a time when there was a short- 
age of attractive domestic investment opportunities, increased invest- 
ment abroad would supply a highly welcome support to the domestic 
economy. If, on the other hand, the added investment abroad oc- 
curred during a period of domestic inflationary pressures, the resulting 
increase in demand could be expected to contribute to inflationary price 
increases. From the viewpoint of the future of the United States 
economy the impact. of increased foreign investment depends largely 
on whether there is likely to be a growing shortage of domestic invest- 
ment opportunities. This is a matter on which opinions differ widely. 

It is sometimes suggested that United States private investment 
abroad, by increasing when domestic demand faltered and decreasing 
when domestic demand strengthened, might become a significant 
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factor in offsetting short-run fluctuations in the United States econ- 
omy. It would not be wise, for a number of reasons, to count on this 
as a factor of significance. For one thing, the volume of overseas 
investment has not been large enough for variations to make much of an 
impact on the domestic economy, although a much larger volume is not 
impossible for the future. More central to the argument, while a 
decline in domestic investment opportunities may stimulate interest 
in overseas opportunities, some lapse of time is likely to take place 
before the stimulation is felt, so that the timing might be perverse. 
Moreover, if a depression were to spread to other countries, as often 
happens, the result might be to discourage overseas investment even 
more than domestic investment. Finally, it must be borne in mind 
that overseas investment that fluctuated in the intended manner could 
have unfortunate effects on the stability of the economies of the recipi- 
ent countries. 

United States investment abroad, particularly direct investment, 
has other advantages to the United States than the financing of 
exports, which may be illustrated with respect to capital equipment. 
The selling of equipment assures a continuing market for replace- 
ment parts. The industries buying the equipment are likely to turn 
to the United States for technical aid in using the capital and for 
management and other consulting services. In short, enduring eco- 
nomic ties with the United States are likely to be built up. Such ties 
are of great importance in the development of friendly and mutually 
depe sndent rel: tionships with other countries. 

When the investment abroad begins yielding a return and that 
return is brought home, the effect is to increase the income of the 
domestic economy. This kind of income was a substantial fraction 
of the national income of Great Britain for many years. If this kind 
of income is to be received in the United States, the paying country 
must find ways to increase its supply of dollars. In the absence of 
Government loans, grants, and new private investment, an equivalent 
increase must take place in the dollars spent by United States con- 
sumers and industries on imports of goods and services, otherwise 
exports will fall or the investor will not receive the income from 
his investment. Such imports do not operate to reduce the demand 
for domestic production since additional spending power has been 
added to enlarge the domestic demand. Yet in specific industries 
there undoubtedly will be competition. In short, it will be necessary 
for the United States to buy more noncompeting goods and services 
or to permit the entrance of more competing goods, since only in 
these ways can other countries earn the foreign exchange required in 
the transfer of dividends and the repatriation of capital investment. 

It has sometimes been suggested that incentives might be given for 
investment in raw material industries abroad, on the ground that we 
need such materials, but not for investment in manufacturing in- 
dustries, on the ground that they might reduce the foreign markets 
of our manufacturers. However, there is already a strong tendency 
for direct investment to go into industries that can earn dollars and 
thus assure the transfer of earnings to the United States. Such in- 
dustries are notably the raw material industries, especially oil and 
minerals. Moreover, underdeveloped countries might be expected to 
react unfavorably toward attempts by the United States Government 
to give special incentives for investments abroad to go into such indus- 
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tries. As undiversified producers of raw materials the underdevel- 
oped countries have suffered very severely over the years from fluctua- 
tions in the demand for and prices of their products. Moreover, with 
respect to mineral resources, they have some reluctance at seeing these 
removed and exported, since they may be needed for domestic industry 
later. This reluctance probably reflects a mistaken view, since raw ma- 
terials and particularly mineral resources provide a quick way of get- 
ting capital needed for economic development. Nevertheless, the tend- 
ency more and more is toward insistence by the less developed countries 
on a diversified and balanced development. If industrial countries 
are to get the expanded volume of raw materials they desire, they 
must be prepared to contribute also to the development of processing 
and manufacturing industries. 

Instead of bringing home as dividends or interest the income earned 
on foreign investment, such income may be either reinvested in the 
country where it was earned or invested in another country. From the 
viewpoint of the United States economy the effect is the same: the 
necessity for the United States to expand imports or otherwise to 
increase the supply of dollar foreign exchange is avoided, by being 
further postponed, and domestically available income is not increased. 
The investment of earnings constitutes a contribution to capital for- 
mation and economic development in the country where the invest- 
ment is made. If the earnings are reinvested in the country where 
earned, no foreign exchange is supplied, in contrast to the case of 
original foreign investment, but neither is there the drain on foreign 
exchange that would be involved in the transfer of earnings. If the 
earnings are reinvested in some other country, foreign exchange, 
although not necessarily dollars, is supplied to that country while 
the country from which the transfer is made suffers a drain on its 
foreign exchange, although again not necessarily its dollar exchange. 
The effects of such transfers of foreign exchange would depend on 
the circumstances of each transfer. 

To summarize this discussion, an increase in private foreign invest- 
sent would permit the United States to maintain a high level of 
exports while reducing its public grants and loans abroad and not 
increasing its imports. But this is a postponement, not a solution, of 
the international trade problem growing out of our position as a cred- 
itor nation. The postponement might be an extended one if the 
volume of annual foreign investment were to rise rapidly over a long 
period of years. Sooner or later, however, if the private foreign in- 
vestments are to be serviced it will be necessary for this country either 
to supply the necessary dollars for servicing the private investment or 
to see its exports decreased. The dollars might be supplied by increas- 
ing imports or, alternatively, by making sufficient public foreign 
grants and loans. An expansion of private foreign investment would 
thus give the country more time to adjust to a new relationship between 
imports and exports, but that adjustment would have to be made 
sooner or later if our investors were to receive the income on their 
investments to which they would be entitled. 

The preceding discussion points to the conclusion that increasing 
private foreign investment would make a large contribution to the 
economically less developed countries, but that its benefits to the 
United States are in part dependent on events that cannot be foreseen 
with assurance. 





712 FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 


DIRECT INVESTMENT 


In the case of direct investment, the United States investor—usually 
an operating incorporated business—not only invests funds in an enter- 
prise in another country but also manages or participates in the man- 
agement of the enterprise. This is to be distingtiished from foreign 
trade where there is a wholesale transaction completed, as it were, at 
the water’s edge. While not all businesses that have made direct in- 
vestment are entitled to commendation for their operations or policies, 
in a great many cases direct investment is having very important effects 
in bringing to underdeveloped countries successful methods of engi- 
neering and business management. Indeed, some competent observers 
have suggested, perhaps extravagantly, that the major benefit of di- 
rect United States investment in such countries is that business man- 
agement goes into the country, which it is not likely to do except as 
an accompaniment of investment. It should not be concluded that 
governments or people in the underdeveloped countries necessarily 
have such a high regard for the benefits to be derived from United 
States business in their countries. Moreover, to have beneficial 
results, methods must be adapted to special local conditions and atti- 
tudes; it is usually a serious mistake to attempt the transplantation 
abroad of United States methods without considerable adaptation. 
United States businesses abroad have, to an increasing extent, found it 
desirable to train local personnel and gradually withdraw United 
States personnel from any given plant or operation. The underde- 
veloped countries understandably insist that business operations 
within their borders shall be carried on by native personnel as 
they achieve the necessary competence. This docs not necessarily 
mean that opportunities for United States personnel abroad will de- 
cline at least for some years to come, since the number of projects could 
be greatly expanded without exhausting the need. 

To the extent that United States personnel must be paid in currency 
convertible into dollars, the foreign exchange problems raised by direct 
investment may be even greater than those raised by portfolio invest- 
ment. Some companies have these problems in mind and endeavor to 
assist in enlarging the foreign exchange earnings of the country, 
although this may be possible only in a minority of cases. 

The impact of direct investment on the United States economy has 
been pretty much covered in the earlier discussions of economic de- 
velopment in general and of portfolio investment. In brief, invest- 
ment accompanied by United States management is likely to earn more 
than portfolio investment; it also constitutes a greater drain on the 
dollar exchange of the country in which the operation is carried on. 

Under present circumstances most investment from the United 
States is direct investment; the experiences in earlier periods with 
portfolio investment have discouraged the development of a sub- 
stantial market for securities of foreign businesses. Some observers 
believe that with access to the same institutional markets as domestic 
investment companies, and given equal tax treatment, investment 
trusts holding Lites securities could substantially increase their 
holding of such securities with the passage of time and the accumula- 
tion of favorable experience. 
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TECHNICAL ASSISTANCE BY BUSINESS 


Undoubtedly direct investment provides the most favorable situa- 
tion for the transmission of advanced engineering and managerial 
techniques from the United States to economically underdeveloped 
countries, since the necessary capital goes along with the techniques to 

ut them into successful operation, and the United States company 
had a strong incentive to build up a successful going concern in the 
underdeveloped country. However, investment is often not feasible. 
The capital may not be available; the United States firm may not wish 
to invest capital in the underdeveloped country because of the risks 
involved or for other reasons; or the underdeveloped country may be 
unwilling to receive the investment because of its foreign exchange 
implications, or for other reasons. Moreover, capital may not be 
needed in some situations, only better methods. 

Certain operations of United States business abroad are devoted to 
providing techniques without the investment of capital. Engineering 
consulting firms make engineering studies and advise on engineering 
aspects of going or prospective businesses. Engineering construction 
firms take contracts for design and construction of industrial plants 
under a variety of arrangements. Management consulting firms make 
management studies ind ive advice on the many aspects of business 
management. A few United States business concerns have taken on 
contractual responsibilities for the management of overseas, native- 
owned businesses, and for the training of local management. A con- 
siderable number of United States businesses are licensing the use of 
their patents and processes to companies in other countries, providing 
the necessary know-how and receiving royalties in compensation. Al] 
these operations are done for compensation and impose foreign ex- 
change drains which are sometimes obstacles to entering into such 
arrangements. The impact of services of these and similar kinds in 
furthering the economic development of underdeveloped countries 
seems to be considerable and the volume of operations is growing. 


2. TAXATION OF FOREIGN TRADE AND INVESTMENT 


The purpose of this section is to outline the present method of tax- 
ing foreign source income and to describe briefly its operation. 


Tue Present Tax Parrern 


In principle, the United States taxation of foreign source income 
follows a simple and consistent pattern. Domestic corporations, citi- 
zens and resident aliens are subject to tax on their entire income no 
matter what its geographical source. Since income from foreign 
sources will ordinarily have been subject to foreign income tax, foreign 
income would, in the absence of special provision, bear substantially 
heavier taxes than domestic income. To alleviate this taxation, do- 
mestic taxpayers are given an option to either credit or deduct for- 
eign income taxes. Like State and local income taxes, foreign income 
taxes may be deducted from gross income to determine taxable income 
for United States tax purposes. Alternatively, foreign income taxes 
may be credited by reducing the United States tax due on foreign 
income by the amount of foreign income tax paid. The effect of the 
tax credit system is, therefore, to tax foreign source income at the 
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higher of the United States or foreign income tax rate. If the foreign 
tax is lower than the United States tax, the difference is paid to the 
United States. On the other hand, in a case in which the foreign rate 
equals or exceeds the United States rate, no additional tax is paid. 
The credit is allowed only for foreign income taxes. Moreover, the 
claimant of the credit must, generally, be the person upon whom the 
foreign income tax is imposed. In the case of a United States corpo- 
ration receiving dividends from a foreign corporation, however, the 
credit is also allowed for taxes paid by the foreign corporation if 10 
ercent or more of the voting stock of the foreign corporation is owned 
»y the United States corporation. To prevent the foreign credit from 
operating to reduce United States tax on domestic income, a country- 
by-country limitation on the amount of the credit is imposed. Under 
this limitation, the amount of credit for foreign income taxes is cal- 
culated separately for each country from which a taxpayer derives 
income and the credit for each country’s taxes cannot exceed the 
United States tax which would otherwise be imposed on the income 
from that country. 
SPECIAL PROVISIONS 


This simple pattern is complicated by the status of foreign corpo- 
rations and by a number of geographical exceptions to the general 
treatment of foreign source income. 

Foreign corporations.—Corporations organized under the laws of 
foreign countries are defined by the Internal Revenue Code as foreign 
corporations. Only a foreign corporation’s income from sources 
within the United States is subject to United States tax. The separate 
tax status of a foreign corporation, whether or not controlled by 
United States interests, is recognized. However, when a foreign cor- 
poration distributes a dividend, the dividend is taxed to a United 
States recipient in the same manner as other income. The recipient 
of the dividend is permitted a credit for any tax imposed by the for- 
eign country on it, but not for the foreign taxes paid by the foreign 
corporation unless the recipient is a domestic corporation which owns 
10 percent or more of the voting stock of the foreign corporation pay- 
ing the dividend. In such cases the United States parent may credit 
against United States income taxes on the dividend paid by the for- 
eign subsidiary, a proportionate part of the foreign income taxes paid 
by the foreign subsidiary on its earnings. This treatment is also ex- 
tended to the foreign taxes paid by a 50 percent or more owned foreign 
subsidiary of a 10 percent owned foreign subsidiary of a United States 
corporation, but no credit is allowed for taxes paid by a foreign sub- 
sidiary of the 50 percent owned foreign subsidiary. 

Geographical deviations.—In addition to the special tax treatment 
accorded foreign corporations, the Internal Revenue Code creates 
several special categories of domestic corporations and provides ex- 
emptions for income earned abroad. 

The best known of the special classes of domestic corporations are 
Western Hemisphere trade corporations. To qualify for the lower 
tax rate of 38 percent imposed on such corporations, a domestic cor- 
poration must: (1) Conduct all of its business in the countries of the 
Western Hemisphere; (2) derive at least 95 percent of its gross income 
from foreign sources; and (3) derive at least 90 percent of its gross 
income from the active conduct of a trade or business. 

Domestic corporations which derive substantial portions of their 
income from possessions of the United States, like foreign corpora- 
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tions, are subject to United States tax only on income derived from 
sources within the United States. The requisites for this tax status 
are that a domestic -orporation (1) derive 80 percent or more of its 
income from sources within a possession of the United States and (2) 
derive 50 percent or more of its income from the active conduct of a 
trade or business within a United States possession. This provision 
also applies to individual citizens of the United States except those 
conducting a business in Puerto Rico. 

Income earned by United States citizens from the rendering of 
services abroad is in certain cases exempt from United States tax. 
Complete exemption is extended to citizens who establish a bona fide 
foreign residence. Moreover, the first $20,000 per year of foreign- 
earned income is not taxed to citizens actually present in foreign 
countries for 17 months out of a consecutive period of 18 months. 


SOURCE OF INCOME 


Since the foreign tax credit, the geographical exceptions and the 
taxation of foreign corporations and citizens depend upon a deter- 
mination of the source of income, the pattern requires the characteri- 
zation of income by source. The code establishes rules according to 
the type of income. The source of interest and dividends is foreign 
if paid by foreign citizens or corporations, but special rules are pro- 
vided if the foreign payor is a resident of the United States. Rents 
and royalties are foreign if paid for the use of property outside the 
United States. The income from the rendering of personal services 
is derived from the place in which the services are performed. The 
source of income from the sale of goods depends on several factors. 
If goods are manufactured in the United States and sold abroad by 
the manufacturer, the income from the manufacture and sale is ap- 
portioned under regulations. In the case of purchase of goods in 
the United States and sale of these goods abroad, the source of the 
income is the place of sale. The place of sale is usually considered 
to be the place in which title to the goods passed from the seller to 
the purchaser. 

THe OPERATION OF THE TAX PATTERN 


In this section the tax factors affecting investment will be discussed. 
To describe the operation of the United States system of taxing for- 
eign business it is necessary fo separate investment by individuals and 
by corporations, as well as direct investment from portfolio invest- 
ment. 

DIRECT FOREIGN INVESTMENT BY CORPORATIONS 


On the level of direct corporate foreign investment, the most notable 
characteristic of the United States tax pattern is that tax consequences 
depend more on differences of form than substance. To illustrate the 
operation of the system and its dependence on form let us examine 
the tax effects of the different forms of organization of foreign invest- 
ment by domestic corporations. In addition, special factors which 
may affect the form used for investment, the use of foreign holding 
companies and the effects of tax incentives offered by foreign coun- 
tries will be described. 


2A partial exemption from tax is provided China Trade Act corporations. This pro- 
vision is now of little more than historical interest and will not, therefore, be discuss 
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Forms of organization.—Foreign business may be conducted by a 
domestic corporation opening a branch in a foreign country. Alter- 
natively, either a Western Hemisphere trade corporation subsidiary 
can be used if the foreign country is in the Western Hemisphere or a 
foreign corporation may be utilized. The ultimate rate of combined 
United States and foreign tax which will result from the use of these 
forms varies substantially. 

Branch.—Direct operation abroad as a branch results in foreign 
income being currently subject to United States tax. If taxes in the 
foreign country equal or exceed those in the United States, no addi- 
tional tax burden flows from this form of organization; but if the 
foreign rate is lower, the foreign earnings are, thereby, currently sub- 
ject to full United States taxes. On the other hand, since a branch is 
not treated as a separate tax entity, operation as a branch permits 
foreign losses to be deducted currently from domestic profits so that 
a substantial share of the losses are borne by the United States reve- 
nue. The net return after United States and foreign tax to a United 
States corporation operating abroad is 48 percent unless the foreign 
tax rate ‘exceeds the United States rate of 52 percent. 

Western Hemisphere trade corporations.—If the technical require- 
ments of operation as a Western Hemisphere trade corporation can be 
met, organization in this form offers a 14 percent point reduction in 
the general rate of United States corporate tax. Moreover, since a 
Western Hemisphere trade corporation is a domestic corporation, the 
dividends received deduction is allowed so that only 15 percent of divi- 
dends paid by a Western Hemisphere trade corporation to another 
corporation are subject to tax. The effective combined rate of foreign 
and United States tax on the company’s earnings plus the intercorpo- 
rate dividends tax is thus about 48 percent if the foreign tax does not 
exceed the United States tax of 38 percent on the Western Hemisphere 
trade corporation’s earnings. Further, the intercorporate dividends 
tax is not always imposed. If the parent corporation elects to file a 
consolidated return with its Western Hemisphere trade corporation 
and other domestic subsidiaries, no intercorporate dividends tax is im- 
posed, but an additional tax of 2 percent is imposed on the income of 
the entire group less that from the Western Hemisphere trade corpo- 
ration. In such cases, the entire tax burden is only 38 percent pro- 
vided the foreign rate does not exceed 38 percent. 

Foreign corporation—tThe calculation of the combined United 
States tax on dividends of a 10-percent or more owned foreign sub- 
sidiary and of the foreign tax imposed on the foreign corporation’s 
earnings is complicated by the manner in which the subsidiary foreign 
tax credit is computed. The actual rate of combined tax is aay 
lower than the 52 percent United States corporate rate. In brief, the 
difference in the rate arises from the fact that the foreign tax is 
allowed first as a deduction since the United States tax is computed on 
the dividends which cannot exceed the foreign profits less the foreign 
income tax and, secondly, it is also allowed as a credit. The result is 
that the total tax, both United States and foreign, on foreign earnings 
before tax will be less than 52 percent unless the foreign tax rate is 
zero or exceeds 52 percent. If the foreign rate is exactly half the 
United States, the combined rate of United States and foreign tax on 


* The other special corporate forms discussed above are of too limited application to be 
analyzed in detail in this paper. 
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the foreign profits is approximately 45 percent of earnings before tax. 
As the foreign rate approaches 52 percent or zero from 26 percent, the 
combined United States and foreign tax burden approaches 52 percent. 

Comparison of the forms of organization.—In graph I the net return 
under the three forms of organization is cae 
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The validity of the comparison is, however, subject to doubt. Ac- 
cording to the Commerce Department’s recent census of foreign invest- 
ment actually only about 50 percent of foreign earnings are actually 
remitted to United States parent corporations. Therefore, in graph 
II a comparison of the net return from the use of Western Hemisphere 
trade corporations and from foreign corporations is made on the as- 
—_— that only 50 percent of earnings after foreign tax are ac- 
tually paid out to the domestic corporate parent. 

With the usual pattern of distribution of earnings, it is apparent 
from graph II that ordinarily a foreign subsidiary will be preferable 
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as the form of organization for a foreign investment. A foreign sub- 
sidiary permits the deferral of United States tax on foreign earnings 
until paid out in the form of dividends. As a consequence, the level 
of earnings after tax available for reinvestment in the business is set 
by the foreign rate, rather than the higher of the United States or 
foreign rate, as is the case with a branch or Western Hemisphere trade 
corporation. On the other hand, a corporate investor that wished to 
currently withdraw all foreign earnings would, if motivated only by 
tax considerations, usually choose to operate as a Western Hemisphere 
trade corporation. The decision as respects a corporate foreign in- 
vestor is, therefore, largely determined by whether it wishes to ac- 
cumulate foreign profits for expansion or whether it wishes to dis- 
tribute currently its foreign profits. 
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It should not be assumed from the foregoing discussion that the 
choice of form is made solely on the basis of tax considerations. For- 
eign subsidiaries are frequently chosen because of the other advan- 
tages they offer. They give the business a local flavor, which is fre- 
quently an asset, and they tend to serve to insulate the parent com- 
pany from the jurisdiction of the foreign country. 

Special considerations affecting the form of organization.—The 
general tax considerations discussed above in the choice of the form 
in which an investment will be made are often affected by special fac- 
tors. In the extractive field, the limited deduction for exploration 
expenses, the deduction of intangible drilling costs, and the allowance 
of percentage depletion can make the branch form more advantageous 
than foreign incorporation. If the exploration and development 
of a foreign mine or deposit is conducted by a United States corpora- 
tion directly, these expenses can be deducted in computing the United 
States tax of the enterprise. On the other hand, no part of these 
expenses is allowed as a deduction in computing income from divi- 
dends of a foreign subsidiary. This is true whether or not these 
expenses are recognized as deductions by the tax system of the foreign 
country. Consequently, it is frequently advantageous for extractive 
industries abroad to use branches as the medium of investment. 
Many foreign countries, however, will not permit the development of 
their resources except by corporations organized under their laws. 

In countries like Canada and those of Western Europe, which tra- 
ditionally impose relatively heavy income taxes, use of the branch 
form may be advantageous. Little, if any, additional United States 
tax is imposed on current earnings because the level of foreign taxes 
approximates that in the United States. Losses of the branch are 
deductible from domestic income. Moreover, in the event of devalua- 
tion a portion of the loss is then borne by the United States. Al- 
though companies do not usually expect initial losses, a branch per- 
mits deduction of such losses if incurred. 

Other considerations may also dictate the choice of the branch 
form. In some countries valuable trademarks or trade names may 
be lost if a corporation other than the parent United States corpora- 
tion uses these rights. As a result branches are often used to pro- 
tect trademarks and trade names. Another factor which may lead 
to the use of the branch form is foreign laws which do not permit 
complete ownership of a local corporation by foreigners. In Japan, 
for example, this has resulted in branch operations by many United 
States corporations. 

Foreign holding companies.—There has been a growing tendency 
for new foreign investors and for companies rapidly expanding 
abroad to organize their foreign operations through a holding com- 
pany. In such countries as Canada, Liberia, and Panama, a corpora- 
tion can be organized which is not subject to income tax so long as all 
of its business is done outside that country. The holding company 
utilizes earnings from export and from other foreign activities to 
finance investments in new countries. The effect of holding com- 
panies is, therefore, to defer United States tax on foreign earnings 
until those earnings are actually brought back to the United States 
as dividends. | 

A foreign holding company makes possible the accumulation of 
export profits, dividends, royalties, interest, and other income free of 
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United States tax. Thus, profits earned in one country can be used 
free of United States tax for investment in another country. As a 
result, an investor utilizing a foreign holding company can have up 
to twice as much capital available for foreign expansion as it would 
if its foreign income were subject to United States tax before being 
reinvested abroad. This is particularly true when much of the hold- 
ing companies’ income is derived from export, royalties, and interest, 
since these items of income are subject to little or no tax abroad. 
Since management frequently wants a corporation’s foreign expan- 
sion to be self-financed, corporations investing through foreign hold- 
ing companies do actually tend to expand more sale abroad. 

Companies which have invested abroad for many years cannot 
usually transfer existing investments to foreign holding companies 
without becoming subject to prohibitive capital-gains taxes. The 
reason for this is that the tax-free reorganization of foreign corpora- 
tions is only permitted if the approval of Commissioner of Internal 
Revenue is first obtained. In practice, this consent is rarely given. 

The possibility of using such foreign holding companies can put 
responsible United States corporations in a dilemma. On the one 
hand, the directors of such corporations will wish to have their cor- 
porations pay their fair share of the burden of supporting their Gov- 
ernment and they will wish to avoid all charges of tax avoidance. 
On the other hand, the use of such intermediate foreign holding com- 
panies is a perfectly legitimate way of increasing the ultimate return 
to stockholders whose interests the directors are pledged to uphold. 
At the same time, the investments made through the holding com- 
panies can serve to build up the foreign economies receiving the 
funds. 

Tax incentives by foreign countries.—Foreign countries sometimes 
offer tax inducements to investment by United States corporations 
in activities which will promote their economic development. The 
methods most frequently used are (1) tax exemption or rate reduc- 
tion for a limited number of years, or (2) accelerated amortization. 
For the United States investor, the integration of these incentive 
measures with United States taxation may present difficult problems. 

Both types of incentives serve to reduce the foreign rate of tax 
in the early years of a foreign investment. Since a reduction of the 
foreign rate results under the tax-credit system in an increase in 
United States tax, the value of such incentives depends upon the 
investor’s plans with respect to reinvestment of foreign profits. If 
foreign earnings are to be reinvested abroad, the reduction in the for- 
eign rate is a substantial inducement. On the other hand, an investor 
that planned to distribute currently foreign profits would not obtain 
any benefit from the foreign incentive. 

The Secretary of the Treasury announced a year ago that he was 
willing to consider the alleviation of this problem in particular cases 
by tax treaties. Under his pooper tax credit would be allowed 
for income taxes which had been waived by the foreign country as 
an incentive to investment. To date no treaties incorporating this 
proposal have been negotiated. 

When the foreign-tax incentive takes the form of a provision for 
accelerated depreciation, further problems may arise. The effect of 
accelerated depreciation is to reduce the effective foreign-tax rate in 
the early days of the life of an investment and to increase the rate of 
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effective foreign tax in the later days when there is no longer any 
allowable depreciation on the property of the foreign corporation. 
The early foreign-rate reduction is simply offset by the impact of the 
high United States rate—by an increase in effect in the United 
States rate. Although the high foreign tax later may be credited 
against the nominal United States tax, this credit is not applicable to 
that portion of the foreign-tax rate in excess of the statutory United 
States rate. Thus, in the later days of an investment made under an 
incentive scheme, the total tax rate may be higher than it would have 
been in the absence of the incentive. 

Because of these factors, there has been a tendency for American 
companies to prefer incentives in the form of elimination of direct 
taxes like import duties, of subsidized plants and buildings, and of 
low-interest loans, rather than through tax-rate reductions. 

Portfolio investment by corporations.—While there are few United 
States industrial corporations which actively engage in foreign port- 
folio investment, many have funds available for considerable periods 
that could profitably be employed in this manner. Often in the 
course of their business operations abroad, United States companies 
came into contact with foreign firms which have good prospects for 
growth and require foreign capital. The present tax law, however, 
tends to discourage domestic corporations from investments of this 
type. If less than 10 percent of the voting stock of a foreign corpora- 
tion is owned by a domestic corporation (or 50 percent in the case of 
an investment by a foreign subsidiary of a domestic corporation), no 
credit is allowed the domestic corporation for the foreign taxes paid 
by the foreign corporation. As a result, a domestic corporation that 
invests in a foreign corporation in which it holds less than a 10 
percent voting stock interest is subject to full United States tax of 52 
percent without any offsetting credit. An equivalent investment in 
the stock of an American corporation, on the other hand, is subject 
to a tax of only 7.8 percent (the dividend less the dividends received 
deduction of 85 percent of the dividend times the United States 
corporate rate of 52 percent). Double taxation, thus, puts a premium 
on corporate portfolio investment in United States corporations, 
rather than foreign corporations. 


INDIVIDUAL FOREIGN INVESTMENT 


Investment abroad by citizens or residents of the United States 
may take the form of direct investment, portfolio investment, or port- 
folio investment through regulated investment companies. 

Direct foreign investment by individuals—As in the case of cor- 
porate direct foreign investment, form is a major factor in the 
selection of the means by which such investments are made by indi- 
viduals. Often an individual direct investor lives in the country in 
which he invests. As a result, his earned income from the foreign 
business is exempt from United States tax. If the business is oper- 
ated as a sole proprietorship or partnership, a portion of the profits 
which represents earned income is exempt. By statute, earned in- 
come is limited to not more than 30 percent of the income if capital 
is an income-producing factor in the business. The balance of the 
profits in this case are subject to United States personal income taxes, 
but credit is allowed for the foreign tax paid by the investor. If the 
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corporate form is used, the investor’s salary is tax free; but dividends 
are subject to United States tax without a credit for taxes paid by the 
foreign corporation. On the other hand, a foreign corporation may 
still be preferable because it is easier to este ablish the amount of the 

earned income, the investor’s salary. Further, since a foreign cor- 
poration permits the deferral of United States tax, the level of profits 
available for reinvestment will be set by the foreign tax rate, rather 
than by the higher of the United States or foreign tax rate. <A do- 
mestic corporation may be equally advantageous from a tax standpoint 
when, as In most European countries, there is not any significant 
difference between the United States and foreign tax rates. 

Foreign holding companies are not generally used by individual 
direct or portfolio investors because of the foreign personal holding 
company provisions of the Internal Revenue Code. A foreign per- 
sonal holding company is a foreign corporation 50 percent or more 
of the value of the stock of which is owned by 5 or fewer individuals 
who are citizens or residents of the United States and 50 percent 
or more of the gross income of which is derived from dividends, 
interest, and other specified types of investment income. If an indi- 
vidual owns stock of a foreign corporation which is a foreign personal 
holding company, the indiv idual is subject to tax on his pro rata share 
of the corporation’s income even if that income is not actually dis- 
tributed to him. 

Portfolio foreign investment by individuals—Individual foreign 
investors are allowed a credit only for foreign taxes imposed upon 
them. Therefore, only taxes directly imposed by foreign countries, 
usually in the form of withholding, may be set off against United 
States taxes on dividend income. Until passage of the Internal Rev- 
enue Code of 1954, this approach resulted in the equalization of the 
tax consequences of investment in foreign securities with that of in- 
vestments in domestic securities. Now, however, domestic stock in- 
vestments are tax favored because the $50 dividend exclusion and 
the 4-percent dividend tax credit do not apply to dividends from 
foreign corporations. 

For high-bracket taxpayers, who are probably the investors most 
likely to be in a position to take the greater risk involved in foreign 
investment, the denial of the 4 percent tax credit to dividends paid by 
foreign corporations can be a significant factor. For example, for an 
investor with an 80 percent marginal tax rate the 4 percent tax credit 
results in a 20-percent increase in his take-home after tax from an 
investment in domestic stocks. Despite this tax differential, however, 
foreign securities have continued to find a reviving market in the 
United States. In 1954 net purchases of Canadian stocks, other than 
the stocks of newly formed investment trusts, amounted to over $50 
million. In the last 2 years there has been large growth in United 
States investment in European—mostly Dutch—securities. Net in- 
creases in United States investment in European stocks has been esti- 
mated at $100 million in 1954 and $55 million in the first half of 1955. 

Portfolio foreign investment through regulated investment com- 
panies.—Since 1953 substantial United States capital has been in- 
vested in foreign investment companies organized for the purpose of 
converting dividend i income into capital gains. Investments in stock 
of such companies is particularly attrac tive to high-bracket taxpayers 
who have no immediate need for dividend income. One hundred mil- 
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lion dollars was invested in Canadian companies of this type by indi- 
viduals in the United States in 1954 alone. 

The manner in which these companies operate is as follows: An 
investment corporation is established in Canada to invest funds in 
securities of Canadian and other foreign corporations. Under Cana- 
dian tax law dividends received by one Canadian corporation from 
another are not subject to tax. Moreover, capital gains are not taxed 
in Canada. If substantial income is derived from sources other than 
dividends on stock of Canadian corporations, the investment company 
can elect to be taxed at only 15 percent by choosing status as a non-resl- 
dent-owned investment company. Thus, the tax on the accumulation 
of income by these companies is limited to 15 percent. Individual 
American investors realize the profits from the companies at capital- 
gains rates either by selling their shares to third persons or by the 
corporation redeeming them. 

A substantial measure of protection is afforded investors by the 
registration of these companies with the United States Securities and 
Exchange Commission. The SEC permits distribution of the stock 
of these companies in the United States if they meet standards similar 
to those imposed on domestic investment companies. 

Foreign portfolio investment by domestic investment companies has 
thus far been slight. At present, these companies regularly distribute 
all of their income and cannot pass on to their shareholders foreign 
tax credits unless 50 percent of their assets are invested in securities 
of foreign corporations. Moreover, the need to value their portfolio 
twice daily may make investment in attractive foreign securities with 
small markets impossible. 


SUMMARY 


United States taxation of foreign source income is cumbersome, 
formalistic and frequently inequitable. It is inequitable in that it 
imposes different tax burdens on similarly situated taxpayers con- 
ducting the same economic activities in a foreign country. The dif- 
ferences in tax burdens arise solely from variations in the legal form 
through which the business activity is conducted. Portfolio investors 
are similarly subjected to different tax burdens. Individual portfolio 
foreign investors are subject to higher taxes than investors in United 
States securities. Moreover, a foreign investor who holds stock di- 
rectly is subject to substantial heavier taxation than one who holds 
his foreign securities through a foreign investment company. 

The present system also tends to discourage foreign expansion of 
direct investing companies by taxing income withdrawn from one 
country for investment in another. The efforts of foreign countries 
to attract investment by tax incentives may also be frustrated because 
of the manner in which the tax-credit system operates. 

Many justifiable technical criticisms have also been made of the 
present tax pattern. For example, the definition of an income tax 
for which credit will be allowed is narrow and frequently results in 
the denial of credit for foreign levies which have the effect of income 
taxes. 

Overall, two additional observations are appropriate. The present 
tax provisions, because of their dependence on form, place an in- 
ordinant importance on the planning of the form in which an invest- 
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ment is made. In addition, the present law imposes operating 
handicaps on foreign corporate investors. Once a particular form 
is selected, it cannot later be changed without incurring substantia] 
taxes. As a result, most companies which have been active in the 
foreign field are burdened with a complex and unwieldy corporate 
structure that bears little relation to the functional organization of 
their foreign operations. 


RevENvUE ASPECTS OF THE Present Tax PATTERN 


A major consideration in any legislation with respect to taxation of 
foreign source income must necessarily be its effect on revenue. While 
the Treasury Department has issued no statistics on the present tax 
collections from foreign source income, reasonable estimates can be 
made based on information from other sources. 'To obtain a concept 
of the magnitude of the revenue, income both from foreign invest- 
ment and from export must be ¢ analyzed. 

The most complete analysis of the revenue aspects of taxation of for- 
elgn source income was made in Barlow and Wender, Foreign Invest- 
ment and Taxation, Prentice-Hall, New Jersey, 1955, pages 257-262. 
It was there estimated that in 1952 the total tax revenue was between 
$900 million and $1,000 million. Of this sum, $200 million was derived 
from taxes on items of investment income like dividends, interest, and 
royalties. The balance of $700 million to $800 million represented 
tax collections on income derived from export. In 1955, the total will 
doubtless exceed $1 billion due to the increase of both foreign invest- 
ment and export. 

The reason profits from export must be included in any estimate of 
tax revenue from foreign income relates to the definition of income 
from foreign sources. Under present law, income from the purchase 
of goods in the United States and their sale abroad is derived from 
the place where the goods are sold.* The place of sale is usually con- 
sidered to be the country in which title to the goods passes from the 
buyer to the seller. Experience with the W estern Hemisphere trade 
corporation provisions and Panamanian export corporations has 
demonstrated that if there is a substantial tax advantage to be gained 
by converting export income to foreign source income, sellers will ar- 
range export shipments with title passing abroad. 

As a consequence of the substantial revenue involved, tax legisla- 
tion to provide an incentive to foreign investment raises a problem. 
The present level of national expenditures does not permit a tax in- 
centive which results in large revenue losses. Thus, if an incentive is 
to be provided by a reduction in the rate of United States tax, a defi- 
nition of foreign income qualifying for the reduced rate may be re- 
quired which excludes export profits. The recommendations of the 
Randall Commission, as well as the provisions of section 923 of the 
House version of the Internal Revenue Code of 1954 and of H. R. 7725 
introduced by Chairman Cooper of the House Ways and Means Com- 
mittee in the closing days of the last session of Congress, are examples 
of this approach. They would grant a reduced tax rate of 38 percent 


4In the case of manufacture within the United States and sale by the manufacturer 
abroad, income is apportioned between United States and foreign sources on the basis of 
the independent factory price of the goods in the United States; or, if none exists, of a 
formula contained in regulations. Since the formation of an export subsidiary is not inter- 
dicted, such a company is ordinarily set up when the classification of income as foreign 
serves an important purpose. 
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only to certain types of foreign income, so as to keep down the revenue 
loss. 


3. THE EFFECT OF UNITED STATES TAXATION ON THE 
AMOUNT OF PRIVATE INVESTMENT ABROAD 


The task of estimating the effect of taxation on investment abroad 
is particularly difficult, for so many imponderable factors normally 
enter into any decision to invest abroad. The number and com- 
plexity of these factors seem to rule out from the start any hope of 
measuring statistically the effect of taxation on investment abroad. 
There are available, however, two imperfect approaches for esti- 
mating the effect. One way is to conduct interviews and to circulate 
questionnaires asking businessmen what effect they think taxation has 
had or might have on the amount of their investment abroad. The 
other way is to analyze what would be the economic effect of various 
nossible tax changes and then to estimate whether these effects would 

e the marginal consideration which tipped the scales in favor of in- 
vestment cea in any appreciable Saniier of cases. 


INTERVIEW AND QUESTIONNAIRE 
THE COMMERCE STUDY 


Under congressional direction contained in the Mutual Security Act 
of 1952, there was undertaken the most extensive effort thus far in 
the field of interrogation about foreign investment. The effort in- 
volved a combination of the questionnaire and the interview. Ques- 


tions contained in a 22-page questionnaire were ne to almost 400 com- 


panies by staff members of the Department of Commerce and the an- 
swers recorded. Later, the answers from 247 companies with di- 
rect investments abroad, 66 companies with no investment abroad, 27 
banking institutions, and 26 investment institutions were tabulated 
and published as part 2 of Factors Limiting United States Investment 
Abroad. 

Taxes did not come first in the answer to a question about the past. 
When asked, “What are some of the factors or impediments that 
would rule out any consideration of specific foreign investment proj- 
ects by your company ?”, the officers of 55 percent of the companies 
mentioned inconvertibility of currency. In order of importance there- 
after came instability of country, nationalism, fear of expropriation, 
limited market or source of supply, and then foreign and/or United 
States taxation, mentioned by 17 percent of the companies. In most 
cases, companies reported that they had made investments abroad 
only in fields closely associated with their principal fields of activity 
in the United States. 

About a fifth of the replies indicated that one or more aspects of the 
present tax system are encouraging to investment. abroad. When 
company officers were asked, however, what changes would have to 
occur as a minimum in the future before their companies would be 
interested in expanding or establishing investments abroad, 44 percent 
of the investors and 39 percent of all companies mentioned the neces- 
sity of more favorable taxes. This necessity was mentioned more 

68595—55——47 
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often than any other; in second place was the need for convertibility 
mentioned by 29 percent of the companies. 

The same interest in taxation was shown in answers to the question 
as to what steps the United States Government should take. Some 
43 percent of the investors and 39 percent of all companies recom- 
mended that the Government grant tax relief or incentives. The next 
most popular recommendation was the promotion of trade by reduc- 
tion in tariffs, mentioned by 23 percent of the companies. In the tax 
field the Government was urged by various companies to eliminate 
or reduce the United States tax on foreign earnings, to negotiate more 

tax treaties, to extend the Western Hemisphere trade corporation 
provisions, to permit rapid amortization of foreign investments, to 
equalize the tax benefits of foreign subsidiaries and branches, to change 
the limitations on foreign tax credits, and to improve administration. 

In summary, the Department of Commerce interrogation seemed 
to indicate that changes in taxation were not a prerequisite to increased 
investment abroad if enough other factors changed for the better. 
On the other hand, there seemed to be a general feeling that a change 
in taxation was the place where a sufficient improvement might most 
reasonably be expected. The strong recommendation for United States 
Government action in the tax field would seem to have been based on 
the expectation that such a change could to some extent offset other 
unfavorable factors and that tax changes were the most important 
action which the United States Government could take in its rather 
limited field of influence. 


THE NATIONAL INDUSTRIAL CONFERENCE BOARD SURVEY 


In 1951 the National Industrial Conference Board published a 
report on another survey, one which the board had undertaken at the 
request of President Truman’s Committee for Financing Foreign 
Trade. This survey was made by mailing out a questionnaire which 
could be answered by checking one of the multiple choices of answers 
listed. Answers were received from slightly over a hundred firms, 
which were estimated to be responsible for 54 percent of United States 
direct private foreign investment. 

When asked what F might be done to encourage investment the largest 
group, that is 24, suggested changes in United States tax laws. Nine 
others recommended elimination of double taxation. The next most 
unportant area of recommendation concerned guaranties against 
losses arising from expropriation and inconvertibility. As in the com- 
merce study, however, taxation did not rank as high in the listing of 
investment impediments that had been met in the past. As leading 
postwar problems all the following were listed before taxation, with 
the most important being listed first: export or import quotas, limi- 
tations on remittance of profits, control of capital movements, burden 
of social-security legislation, lack of trained native personnel, lack 
of roads, etc., niultiple exchange rates, inadequacy of facilities for 
employees, inadequ: ite power facilities, foreign restriction on impor- 
tation of personnel from home, instability of government, lack of health 
and sanitary facilities, and expropriation. Then came mention of 
special taxation of foreign enterprise, and further down the list was 
mention of discriminatory enforcement of tax laws. 
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In dealing with such questionnaires there is always danger that 
the answers will be prejudiced by the framing of the multiple choice 
answers, but in general the National Industrial Conference Board 
survey seemed to agree with the Commerce study that taxes may not 
be the major source of trouble but are at least a factor, a change in 
which could effect a partial cure. 


THE BARLOW AND WENDER STUDY 


More recently a survey has been made which appears at a first 
glance to challenge the conclusions which follow from the Commerce 
and Conference Board tabulations. In August of this year there 
was published Foreign Investment and Taxation by E. R. Barlow 
and Ira T. Wender. Included in the book are case studies and general 
discussion based upon 4 months of interviews of United States com- 
panies, investing and noninvesting, large and small. The authors 
tried to learn in detail why and how some companies invest abroad 
and why some other companies do not invest abroad. From their 
interviews Messrs. Barlow and Wender conclude: 

We found no evidence to suggest that United States taxes had been an impedi- 
ment that had prevented particular investments in foreign countries. More 
important, we found no instance where executives believed that total exemption 
of foreign income from United States taxes would have tipped the balance and 
changed a decision that had been made against a particular investment. There 
was no indication that the greater return that lower taxes on foreign income 
would allow would counterbalance the influence of certain factors limiting invest- 
ment. Where a company was reluctant to invest in a particular country because 
of the exchange situation, or the opinion of management about the climate in 
the particular country, the higher return on the investment from lower taxes 
would not be sufficient to overcome this reluctance. 

This general conclusion was modified somewhat in a later para- 
graph: 

Therefore, as a straight offset to the factors limiting investment * * * we 
believe that changes in United States taxation of foreign income will be ineffec- 
tive. We conclude, however, that changes in the methods of taxing foreign 
income can stimulate more United States investment, but primarily through 
increasing executives’ interest in foreign opportunities and making it easier for 
companies to invest abroad. 

As a result of this modification it is evident that there is not as 
great a conflict between the Barlow-Wender conclusions and the 
previous studies as might have appeared at first glance. All three 
studies suggest that tax changes can be effective in increasing invest- 
ment abroad. Barlow and Wender add the qualification that the 
changes are likely to be effective through making companies more 
active in investigating opportunities. Their interviews led them to 
believe that the principal reason companies do not invest abroad is 
that theie chief executives are not interested in foreign investment. 
Substantial tax changes could overcome the lack of interest. They 
did not encounter any cases, however, in which the decision 
against a thoroughly investigated investment proposal was so close 
that the removal of United States taxes on the income from the pro- 
posed venture would have reversed the decision. In some cases the 
possible errors in the estimation of other factors, such as extent of 
market, were so great that companies did not feel it worth while to 
make a detailed tax analysis. 
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THE LIMITATIONS OF QUESTIONNAIRES AND INTERVIEWS 


The question naturally arises as to how much reliance can be placed 
on the results of these systematic interrogations. There are, of course, 
the normal dangers inherent in any sampling process: That the sample 
is not truly representative, that the phraseology of the questions or 
the suggested answers affects the responses received, and that the 
preconceptions of the interpreters of the responses affects the conclu- 
sions drawn. In addition there are a number of special considerations 
which probably limit somewhat the reliance which can be placed on 
investigations In the field of foreign investment. 

When businessmen are asked what would be the effect on their in- 
vestment abroad of a reduction in the rate of total tax on income 
from abroad, they necessarily speak from a limited experience. In 
the past, generally speaking, there has been little occasion for busi- 
nessmen to consider the relative height of tax rates between the United 
States and abroad and among various foreign countries, since the 
United States rate was the effective rate except when a foreign rate 
was even higher. There were two important exceptions to this gen- 
eral rule: in the case of investment through Western Hemisphere 
trade corporations and in case a fine calculation was made as to the 
increased eventual return which could result from the reinvestment 
abroad of foreign income which had been diminished only by low 
foreign taxes. 

Even when businessmen, in answering questionnaires, could men- 
tally project themselves into a future situation in which foreign taxes 
were generally the ruling rates, there would be another difficulty. 
They would probably think in terms of the tax rates in those coun- 
tries which had been the primary recipients of investment in the 
past. In those countries the tax rates have been generally high, so 
that a shift in the effective tax rate from the United States rate to 
those foreign tax rates would not involve a strong investment attrac- 
tion. It is possible, however, that the removal of United States taxes 
would prove particularly encouraging to investment in countries with 
very low tax rates—and possibly low levels of government services— 
countries which investment had avoided when the same total tax 
had been imposed on income from those countries as on income from 
within the United States. 

A further difficulty is that taxation might have indirect. effects 
which would not be felt directly by any one businessman and which, 
therefore, would not be reported by him. This consideration is rele- 
vant, for example, to the observations made by Barlow and Wender. 
They reported that they encountered no case in which in the opinion of 
the company executives the removal of United States tax would have 
reversed a decision against any fully investigated investment project. 
Possibly, in this world where so many considerations are matters of 
degree, there have been other projects in which the decision against 
investment was so close that a sizable tax saving could have reversed 
the decision, especially since initial consideration must have shown 
some possibility of investment to justify full investigation of the 
projects. Nonetheless, if the cases encountered by Barlow and Wen- 
der are truly representative of all cases, it is still possible that there 
were indirect tax effects on these cases. Their investigation led Bar- 
low and Wender to conclude that the principal reason some companies 
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didn’t invest abroad was the lack of interest on the part of the execu- 
tives of the companies. But what lies behind that lack of interest? 
The Barlow-Wender observations are consistent with the possibility 
that one factor indirectly responsible for the lack of interest has been 
the fact that the same tax rate has applied in the past to income from 
underdeveloped countries and to income from within the United 
States. Conceivably a substantial change in tax treatment of income 
from abroad could, not only arouse individual curiosity, but also alter 
entire group attitudes toward foreign investment. 

For this reason it is appropriate to supplement a study of 
what businessmen now say would be the effect of tax changes with a 
certain amount of basic economic analysis of the changed profit pos- 
sibilities which would confront the businessmen after tax changes. 


Economic ANALYsIS 


THE EFFECT ON TAKE-HOME OF EXEMPTION OR SIZABLE REDUCTION IN THE 
UNITED STATES TAX RATE FOR FOREIGN INCOME 


Some United States corporations are allowed at present to take home 
48 cents out of each dollar earned by investment abroad, that is, they 
retain 48 cents for reinvestment, debt amortization, or dividend dis- 
tribution after they pay 52 cents combined foreign and United States 
income tax. If those same corporations invested in a foreign country 
which had a 30 percent tax rate—and there are a fair number with 
even lower rates—the take-home would be 70 cents if the United 
States did not superimpose a tax on the foreign tax. The increase in 
take-home from 48 cents to 70 cents would represent a 46 percent 
increase in investment yield. The increase in yield would be even 
greater, that is, 52 percent, if the United States corporation were pay- 
ing a 2 percent consolidation penalty as many United States investors 
do; and the increase would be 58 percent if the corporation were pay- 
ing the 7.8 percent upstream dividend tax instead of the consolidation 
penalty. Of course, the increases in yield would be still higher if the 
foreign tax rate were below 30 percent. 

It is hard to see why such large increases in investment yields would 
not attract considerable investor interest if United States taxes on 
foreign income were removed. Additional income taken home as a 
result of a tax change is just as valuable as additional after-tax 
income resulting from increased sales or lower costs. Even if an 
investing corporation were not subject to a consolidation penalty and 
were interested only in an investment in a country with a 40 percent 
tax, then there would be a 25 percent increase in investment yield. 
One would not expect an investment return differential of even this 
magnitude to be ignored by corporate managers. 


THE EFFECT ON TAKE HOME OF TAX DEFERMENT 


If the only change in United States law were to make generally 
available the opportunity to defer United States tax, what then would 
be the effect on investment return? The answer, of course, depends 
on the amount of reinvestment abroad which a United States corpo- 
ration were willing to make from the income of its foreign branches 
and on the period for which the reinvested funds were to be left 
abroad. If there is no reinvestment the deferment privilege is not, 
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relevant; at the other extreme if there is never a withdrawal of earn- 
ings the investing corporation cannot serve its stockholders by foreign 
investment. If, “for example, there is assumed a situation in which 
a corporation annually reinvests abroad 50 poner of its earnings 
from abroad after all taxes on the income, what would be the effect 
of deferment in a case in which the United States tax rate were 52 
percent and the foreign rate only 30 percent? An answer to the 
question can be suggested by contr asting the results of two corporations 
following different ‘policies under present law. 

Suppose the 2 corporations both operated abroad through foreign 
subsidiaries in 30-percent tax-rate countries, but the first company 
reinvested income only in the same subsidiary which produced the 
income while the second company brought all its income home and 
then reinvested in other countries. The first company would thus 
not be subject to a current United States tax on its reinvested income, 
while the second company would have all its income subject to United 
States tax. In these circumstances the eventual increased rate of 
return for the first corporation as contrasted to the second indicates 
the effect of the opportunity to defer United States tax. If it is 
assumed that the rate of return abroad before tax is 20 percent in 
each year and in each of the countries in question, then the amount 
of annual take home after taxes and after reinvestment would be 
higher in the first case by 1.4 percent in the second year, by 6.1 percent 
in the fifth year, and by 14 percent in the 10th year of operations. 

The effect of deferment would be less if the foreign-tax rates were 
higher. On the other hand the effect would be greater if the foreign 
tax were less, or even zero. In most cases the income earned by 
United States exporters is not taxed abroad, so that the consideration 
of zero tax rates becomes relevant if thought is given to allowing 
deferment of United States tax on income fr “om exports. Of course, 
United States companies can obtain complete deferment of the tax 
on their income from exports under present law if they are willing— 
as many companies do not seem to be—to conduct their export busi- 
ness through a corporation of a foreign tax-free haven. If the defer- 
ment for United States companies is of a large tax percentage it 
might serve to promote investment through a consideration other 
than an increased rate of return. Sometimes companies are willing 
to enter into investment abroad but are not willing to put up the 
minimum sum necessary to establish a going concern abroad. In 
these circumstances the availability of tax- defer ment funds might 
enable a company to invest the minimum required without exceeding 
the maximum it was willing to risk from its own funds. The difference 
would be advanced, in effect, by the Government as an interest-free, 
nonrecourse loan. 

THE FEFFECT ON TAKE-HOME OF THE METHODS OF CALCULATING FOREIGN 
TAX CREDITS 


A third tax change, which would presumably be introduced in com- 
bination with rate reduction and deferment of United States tax, 
would be to allow United States corporations to calculate their United 
States tax on the income from their foreign branches on the same basis 
as their income from their foreign subsidiaries. Under present law 
the tentative United States tax, from which is deducted the allowable 
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foreign tax credit, is calculated against foreign income before tax in 
the case of income from a branch and against income after tax in the 
case of income from a foreign subsidiary. As a result the investment 
return from conducting a foreign venture through a foreign subsidi- 
ary is higher than the income from conducting the same venture 
through a branch. In the case again of a corporation paying a 52- 
percent rate in the United States and 30 percent abroad, but with no 
reinvestment, the take-home is 13.8 percent higher if a foreign sub- 
sidiary is used. 

In addition to the rational effect on investment motivation of the 
prospective increases in take-home which have been illustrated for the 
most important tax changes under discussion, there may also be some 
irrational effect. Though a dollar is a dollar whether it was earned 

t home or abroad, it may be easier in some cases for a company to 
a abroad dollars which came from abroad. Barlow and Wender 
have suggested that companies sometimes look upon foreign earnings 
almost as gambling winnings which can be subjected to more risk than 
dollars earned in the course of domestic business. There is undoubt- 
edly truth in this observation for some companies new in the foreign 
field, with their foreign activities not integrated into the business, but 
the argument that irrationality rules in foreign investment can be 
carried too far, for example, in the argument that some types of iment 
ments abroad are immune from tax considerations. 


ARE SOME TYPES OF INVESTMENT IMMUNE FROM TAX CONSIDERATIONS? 


The contention is sometimes heard that the great bulk of United 
States investment abroad is of a type which would have been made 


regardless of any deterrents present either in foreign or in United 
States tax laws. It is further contended that this investment is of 
such a nature that tax incentives could not appreciably increase its 
amount. These arguments are not relevant in discussions of tax 
changes which are being considered in fairness to the investor, but 
they are relevant to changes primarily justified as a means of encour- 
aging increased investment abroad. Often mining and petroleum 
investments are said to typify the investments immune from tax fac- 
tors. Sometimes, too, it is suggested that investments for manufac- 
turing behind trade barriers in order to retain sales outlets is a form 
of investment for special purposes, a form little affected by tax 
considerations. 

The Department of Commerce questionnaire was worded in such a 
way that it might unintentionally suggest these explanations to the 
businessmen for their investments. The questionnaire was not 
phrased to ask through what means the companies expected to earn 
their profits abroad. “Rather, the « ‘ompanies were asked what benefits 
other than profits they expected from their foreign investments. In 
many cases, however, the answers were not responsive; the answer 
“profit” was given despite the instructions. Even where “source of 
supply” was the answer given, it does not follow that a careful profit 
calculation was not made before the decision was taken to exploit the 
particular source of supply. 

It is certainly true that many investments in natural resources have 
been made in out-of-the-way places where the investment climate was 
far from good. Nonetheless, this fact cannot be taken to indicate 
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that a close profit calculation, in which taxes are an important factor, 
is not made for such investments. The locations of likely mineral 
prospects are usually well known for years before some company 
decides to take the risk of investing the large sums required to prove 
the deposits. Usually, too, a long period of negotiation precedes such 
investments. The fact that an oil company invests millions in a desert 
where there may be oil does not indicate that oil companies are less 
rational than the retailers who do not invest in the desert, where 
there is no market. There are some locations which even oil com- 
panies won’t invest in unless the taxes are right. This is illustrated, 
for example, by the recent action of the Government of Colombia 
which has reduced from 50 to 40 percent its required share of the 
profits of an oil-producing venture in eastern Colombia. Colombia 
is thus seeking to attract sizable investments to its inaccessible plains 
across the Andes. A further consideration in interpreting the figures 
for so-called petroleum investments abroad is the fact that a sizable 
proportion of the investment is not for oil production but, rather, for 
manufacturing and marketing, which are clearly not so geographically 
determined as is production. 

In a similar vein it can be pointed out that a good number of 
United States firms have invested abroad to retain sales outlets behind 
trade barriers, despite their reluctance to make the investments and 
despite their belief that the foreign governments were harming them- 
selves by requiring the consumption of more expensive goods. The 
particular circumstances of such investments does not prove that tax 
factors have not or could not affect the volume of the investments. 
The number of such investments have been relatively small consider- 


ing the large number of countries with high-trade barriers. The suc- 
cess of some countries, such as Holland, in attracting such investment 
also indicates that climate and investment incentives are important in 
determining in just which country the manufacturing investments are 
made. 


THE IMPACT OF THE ANNOUNCEMENT OF TAX CHANGES 


Regardless of the extent to which investment abroad is motivated 
by rational or irrational considerations, it is likely that any significant 
change in the United States tax treatment of income from abroad 
would increase investment abroad to some extent just because of the 
attention which would be attracted to the subject. The careful cal- 
culators might sharpen their pencils for a new analysis of possible 
investments under the new tax rules. Those who invest on the basis 
of their analysis of general trends might be moved to reconsider their 
general conclusions. But possibly most important of all, some inves- 
tors who had paid little attention to the opportunities abroad in the 
past would have their attention attracted and their curiosity aroused. 
These last businessmen might be most likely to spot new investment 
opportunities abroad since they would be looking for the first time 
at the prospects as related to their particular specialties. This possi- 
bility is consistent with the Barlow-Wender conclusion that lack of 
interest is the principal explanation why many companies haven't 
invested abroad. 
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THE INDIRECT EFFECT OF THE UNITED STATES TAX SYSTEM IN DETERRING 
INVESTMENT ABROAD 


In addition to the direct effects of changes in United States tax law 
in attracting the attention and affecting the decisions of United States 
businessmen, there could be important indirect effects. 

The high United States tax rates combined with the tax credit sys- 
tem offer encour agement to foreign governments to raise their tax 
rates on the income of United States investors. There are various 
ways in which the effective rates may be raised: Rates may be raised 
generally; rates may be made more progressive so as to hit only the 
large foreign companies; rates applicable only to certain industries 
having large foreign investments may be raised; and taxes may be 
collected in a manner which discriminates against the foreign com- 
pany. Foreign governments may conclude that the raising of rates in 
these ways will not increase the total effective tax on income dis- 
tributed to the United States unless the foreign rates are raised above 
the United States rates. The foreign governments may hope, there- 
fore, that they can raise their rates without adversely affecting the 
interest of United States investors in their countries. Probably the 
United States tax credit system has in no case been the single cause 
of a foreign rate increase. However, the belief that the tax credit 
system would neutralize the effect of a rise in tax rate may have been 
the marginal factor which determined the outcome of many govern- 
mental deliberations on rate increases. 

The conclusion that increases in foreign tax rates do not affect the 
investor needs several important modifications, and it is possible that 
the tax credit system has hampered investment abroad because foreign 
governments have given insufficient weight to these qualifications. 
Raising the foreign rate does affect the total tax paid on the income 
earned | by a foreign subsidiary; by the arithmetic of the system 
whereby tentative United States tax is calculated on the dividend 
income—rather than the income before foreign tax—of a foreign 
subsidiary, an increase in a foreign tax rate from 26 percent toward 
52 percent, does increase the total tax paid in the case of a United 
States corporation not subject to the consolidation penalty. To the 
extent, too, that a company wishes to reinvest the earnings of a 
foreign subsidiary a higher foreign tax rate reduces the profit pros- 
pects. Finally, investors may be deterred by an increase in foreign 
tax rates because of a hope that United States rates will decline sub- 
stantially in the future and because of an accompanying fear that 
foreign rates once raised will not fall again. 

Another important but somewhat indirect effect of the United 
States tax system is to give a competitive advantage to investors 
from some other countries, thereby creating a barrier to United States 
investors. Lower tax rates on foreign producers increase the com- 
petition also for domestic producers in the United States but distance, 
market affinities, and other factors reduce the importance of this com- 
petitive advantage. For the investor abroad the competition is some- 
times severe from local investors and from investors from other coun- 
tries. Though it is often pointed out that the underdeveloped coun- 
tries of the world need all the private investment they can attract, it 
is still true that individual investors often face active competition in 
supplying the investment for particular projects in the limited markets 
of the unde rdeveloped countries. 
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As examples of the tax advantages afforded by some governments 
it may be pointed out that the Swiss Government does not tax the for- 
eign income of Swiss companies. Belgium and the Netherlands im- 
pose special Jow tax rates on income from abroad. France exemn's 
from tax the income of foreign branches but taxes income from for- 
eign subsidiaries. Canada exempts from tax the dividends of a for- 
eign subsidiary owned to the extent of 25 percent and exempts also the 
income of a special type of Canadian corporation which operates 
wholly outside Canada. In some cases the British tax system is more 
onerous than the United States system; in other cases a tax advantage 
is given. The British Government taxes currently, not only the in- 
come of British companies operating abroad and managed from the 
United Kingdom, but also the income of foreign corporations man- 
aged from the United Kingdom. On the other hand, British taxes are 
not now applied to the fore eign income of a British company which is 
managed abroad, and consideration is pr esently being given to a liber- 
alization of the British tax treatment of income earned abroad. It is 
also true that the rates of corporate tax in the United Kingdom are at 
present somewhat below the United States rates when calculated on 
a comparable basis. The corporate rates are also lower in many of the 
underdeveloped countries; in these countries there is therefore a tax 
advantage relative to United States investors for any local entrepre- 
neurs who may be available. 

These various foreign tax provisions can result in lighter tax bur- 
dens on the foreign investor in comparison to the United States in- 
vestor. To the extent of such tax disadv antage for the United States 
investor the United States tax system creates an indirect impediment 
to private United States investment abroad. 


. PROPOSALS FOR CHANGES IN UNITED STATES TAX 
TREATMENT OF FOREIGN INCOME AND OPERA- 
TIONS 


The more imporant proposals for changes in the United States tax- 
ation of foreign income and operations manifest belief that taxation 
affects commercial decisions in matters of domestic and international 
importance, and that adjustment of the burden of taxation by laws of 
general applicability is an appropriate means for achieving desired 
ends. The extent to which considerations of fairness to investors are 
given weight, apart from the standpoint of directly affecting decisions 
on current and prospective investments, varies consider ably, , 

The following discussion will consider these proposals only as they 
involve the more usual kinds of commercial activities. 


CorPoRATE BUSINESS 


The proposals typically concern one or more of the following legal 
factors: exemption from United States tax or rate reduction : de- 
ferral of payment of United States tax; depletion and similar allow- 
ances to members of extractive industries; utilization of foreign 
losses; use of various foreign taxes as credits against United States 
tax; amortization or other form of writeoif of foreign investments; 
and the tax consequences of changes in form of a business unit which 
are required to meet formal requirements for tax benefits. 
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The proposals specify what shall be done in respect of one or more 
of the following operating factors: a venture may be a branch of a 
domestic corpor ration, or a separate domestic or foreign corporation : 
it may have profit or loss; it may pay foreign taxes of different kinds; 
it may conduct an active business or simply hold portfolio investments ; 
and its business may have more or less direct relation to business 
domestic to the United States. 


EXEMPTION AND RATE REDUCTION 


Given a profitable foreign venture, exemption from United States 
income tax would eliminate about every problem of United States 
taxation except the usually large one of what income is to be exempt. 

Some who propose exemption as a matter of principle recommend 

rate reduction as a presently practicable alternative. The recom- 
mended rate differential usually approximates the 14 percentage points 
allowed to Western Hemisphere trade corporations under existing law. 
The mechanics of some proposals would ultimately provide for benefit 
of substantially more than 14 percentage points; and others, of less. 


DEFERRAL 


Various proposals would extend to operations of domestic corpora 
tions, the right of foreign corporations to defer payment of United 
States tax on foreign income until receipt in the United States. Some 
proposals would extend this privilege to branches of domestic corpora- 
tions which would be treated much the same as foreign subsidiaries, 
und others would extend it to a new and special kind of domestic 
corporation. 


TESTS OF QUALIFICATION FOR EXEMPTION, RATE DIFFERENTIAL AND 
DEFERRAL 


Some proposals would exempt from United States tax, any income 
attributable to a foreign permanent establishment. The lack of such 
an establishment has been made a requirement for exemption under tax 
treaties. But entitlement to exemption from United States tax is 
hardly a necessary corollary to disentitlement to exemption from for- 
eign tax. Any relationship between the two would be more in the 
control of the taxpayer than the taxgatherer; the cost of maintaining 
a permanent establishment might be insignifie: ant in relation to the 
potential United States tax benefits; and a foreign permanent estab- 
lishment might be but an arm of a predominantly domestic venture, 
as where it serves as a sales outlet for articles manufactured in and 
exported from the United States. 

Other proposals would limit the kinds of foreign source income 
qualifying for preferential treatment, by means ranging from the 
relatively simple requirement that the foreign activity shall have paid 
foreign taxes in due course, to elaborate specifications of particular 
attributes, as in the House version of the Internal Revenue Code 
of 1954. 

On the other hand, it has been strongly urged that such efforts can 
never be wholly effective, and that, to the extent they are, they cannot 
but exclude import: int activities which should receive treatment as 
favorable as activities which do qualify. They would take a more 
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expansive view of qualification, permit little if any rate differential, 
and make deferral of United States tax the principal means for en- 
couraging foreign investment. Some urge that it would be imprac- 
ticable and unwise to try to exclude from such limited incentive treat- 
ment, profits from exporting from or importing into the United States. 
Others concede difficulty, but would attempt to make the distinction, 
in the hope of making some, if imperfect, progress. 


SPECIAL ALLOWANCES 


The special allowances of present law to domestic taxpayers in 
extractive industries would frequently outweigh advantages of rate 
reduction and deferral. Use of a domestic corporation is then indi- 
cated. But foreign law may require use of a foreign corporation. To 
preserve the special allowances in these circumstances, it has been 
proposed that there be an election to include the foreign corporation 
in a consolidated return. 

There is the further question, whether special allowances should be 
granted to an operation qualifying for rate reduction or deferral. 
Some would permit this and others would not. 


TREATMENT OF LOSS 


Existing law permits current foreign loss to reduce current taxable 
domestic income where the loss is incurred by a branch of a domestic 
corporation ; and where it is incurred by a corporation which, although 
foreign, is allowed in exceptional circumstances to file a consolidated 
return with a domestic corporation. It seems generally recognized 
that it would be somewhat incongruous to give free choice to take 
losses into account where tax on income would have been deferred; 
but there is substantial support for expanding opportunities for in- 
cluding foreign corporations in consolidated returns in order to permit 
current utilization of foreign loss experience. 

On the whole, the level of interest in treatment of loss seems to be 
less than in treatment of income, which is the normal expectation of 
those who plan to make investments. 

The Internal Revenue Code of 1954 did give some increased effect 
to current foreign loss, by abolishing the overall limitation on foreign 
tax credits, which had made loss in one foreign country disqualify 
foreign tax of another foreign country. 


FOREIGN TAX CREDIT 


As has been said, the 1954 code eliminated the overall limitation on 
credit for foreign taxes. There is a substantial body of opinion that 
it would have been better to eliminate the per-country limitation, since 
advantage in respect of losses is usually less of an incentive to invest- 
ment than advantage in respect of income; and since under existing 
law, foreign incorporation can defeat operation of that limitation. 

It has also been proposed that the taxpayer be given an election 
between the two limitations. 

Another proposal would permit carryback and carryforward of 
unused foreign tax credits. ‘This would do much to solve the plight 
of taxpayers who often cannot accommodate to different ideas of dif- 
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ferent sovereigns on what is income and when it is to be accounted 
for—e. g., a stock dividend by a foreign corporation, taxed on issuance 
by a foreign country but not ‘by the U inited States. 

There is much support for the position that the categories of foreign 
taxes qualifying for credit ought to be broadened to include any tax, 
including excise tax, imposed on income items; and property taxes 
which affect the rate of income or excess-profits tax. The House ver- 
sion of the 1954 code attempted to cover this area, but the attempt was 
abandoned in view of uncertainty as to how it would apply in practice. 

There is also much support for the view that the corporate rela- 
tionships required to enable one corporation to take credit for foreign 
taxes paid by another are too narrowly drawn, with the result that 
portfolio investments in foreign corporations are discriminated 
against. Accordingly, some proposals would permit a domestic cor- 
poration to take credit for foreign taxes paid by a foreign corporation 
from which it has received a taxable dividend in a substantial amount 
such as $1,000 or more, and abolish the requirements of ownership of 
specific percentages of stock interest imposed by present law—10 per- 
cent in the case of a foreign subsidiary of a domestic corporation, 
and 50 percent where the investment in the foreign corporation is by 
a foreign subsidiary of a domestic corporation. 


WRITEOFF OF FOREIGN INVESTMENT 
There have been proposals for amortization or writeoff of foreign 


investment. Bearing little relation to the results of operation of the 
foreign enterprises, such treatment would seem to require case-by-case 


discretionary application of standards in a manner which cannot prac- 
ticably be set out in terms of generally applicable law. 


CHANGES IN LEGAL FORM OF BUSINESS UNIT 


Present law gives substantial tax consequences to foreign incorpora- 
tion. On otherwise identical facts, the place of incorporation can 
control when and at what effective rate income shall be taxed by the 
United States. 

The very fact that foreign incorporation would provide incentives 
inay make them unavailable. To avail of provisions of United States 
tax law for tax-free corporate changes, it is necessary to get advance 
administrative approval where a foreign corporation is involved, and 
such approval is seldom given. The cost of change in corporate form 
of a substantial business without such approval “often appears to be 
prohibitive, if only because questions of valuation which cannot 
he determined until after the event appear to admit of a wide range of 
judgment. 

The result of all this is that companies have frequently been denied 
tax incentives under existing law, by virtue of what is often the 
historical accident of place of incorporation. There is much support 
for the view that incentives should be available on equal terms to 
commercially comparable businesses. 


HOUSE VERSION OF 1954 CODE 


In response to general recommendations made on high authority, 
the House version of the 1954 code provided for a 14-point rate dif- 
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ferential for some kinds of foreign income; and also for taxation of 
some foreign branches of domestic corporations much as though 
they were foreign corporations. The benefits were provided for in- 
come derived directly, or in some cases as dividends or even as in- 
terest, from activities which constituted either the operation of 
special kinds of foreign establishments or the provision of technical 
aid from information typically obtained in domestic operations. 

Affected industries found the tests for qualification for these bene- 
fits less than fully satisfactory. 

The bill provided the combined benefits of rate differential and 
deferral of tax for income from technical aid, and for income from 
the conduct of a “factory, mine, oil or gas well, public utility facility, 
retail establishment, or other like place of business situated within 
a foreign country.” There was specific exclusion of “an establishment 
engaged principally in the purchase or sale (other than at retail) of 
goods or merchandise,” and of an agent, other than a retail estab- 
lishment, to import goods or merchandise. It appeared, however, 
that importation and sale of goods or merchandise as an incident to a 
principal activity which otherwise qualified would not disqualify that 
activity. Under the terms of the bill, the tax consequences of a com- 
mercially unitary activity would vary widely, according to the legal 
forms employed. 

The committee report construed the provision for benefits to income 
from technical aid as excluding patent royalties. 


H. R. 7725 


In the closing days of the last session of Congress, Chairman Cooper 
of the House Ways and Means Committee introduced a bill, H. R. 
7725, which adheres to the fundamental ideas of the House version of 
the 1954 code, but would remove many areas of doubt, principally by 
restricting the kind of qualified foreign establishments. * 

The new bill specifies, somewhat more broadly than the earlier 
bill, “technical, managerial, engineering, construction, scientific, or 
like services.” It remains to be seen whether there will be an attempt 
to exclude patent royalties, as in the case of the earlier bill. It had 
been urged in opposition to the narrow construction of the bill, that 
such views would impede accommodation to policies of some foreign 
governments which permit dollar exchange only for royalty pay- 
ments; that they failed to recognize that disclosures protected by 
patents often are essential to technical aid; and that patent licensing 
may be an active business, involving continuing commitments of cap1- 
tal and personnel, and intense commercial activity. 

The new bill does not seem altogether consistent in its orientation 
toward what may be called problems of economic nationalism. 

The provisions concerning services seem intended to foster expor- 
tation of technical information derived in domestic research and 
operations. Au 

Elsewhere, the bill has provisions which would seem to militate 
against United States export or import trade, and even against impor- 
tant kinds of foreign trade in articles of purely foreign origin. These 
provisions, and the exceptions to them, would fix a new and unfamiliar 
pattern for the operation of businesses which would avail themselves 
of the incentives of the new bill. Although that pattern cannot now 
be fully perceived, the following observations seem warranted. 
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The new bill provides that disqualification of a foreign establish 
ment would be occasioned by derivation of gross income “to any 
extent” from the sale or rental of an article not “produced” (i. e., 
“created,” “fabricated,” “manufactured,” “extracted,” “processed,’ 
“cured,” or “aged”) in a foreign country. And even if an article 
were entirely of foreign origin, its sale would disqualify if it had been 
produced by someone other than the taxpayer or an “afliliated cor- 
poration”—defined as either a foreign corporation or a foreign branch 
of a domestic corporation elected to be treated like a foreign corpora- 
tion. 

it appears, then, that disqualification would be occasioned if, for 
example, a foreign manufacturing subsidiary of a United States 
company were to derive any gross income at all from sale of replace- 
ment parts purchased from ‘the United States parent, from a sub- 
sidiary taxed as a domestic corporation, or from an independent for 
eign concern. ‘Thus a foreign business which would avail itself of 
the new incentive provisions would often be put to the choice of refus- 
ing to supply needed replacement parts, or of buying them and selling 
them at prices so low, as to obviate any risk of gross income, or of 
uneconomic foreign manufacture abroad either by itself or by an 
afliliated cor poration, or of setting up another legal entity in the hope 
that it would be recognized to have separate existence for purposes of 
attribution of gross income from the sale. 

It is not clear just how such a choice—and years of doubt whether 
a particular course of action constituted an effective exercise—would 
promote healthy competition. 

Indeed, many businesses might find the choice so impracticable that 
they would not try to get incentive treatment even for operations 
involving large foreign investments and contr ibuting importantly to 
the economy of foreign countries, 

Although any amount of gross income from sales even of articles 
manufactured abroad by a competitor could disqualify, it is expressly 
provided that for this purpose “the term ‘sale’ * * * shall not include 
the sale of articles or products in retail stores.” Literally read, this 
exclusion is broad enough to cover any sale, even a wholesale sale of 
an export from the U nited States, if the sale is made in a retail 
store. 

The new bill also contains provisions which would seem to discour- 
age imports, but not as severely as the provisions concerning exports. 

To disqualify, gross income from sales of articles manufactured in 
a foreign country and sold by the manufacturer for ultimate use, 
et cetera, in the United States, must be more than 10 percent; and even 
that limit apparently may be exceeded where it can be established 
that the articles did not reach the United States in regular channels 
of trade. 

The restrictions on importation are further relaxed to an uncertain 
but probably important degree by a provision that for this purpose 

“manufacture” shall not include those processes normally applied to 
agricultural products, minerals, et cetera, in their raw or natural state 
in a foreign country, prior to the state where the first commercially 
marketable product common to the industry has been reached. Thus, 
an operation which in itself might require ‘the major part of foreign 
investment might actually serve to disqualify otherwise qualified 
income. 





740 FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 


The provision concerning receipt of any gross income from sale of 
exports otherwise than in a retail store has the effect of a penalty, in 
the sense that receipt would disqualify otherwise qualified income. 
So also, as to gross income of more than 10 percent from articles 
manufactured abroad and imported into the United States. On the 
other hand, permission to derive up to 10 percent provides not only a 
margin of error but also a limited incentive. 

In similar connections, it has been urged that failure to comply 
with percentage tests of qualification for incentive treatment of for- 
eign income should work only proportionate disqualification. On a 
parity of reasoning, and assuming that incentives are not to be given 
to export or import profit, it would be ur ged that the new bill should 
provide means for measuring those pr ofits, and that profits so meas- 
ured should reduce incentive treatment in the proportion they bear to 
the total profits of the activity. 

The new bill would deny to foreign branches, any right of tax-free 
reinvestment in other foreign entities like that accorded foreign cor- 
porations by present law. 

There are other important difference in the treatment of branches. 
The new bill apparently contemplates tax-free election of the new 
foreign branch treatment without prior administrative approval such 
as would be required in the case of a foreign subsidiary. It would 
permit tax-free transfers of property other than inventory and the 
like, to and from a foreign branch, in circumstances where tax would 
be incurred if a foreign subsidiary were involved. It also sets up 
standards for determining withdrawals from branches which differ 
in some ways from the rules for taxing receipts from foreign cor- 
porations. 

In other respects, the new bill generally resembles present law for 
taxing foreign corporations. 

It would give no more than capital loss treatment to the domestic 
corporation in respect of losses of elected branches, and then only in 
circumstances comparable to liquidation of a foreign subsidiary. It 
would deny depletion and similar allowances in the computation of 
taxable income from qualified establishments. 

And, like present law applicable to foreign subsidiaries, the new 
bill would not only permit deferral of United States tax, but also per- 
mit foreign tax qualifying for credit against United States tax to 
serve not only as a credit, but also partly as a deduction. In this way, 
the eventual rate differential would be nearly 18 percent in the ideal 
circumstance of foreign tax qualifying for credit at an effective rate 
of 19 percent. 

The new bill would permit current retention of 81 cents on a pre- 
tax dollar of foreign income subject to tax at 19 percent. A com- 
mercially comparable operation conducted by an ordinary domestic 
corporation taxable at 52 percent would retain only 48 cents. If tax- 
able as a Western Hemisphere trade corporation, it would currently 
retain 62 cents. Thus, in comparison to the ordinary domestic cor- 
poration, the current retention would be increased by 68 percent, and 
in comparison to a Western Hemisphere trade corporation, by 31 per- 
cent. The corresponding percentages after distributions from the 
foreign corporation to the domestic parent would be 38 percent in 
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comparison to the ordinary domestic cor ‘cso and 6 percent in com- 
parison to the Western Hemisphere trade corporation.° 

While the percentages given in the illustration are subject to 
changes on various assumptions as to effective foreign tax rates, and 
as to special allowances to corporations taxed as domestic corpora- 
tions, it seems clear that in many cases the relative advantages of the 
new bill would be so great as to occasion considerable strain on its 
rules for determining who shall and who shall not get its benefits. 

As has been indicated, some would reduce the strain by reducing the 
advantages and 1 increasing the opportunities for availing of the bene- 
fitofthem. In general, their proposals would follow already familiar 
patterns of U nited States taxation, and would tend to’ minimize 
differences in the consequences of various legal forms. They would 
give to a specially organized kind of domestic corporation treatment 
generally comparable to that which present law provides for foreign 
corpor ations, with little, if any, advantage of rate differential. It is 
of interest that Canada has for some time made generally similar 
provisions in its law, and that a recent report of the Royal Commis- 
sion on the Taxation of Profits and Income recommends that Great 
Britain do likewise. 


THE BARLOW-WENDER PROPOSAL AND VARIENTS 


The Barlow-Wender proposal—a product of the Harvard Law 
School international program in taxation—is for a special class of 
(lomestic corporations to be known as “United States foreign-busi- 
ness corporations.” Its principal incentive would be deferral of 
U nited St ates tax to permit for elon expansion out of for elgn et immings. 
It would abandon attempts to make sharp distinctions between dif- 
ferent kinds of economic activity, such as found in the bills discussed 
above. A United States foreign-business corporation could engage 
in export business, receive patent and similar royalties, legd money, 
and so on; and it could operate directly or through foreign subsidi- 
aries. With exceptions for items such as interest on funds which it 
would be allowed to accumulate for limited purposes, it would have 
to derive all its gross income from foreign sources, with source de- 
termined by the place of destination in the case of exports. Trans- 
fers of property to it could be made tax free without administrative 
approval. 

This proposal has the merit of relative simplicity, and corresponds 
closely to the frequently encountered unitary concept of foreign opera- 
tions. The means of deferral seems closely linked to the et nd of in- 
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creased foreign investment. As was said of the proposal in the pro- 
ceedings on the House version of the 1954 code: 

To the extent of deferral of tax, there will be correspondingly increased oppor- 
tunity for foreign investments determined, as they should be, by foreign market 
considerations * * *, Both sovereign and subject would abide the commercial 
outcome of the foreign venture, and both would benefit from freeing the subject 
of the burdens of frustration and uncertainty occasioned by present law. 

Discussion of the Barlow-Wender proposal has evoked a number of 
suggested variants, ranging from a proposal that tax be imposed on 
the recipient of distributions from the special class of corporation, 
rather than on the corporation itself, to a proposal that would couple 
with it the benefits of a 14 point differential and exclude export profits 
from the benefits of that differential. 


INDIVIDUAL BUSINESS 


Although there has been recognition of the desirability of pro- 
viding tax incentives for foreign investments by individuals, there 
have been few specific proposals. 

One proposal would permit individuals to credit against their own 
United States taxes foreign taxes paid by foreign corporations on 
earnings distributed to them as dividends. In view of the progressive 
rates of surtax on income of individuals, the significance of this pro- . 
posal would vary according to the individual circumstances, in some 
cases to an extent which seems hardly likely to be acceptable from the 
standpoint of the revenues and policies on the taxation of individuals. 

Other proposals range from relatively modest ones, such as for 
extending the divident exclusion and dividend tax credit to dividends 
from foreign corporations, and for easing further the arbitrary statu- 
tory limitation on the amount of earned income which will be recog- 
nized as being derived from a foreign business operated by an indi- 
vidual, to the extreme of one for exempting from any United States 
tax the income of individually operated foreign permanent establish- 
ments. 

The Internal Revenue Code of 1954 did enable regulated investment 
companies to pass on to their shareholders credits for foreign taxes 
on their income, if the holdings of stock or securities in foreign cor- 
porations comprise more than half the value of the total assets of 
such companies. 

This new provision has been significant principally with respect 
to some companies formed for investments in Canada. It does not 
provide for investments by the large, unspecialized regulated invest- 
ment trusts whose foreign ‘holdings « do not meet the test provided, and 
also poises mechanical ‘problems “where there are many small share- 
holdings in the companies. Proposals concerning these matters have 
in turn involved problems. For example, a proposal that the invest- 
ment companies be permitted to redeem their foreign tax credits, rather 
than pass them on, has met with the objection that there would not be 
a corresponding recovery of tax at the shareholder level, since many 
of the shareholders are exempt institutions and indiv iduals who pay 
taxes at rates less than the rates of foreign taxes involved. 

On the whole, it seems likely that solution of the basie problems 
of taxing individual income will not be found until solution of the 
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relatively simple, yet very difficult, problems of taxing corporate 
income. 


5. THE AREA OF AGREEMENT 


In this section we present briefly the recommendations on which 
there is agreement among the panelists. This portion of the joint 
paper should be considered together with the separate papers by the 
panelists. 

The panelists agree a major defect of the present system of taxing 
income from abroad is that variations in tax burden depend on the 
form rather than the substance of foreign economic activities. Con- 
sequently, an important consideration in the recommendations is that 
changes in the tax treatment of foreign income should be directed 
toward the development of a tax system which imposes the same tax on 
a given economic activity whatever its legal form. 

The areas of agreement concern firstly the type of foreign income 
for which separate tax treatment should be provided and secondly a 
number of technical changes which would increase the equity of the 
tax system. 

(JUALIFIED ForREIGN INCOME 


There has been general agreement that separate tax treatment 
should not be provided by new legislation for foreign income which 
is not derived from substantial economic activities abroad. ‘There 
has, however, been diversity of opinion on how this objective could 
be attained. As has been discussed in section 4, in 1954 and again 
in 1955 legislation was submitted, the result of which would have 
been the exclusion from benefits of much income derived from thie 
conduct of substantial foreign business activities. In the opinion of 
the panel, the provisions of these proposals would be unduly restric- 
tive and inequitable. 

In distinguishing the income which should qualify for separate tax 
treatment, the crucial consideration in new legislation should be the 
extent to which the income is derived from the assumption of risks 
in economic activities abroad. Of course, in many cases, income 
clearly is derived solely from either domestic or foreign activities. 
In those cases in which income is derived from a combination of 
domestic and foreign business activities, we believe that a fair and 
workable apportionment could be made on the basis of the relative 
expenses incurred here and ebroad in the production of the income. 
For example, if an American firm incurred $45,000 of expenses in 
wholesale distribution in Brazil of goods purchased in the United 
States and $5,000 of expenses in the United States (not including the 
purchase price of the goods), then at least 90 percent ($45,000/350,000 ) 
of the income from the sales should qualify for separate tax treatment. 

It is further agreed that the recipient of such qualified foreign 
income should be entitled to segregate that income and to defer the 
payment of the United States tax on that income until that income 
is used in the United States. Also, United States tax should not be 
payable on that income merely because it is withdrawn from one for- 
eign country and invested in another. 

On the question of whether there shou!d also be a reduction in the 
rate of tax on such foreign income, the panel was not able to agree. 
This issue is discussed in the separate papers. 
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EqQuIraBLb TECHNICAL CHANGES 


There are a number of technical changes, involving little revenue, 
which should be made to increase the equity of the present tax sys- 
tem and to remove minor impediments to investment abroad. These 
are: 

1, THE 10 PERCENT LIMITATION ON TAX CREDITS 


Under present law, a United States corporation must own at least 
10 percent of the voting stock of a foreign va a ation in order to 
obtain credit for its appropriate share of the oreign income taxes 
paid by that foreign corporation. This provision has deterred port- 
folio foreign investment by United States corporations. It is, there- 
fore, recommended that credit be allowed, regardless of the percent- 
age of stock ownership, provided reasonable reports required by the 
Treasury are submitted. 


2. CREDIT FOR TAXES PAID BY “GREAT-GRANDCHILDREN” 


Credit is now allowed for income eg paid by a 10-percent-owned 
foreign corporation, “child,” and for taxes paid by a 50-percent- 
owned foreign subsidiary, “grandchild,” of the 10-percent-owned for- 
eign “child.” However, no credit is allowed for the taxes of a foreign 
subsidiary of the “grandchild.” Such “great-grandchildren” are 
usually conceived to meet exigencies of foreign law and their use 
should not, therefore, be penalized by United States tax laws. 


3. SIMPLIFICATION OF FOREIGN HOLDINGS 


The foreign corporate structures of many corporations with sub- 
stantial investments abroad are complex and unwieldly because at 
various times the need arose to create special foreign corporations as 
a result of requirements of foreign law. Often the need for these for- 
eign corporations has passed and the United States companies would 
prefer to eliminate them by transferring their functions to other 
companies. Corporate simplifications of this type are, however, often 
barred under present law by the imposition of substantial taxes on 
such transfers. We recommend that reorganizations of this type 
be permitted without imposition of tax. 


4. CARRYBACK AND CARRYFORWARD OF UNUSED FOREIGN TAX CREDITS 


Because of the differences in timing and definitions between the 
United States tax system and those of foreign countries, situations 
arise in which countries having lower tax rates than those of the 
United States on the average over a few years, impose in particular 
years rates of tax in excess Sof the United States rate on the ; income 
involved. In those particular years, credit can be ee a United 
States taxpayer only for a portion of the foreign taxes In fair- 
ness to investors caught in 1 thi ris situation, consideration s oud be given 
to the feasibility of giving permission for limited carryback and carry- 
forward of the unused tax credit of the years in which high foreign 
taxes are imposed. 
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5. REGULATED INVESTMENT COMPANIES 


At present, the large United States regulated investment companies, 
which are large sources of new equity « apital domestically, have found 
the United States tax system a barrier to the investment of even a 
small portion of their funds in foreign securities. While the members 
of the panel did not feel sufficient familiarity with the technical as- 
pects of this area, the consensus was that a study should be made of the 
possibility of amending United States law so as to permit these com- 
panies to invest abroad. 

These recommendations have been presented in skeleton form. Ad- 
ditional comments on them are contained in the separate papers which 
follow. 


TNITED STATES TAXATION OF CORPORATE INCOME 
FROM INVESTMENT ABROAD 


EMILIo G. CoLLapo * 


Throughout the postwar period, in the presence of the abnormally 
high cor porate tax rates, there has been a need for changes in the 
United States tax treatment of income from corporate investment 
abroad. These changes have been needed in fairness to investors, in 
the interest of United States foreign policy, and as a contribution to 
the United States economy. Last year appropriate measures were 
recommended by the Randall Commission and by President Eisen- 
hower. This year the President reiterated his recommend: itions. 


It is unfortunate that there has been the delay in implementation. 
The original House tax bill last year included the major recommenda- 
tions, albeit in what turned out to be an unsatisfactory form. The 
provisions were dropped in the Senate bill, but not because of any 
hasic disagreement with the changes proposed by the House. Senator 
(ieorge has stated recently : 


I favored the provision in the code last year, which was not adopted, to give 
all of our American investors a slight differential * * *. We put it over and we 
thought that the House would come up and give us a chance to discuss it with 
them, and they accepted what we did to knock it all off, which wasn’t what we 
wanted. 

The apparent reason for the Senate delaying its decision was the 
desire to give time for further reconsideration of some difficulties 
raised by the wording of the House bill. 

There is now before the House a new bill, H. R. 7725, dealing with 
the taxation of income from abroad. The bill was drafted by the 
Treasury and transmitted by Secretary Humphrey to Mr. Cooper, 
chairman of the Ways and Means Committee, in a public letter whic h 
set forth some well-chosen general principles. Unfortunately, the 
wording of the new bill itself would seem to have replaced the diffieul- 
ties of last year’s bill with new difficulties of a serious nature. As a 
result the danger arises that technical difficulties will again stand in 
the way of the needed revision of our tax treatment of income from 
abroad. 


1Mr. Collado wishes to record his appreciation for the expert assistance received from 
several of his associates, in particular, Mr. Arthur M. Hayes and Mr. Jack F. Bennett, 
during the preparation of this paper. 
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In these circumstances it seems wise for some attention to be devoted 
to tax considerations that might at first glance be dismissed as merely 
technical. This attention to details is necessary, not only because the 
details may be crucial in the consideration of the new bill, but also 
because there are an appreciable number of features in our present 
tax framework which are inconsistent with the objective of our Gov- 
ernment to facilitate private investment abroad. The removal of any 
substantial number of these inconsistencies from our tax system would 
greatly increase the fairness of the system and at the same time would 
remove important impediments to private United States investments 
abroad. 


Tue Neep To Remove Tax Impepiments to Private INVESTMENT 
ABROAD 


An attempt is made below to describe briefly the principal incon- 
sistencies in our tax law which deter private investment abroad. In 
each case a remedy is proposed. In most cases the remedy would make 
generally available the tax treatment already available to those tax- 
payers who can make the requisite choice in the corporate vehicle for 
their activities abroad. In most cases it would not be necessary to 
revise existing provisions of the law; rather it would be necessary 
merely to supplement existing provisions with additional provisions. 

The remedies suggested would bring our law closer to the desirable 
state in which the same tax is imposed on a given economic operation 
whether that operation is conducted through a corporate division, 
through a domestic subsidiary corporation, or through a foreign 
subsidiary corporation. 


1. THE PROBLEM OF THE TAX TREATMENT OF INCOME FROM EXPORTS 


“For purposes of needed tax changes, what should be considered to 
be income from abroad?” This was the question that confounded the 
House last year and that prevented the reform in the tax treatment of 
even that income which was clearly from abroad. 

There are probably some basic disagreements on this question since 
some exporters would argue that all their income should be treated as 
income from abroad. Nonetheless, the problem last year was one of 
technical detail rather than of principle, since there was general agree- 
ment in the legislative and executive branches that income from ex- 
ports should be treated as income from abroad for the purposes of the 
proposed tax reliefs only to the extent approximately that the income 
resulted from risk, that is to say, investment abroad. 

As was noted earlier in the joint factual paper, there are three prin- 
cipal methods by which income related to exports may be qualified as 
income from abroad under present law and regulations. All three 
methods require at least that the sale take place in such a manner that 
title to the products passes abroad. Of the three methods, the one 
which normally would in practice qualify the largest percentage of 
income as income from abroad is for the United States producer to 
sell his products to a subsidiary corporation before those products are 
sold abroad. 

In the Treasury view this present system of classifying income from 
exports as income from abroad is satisfactory so long as the tax conse- 
quences of such a classification are limited, as they are under present 
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law. The Treasury position is, however, that the peace 96 recom- 
mendations cannot be applied to all income from abroad if a large 
proportion of income related to exports is to be considered income from 
abroad. The Treasury is opposed in principle to tax benefits for in- 
come from the simple activity of selling goods for a foreign destina- 
tion when the United States exporter is not really involved in the 
foreign economy. This position on principle may be buttressed in the 
Treasury view by compelling revenue considerations. For a recent 
vear the total United States tax revenue from income from investments 
abroad was estimated to be on the order of $200 million. The tax reve- 
nue from income related to exports was estimated to be in the neigh- 
borhood of $800 million. There might be a current revenue loss of a 
good proportion of this latter sum if export income could in practice 
be qualified as income from abroad merely by the organization of sub- 
sidiaries. For this reason the Treasury proposes in the new tax bill 
to set up, in effect, a separate and new set of definitions of what is 
income from abroad for purposes of the tax benefits recommended. 

The Treasury bill would disqualify from its benefits the income 
from any foreign subsidiary corporation or any branch operating 
abroad if that income was derived to any extent from the wholesaling 
of goods other than those produced abroad by that corporation or 
that branch or by an affihate abroad. An affiliate would be defined 
as another branch or another foreign subsidiary of the parent United 
States company receiving the income in question. ‘These provisions 
would certainly exclude all income from exporting from the United 
States for wholesale abroad, and they would do far more. All the 
income from a million-dollar investment in a comp: iny abroad would be 
disqualified if that company sold at wholesale even $1 worth of goods 
produced in the United States. The income would still be disqu: alified 
if that dollar’s worth of goods were bought from a stranger who pro- 
duced it abroad. The income would even be disqualified if the dol- 
lar’s worth were produced abroad by an affiliated United States cor- 
porate subsidiary, for the bill would recognize only affiliated foreion 
corporations. Tt is understood that the Treasury now feels that the 
exclusion of the income derived from the selling of products pro- 
duced abroad by affiliated United States corporations was a drafting 
error. It is to be hoped that this error will be corrected. But, even 
with this one restriction removed, it seems doubtful that the remain- 
ing array of restrictions on the wholesaling business are necessary 
toa fair and workable definition of income from abroad. 

At the same time it is not easy to be satisfied with some of the simple 
alternative solutions which have been most often discussed. Some 
have suggested that any income from a permanent establishment 
abroad should qualify. While a permanent establishment should 
probably be a necessary condition for qualification, it may not be 
felt to be a sufficient. condition by itself, since some have contended 
that a small nominal office could always be set up if enough income 
were at stake and the Treasury would have a hard time deciding when 
that office was substantial enough to be called an establishment. 
ae have suggested that the payment of income tax abroad should 
he sufficient grounds for qualification, but again the contention has 
been made that if sufficient income were at stake, the payment of 
nominal foreign tax might possibly be arranged. Finally, others 
lave suggested that a workable distinction between export income 
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and investment income is not feasible and that, therefore, all export 
income should qualify at least for deferment of United States tax. 
Of course this last suggestion may not be acceptable to the Treasury 
from a revenue point of view. In support of the suggestion it is 
argued that United States firms simply selling abroad now from a 
United States office would be encouraged to invest abroad since the 
tax on their income could be deferred only so long as they reinvested 
the income abroad. The deferment would be a particular significance 
to such firms since, unlike investors abroad, they do not normally pay 
foreign taxes at all. However, any provisions to inergase investment 
abroad should be available generally and not just to those who happen 
to be purely in the export business. There is a likelihood, moreover, 
that some exporters would use a large proportion of their retained 
earnings, not for the usual type of investment abroad, but rather 
for the financing of existing or expanded exporter credits. Possibly 
an existing institution, the Export-Import Bank, should be used for 
such exporter credit assistance as the United States Government sees 
fit to provide. It is true, undoubtedly, that tax deferment for all 
exporters would lead to some new investment abroad, but it would be 
preferable for tax reliefs to be given, not on the chance that some 
investment will be made, but rather to the extent that investment is 
actually made. This is the basis of the two alternative proposals to be 
put forward here. , 

While these proposals differ from the text of the Treasury’s new 
bill, they are in accord with and would implement the Secretary’s 
statement of principles which should govern the definition of income 
from abroad. “It would not be desirable or wise for this country to 
subsidize exports.” “Small businesses should have the same potential 
advantages as large businesses.” “The standard selected should not 
be subject to manipulation.” 

To embody these principles the new bill should be amended to pro- 
vide that, for the purposes of the tax changes proposed in the bill 
and in the absence of an independent method of determining the 
portion of income which is from abroad, the portions of a company’s 
income which is from the United States and from abroad should be 
determined by reference to the relative extent to which the income is 
attributable to expenses in the United States by a permanent establish- 
ment in the United States and to expenses abroad by a permanent 
establishment abroad, The relevant foreign expenses would include 
the costs of the maintenance of inventories abroad, of foreign sales 
forces, of advertising abroad, of services and supplies required in 
processing goods abroad, and of the depreciation and interest on plant 
and property abroad. In a direct manner these are the expenses 
giving rise to the foreign income. Comparable domestic expenses 
would give rise to domestic income. A comparison of such expenses 
can give a rough but adequate indication of the relative extent to 
which a company’s income has resulted from the assumption of risk 
at home and abroad. 

To be more specific, one satisfactory way to treat the income from 
wholesaling abroad of products made in the United States would be 
to classify an entire income stream in accordance with its predomi- 
nant nature. If only minor foreign expenses were incurred in sending 
United States goods abroad, then none of the resulting income would 
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be considered to be from abroad. If, on the other hand, substantial 
foreign expenses were incurred, then the whole of the income would 
be from abroad. Under this system there might be some difficult 
borderline cases but the nature of most income would be easily de- 
termined. 

Alternatively, a formula might be employed to give a more exact 
determination; income from wholesaling United States products 
abroad would be divided between the domestic and foreign classifica- 
tions in proportion to the domestic and foreign expenses involved in 
producing the income. For the purposes of the formula the purchase 
price of goods to be resold would not be included in the expenses. 
The use of the formula would involve somewhat more paperwork 
than the alternative method, but the formula would avoid the possi- 
bility that the necessity or lack of necessity for large tax payments 
would turn on the difficult interpretation of how much is “substan- 
tial.” If a formula is to be wool a new provision is needed. The 
rarely used formula now in the tax regulations gives disproportionate 
weight to the sales element and no weight at all to expenses abroad. 

The alternative suggestions provide workable equivalents in the 
international field for the apportionment formulas in general use by 
the States within the United States. In various combinations the 
States make use of the elements of property, payroll, sales, and manu- 
facturing cost within a State as the determinant of the percentage of 
a company’s income which is subject to tax within the State. Each of 
these elements is given recognition in a theoretically justifiable manner 
in the suggested approaches. 

The approaches would not qualify as income from abroad the income 
from selling goods to a foreign destination without any substantial 
form of foreign investment being involved in the process. At the 
same time the approaches would not disqualify investment income just 
because it was earned by a company that also had some export income. 
The approaches would also void discrimination against the business 
of wholesaling. They would, moreover, avoid putting the United 
States Government in the inconsistent position of setting up a tax 
incentive for companies operating abroad to shun buying from com- 
panies producing in the United States. 


2. DISCRIMINATION AGAINST THE BRANCH OF A UNITED STATES CORPORATION 


A second inconsistency in our law is a form of discrimination 
against the corporation which operates abroad through branches of a 
United States company. Such a corporation is taxed currently by the 
United States on its income from abroad. The same company could 
not be taxed by the United States on its foreign earninys if it chose to 
carry out the same foreign business through a foreign corporation 
which retained its earnings in the foreign business. A1l other factors 
being equal alert managements would undoubtedly choose the latter 
form. But sometimes, for reasons not relevant to United States tax 
policy, there are overriding reasons why a company cannot make the 
choice. Foreign government policies toward domestic corporations 
may, for example, prevent the choice. 

Another reason is that there sometimes are, as will be discussed in the 
next section, other United States tax disadvantages to operating 
through a foreign corporation. It has even been suggested that there 
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are tax advantages and disadvantages to each form and that the in- 
equities in each form should be kept to counterbalance its advantages. 
Bad as this reasoning is in general, it is worse when specific cases are 
considered since often the advant: iges and disadvantages of a particu- 
lar form do not apply to the same ‘industries. No satisfac ‘tory reason 
has been put forward why United States law should discriminate 
against United States corporations operating abroad. 

“On this account, Secretary Humphrey recommended to the Con- 
gress in July that, in line with the President’s recommendations, per- 
mission should be granted for United States corporations to defer 
paying the United States tax on the foreign income of their branches 
until that income “is finally repatriated.” Unfortunately, the text 
of the Treasury’s bill falls far short of an attempt to remove the dis- 
crimination in favor of the foreign corporation by permitting the tax 
on the income of a branch to be deferred to the same extent as the 
United States tax on the income of a foreign subsidiary. The new 
kill would allow the United States tax on foreign branch income to be 
deferred only so long as that income is invested in the country where 
earned or in— 
assets having a temporary situs within any other foreign country if such assets 
* * * will be transmitted in due course to the foreign country in which the * * * 
branch is situated. 

Such restrictions cannot be applied - the investments of a foreign 
subsidiary. Why, then, should they be applied to a United States 
branch abroad? If a foreign subsidiary operating in an underdevel- 
oped country wishes to keep its working cash balances in a London 
or New York bank, United States law doesn’t try to impose a tax 
penalty. It is not clear that a penalty wouldn’t be imposed under 
the wording of the Treasury bill if a United States branch abroad 
tried the same thing. Similarly, a subsidiary corporation in Canada 
can freely invest its earnings in one of its subsidiaries in Latin 
America. Why should not a Canadian branch of a United States 
corporation be equally able to invest in Latin America ? 

To eliminate these inconsistencies, the Treasury’s bill should be 
amended to provide that a United States corporation should not be 
required to pay tax on its income from abroad until that income is 
used by the corporation in its domestic operations or for the payment 
of dividends to its stockholders. 


3. DISCRIMINATION AGAINST THE FOREIGN SUBSIDIARY OF A 
UNITED STATES CORPORATION 


In the joint paper it was noted earlier that there is in our present 
tax law a form of discrimination against those United States firms 
which are required to conduct their foreign operations through sub- 
sidiaries incorporated abroad. For these United States companies 
it is slight consolation to know that there are, as noted in the pre- 
vious section of this paper, attractions in the use of foreign subsidi- 
aries for other companies which are interested in large-scale reinvest- 
ment of their foreign income. Sometimes United States firms are 
more concerned about the prospects of sizable operating losses abroad 
than with the possibility of supplementing a large initial investment 
with reinvestment of earnings. These firms are, therefore, put at a 
disadvantage when foreign governments require them to operate 
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through companies incorporated locally ; their operating losses abroad 
in foreign subsidiaries cannot be deducted currently from taxable 
United States income as they could be if the use of foreign ra 
were allowed. In addition, United States tax law has imposed an- 
other disadvantage by denying the use of two tax allowances employed 
in the calculation of the taxable income from investments by branches 
in the minerals field. In determining the taxable income from a for- 
eign corporation for United States purposes, there is not only a dis- 
allowance of current United States deductions for some development 
expenses and of percentage deductions for depletion of mineral de- 
posits, there is also a negation in some cases of these allowances when 
allowed by foreign governments. 

It seems unfortunate that United States law should serve to offset 
depletion provisions which foreign governments after careful study 
may have modeled on the provisions in United States law. It seems 
especially unfortunate when it is realized that the provisions may be 
fully applicable to foreign competitors. Moreover, it seems unfair 
that tax deductions generally allowed under United States law and 
used in the calculation of the taxable income of branches operating 
abroad should not enter into the calculation of the United States tax 
to be paid on income from foreign subsidiaries. Possibly the income 
of a foreign subsidiary should be calculated with full use of the de- 
pletion deductions provided in United States law for the purpose of 
determining what portions of the subsidiary’s distributions should 
be taxed by the United States as ordinary dividend income. 

Alternatively, on a broader basis, to remedy this discrimination 
against United States companies operating abroad through foreign 
subsidiaries, serious study should be given to the desir ability of amend- 
ing United States law to provide the possibility for U nited States 
companies to consolidate their domestic incomes and the income of 
selected foreign subsidiaries for United States tax purposes. This is 
one of the recommendations put forward by the Randall Commission 
last year. United States law already provides for inclusion in United 
States consolidations of subsidiaries formed in Mexico and Canada 
to comply with the requirements of local law. Possibly this geo- 
graphic limitation should be removed. Also, because the need for 
foreign incorporation sometimes arises from foreign governmental 
attitudes rather than from positive legal requirements, the permission 
to consolidate should probably be available whether or not foreign 
incorporation is legally required. Of course, United States companies 
should not be allowed to defer United States tax for a number of 
years on the income of a foreign subsidiary and then to consolidate 
and to deduct a current loss from United States tax when a bad year 
comes along. Rather, consolidation when elected for a foreign sub- 
sidiary should apply equally to the income or loss of the current year 
and all previous years for that subsidiary. Under reasonable regula- 
tions, however, a company should be allowed to discontinue an election 
to consolidate the income of any particular foreign subsidiary. 

Permission for consolidation as described would remove to a con- 
siderable extent the present discrimination against foreign subsid- 
iaries. The new tax bill takes no steps in this direction. On the 
contrary, the new bill would aggravate the situation by extending 
some of the disabilities of foreign subsidiaries to the branches of 
United States corporations. A corporation which wishes to have any 
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of the benefits of the new tax bill for the income of its branches would 
be required to “elect” to have those branches treated as foreign sub- 
sidiaries. The bill states, “Any deduction allowed by this subtitle in 
the case of a domestic corporation shall not be allowed, if such deduc- 
tion would not be allowed in the determination of the earnings and 
profit of a foreign corporation.” For this discrimination against 
United States companies employing foreign subsidiaries or segregated 
foreign subsidiaries there seems to be no justification. At the very 
least the bill should be amended by striking out the offending clause 
which has been quoted. As pr esently drafted the Tre: usury bill would 
introduce inconsistent provisions into the United States tax law. 
United States Western Hemisphere trade corporations, whose income 
has the benefit of a 14 point tax rate reduction, have never been denied 
the full depletion deductions allowed by U nited States law. The 
Western Hemisphere provisions have proved to be a success in en- 
couraging private investment abroad. In carrying out the United 
States policy y to encourage investment on a broader ‘basis, the United 
States Congress should not now restrict the Western Hemisphere type 
provisions but rather should extend those proven provisions to other 
areas. 


4. THE CANCELLATION OF FOREIGN TAX INCENTIVES 


It is now generally recognized that the United States tax system 
operates to cancel tax incentives introduced by foreign governments 
for the purpose of attracting private investment from abroad. When 
foreign tax rates are lowered the effective rate of United States tax 
is raised since there is less foreign tax to credit against United States 
tax. It is probably not so well known that, as explained in the back- 
ground paper, the United States tax system may even convert a for- 
eign provision for accelerated amortization into an increase in the 
total tax burden on a United States investor. This operation of the 
United States tax system results in direct harm to foreign govern- 
ments, by blunting their incentive programs, and in direct harm to 
United States investors, by taking away the opportunities pu 
fully created by the incentive programs. Indirectly, United States 
investors and the United States Government are harmed to the cient 
that foreign governments are encouraged to increase their tax rates 
and, therefore, their percentage share of the total taxes paid by United 
States private investors 

In an attempt partially to alleviate these results, Secretary Hum- 
phrey announced at the Rio Economic Conference last year that the 
United States Government was willing to consider modifying the 
United States tax system by treaty in particular cases to provide that 
the effective United States tax rate on income from investments in a 
country would not be raised when that country lowered its tax rate 
for a limited period to attract investment. To date, no such treaties 
have been negotiated, and where incentives are necessary, foreign 
governments and United States firms are still left to find methods 
which the United States Government does not tend automatically to 
counteract. 

Quite possibly the announced program of alleviation of United 
States tax by treaty will continue its lack of success. In the past 
the United States has been able to negotiate tax treaties, with few 
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exceptions, only in the more developed countries. The governments 
of the underdeveloped countries have been unsympathetic to tax 
treaties for a number of reasons. Most important, perhaps, has been 
their unwillingness to appear to condone the United States tax sys- 
tem, which, in their view, unjustly taxes income having its source in 
their countries. 

Because of the importance of the relief to United States objectives, 
and because of the poor prospects of the treaty approach, United 
States law should be amended to provide automatically that effective 
United States tax rates will not be raised to offset foreign investment 
incentive programs which meet certain criteria. 


5. THE DISALLOWANCE OF TAX CREDIT ON SMALL HOLDINGS ABROAD 


United States corporations which are primarily producing or man- 
aging companies sometimes have funds available for considerable 
periods of time for investment in corporations which are not to be 
controlled or managed as a result of the investment. Present tax 
law erects a barrier which deters such investment from going into 
foreign corporations. The Revenue Code states that a United States 
corporation must own at least 10 percent of the voting stock of a 
foreign corporation if the United States corporation is to receive 
credit for its pro rata share of the foreign income taxes paid by the 
foreign corporation. As a result, a United States corporation receives 
no credit for foreign taxes paid by a foreign corporation whose shares 
are bought as a portfolio investment. By contrast, an 85 percent 
credit would be received in effect on a comparable portfolio invest- 
ment in a United States company. Double taxation thus puts a pre- 
mium on investment in United States companies. 

This discrimination seems contrary to the expressed United States 
policy to encourage investment abroad. To remedy the situation, a 
United States corporation should be allowed credit for foreign taxes 
paid by foreign companies in which it has invested, regardless of 
the percentage of ownership, so long as reasonable reports required 
by the Treasury are submitted. This is the same recommendation 
which was given to the President by the Randall Commission last 
year. 

6. THE DENIAL OF CREDIT FOR FOREIGN TAXES PAID BY 
‘““GREAT-GRANDCHILDREN ” 


Under the restrictive conditions which have just been noted, a 
United States corporation is now allowed to credit an appropriate 
share of the income taxes paid by a foreign corporation. The income 
taxes paid by a foreign colliery of the foreign “child” corporation 
may also be credited by the United States parent if the “grandchild” 
is owned to the extent of at least 50 percent. No provision is made, 
however, for the crediting of the income taxes of a foreign “great- 
grandchild” corporation even if it is beneficially owned 100 percent 
for the United States parent company. 

The exigencies of dealing with foreign government laws and with 
foreign minority interests sometimes makes it desirable to create for- 
eign “great-grandchildren” or even more distant descendants. There 
seems to be no reason to penalize firms which find themselves in this 
position. For this reason United States law should be amended to 
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allow credit for taxes paid by “great-grandchildren” corporations 
so long as reasonable reporting c onditions established by the Treasury 
are fully met.. This change would remove an additional undesirable 
influence of the United States tax system on the choice of corporate 
vehicle to be used by United States businessmen in their operations 
abroad. 


THE AVOIDABLE WASTE 


The six recommendations which have been given would contribute 
to a reduction in the enormous and avoidable waste in those man- 
agerial, legal, educational, and governmental talents which are now 
devoted to study of the complex tax aspects of the alternate forms 
in which corporate investment abroad may be made. At the same time 
these recommendations would remove serious inequities and impedi- 
ments in the United States tax treatment of income from abroad. 
These recommendations are an important supplement to the rate reduc- 
tion which should be the central element in the reform of the United 
States tax code as it relates to foreign investment. 


Tue N&ep For A GENERAL RATE REDUCTION 


Last year President Eisenhower and the Committee on Foreign Eco- 
nomic Policy both recommended that there should be a reduction in 
the rate of United States taxation on income from investment abroad. 
The recommendation was adopted by the House and, as Senator 
George has said, would have been adopted by the Senate but for some 
technical difficulties. This year the President has resubmitted his 


recommendation, and in July Chairman Cooper introduced a bill 
drafted by the Treasury to implement the recommendation. There 
are defects in the drafting of the bill but its basie principle is right. 
Adoption of the President’s recommendation in the next session of 
Congress is in the general interest for several reasons. 


IN FAIRNESS TO THE INVESTOR 


In fairness to the United States firm which invests abroad the 
change is needed. In Secretary Humphrey’s words, “The purpose of 
this recommended legislation is to facilitate the investment abroad 
of capital from this country. At present, our business firms are at a 
disadvantage in countries with lower taxes than our own when they 
have to compete with local capital, or capital from countries which 
impose lower taxes on foreign income than we do.” The granting of 
the recommended tax credit equal to 14 percent of the taxable income 
from abroad would reduce the disadvantage of the United States 
investor. 

The change is also needed to remove a competitive disadvantage of 
some United States investors in relation to other United States in- 
vestors. The recommended rate reduction is now available to some 
United States companies which are able to conduct their foreign 
operations through United States Western Hemisphere trade corpo- 
rations. But such corporations may operate only in the Western 
Hemisphere. This geographic limitation arose in 1942 at a time when 
large areas outside the Western Hemisphere were under enemy occu- 
pation. The discrimination should now be removed. 





FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 755 
IN THE INTEREST OF UNITED STATES ECONOMY 


The rate reduction is clearly in the interests of the United States 
economy in several ways. 

Secretary Humphrey recognized one important way when he wrote 
Mr. Cooper, “Foreign countries are also under an incentive to in- 
crease taxes on United States enterprises up to the level of United 
States tax rates.” The resulting increases in foreign taxes sometimes 
do not hurt the United States enterprises very much but the in- 
creases always do hurt the United States Government and United 
States economy by reducing the United States share of the proceeds of 
a profitable venture abroad. Because of this incentive for foreign 
vate increases, there might well develop a long-run tendency for 
the already small revenue from United States taxes on corporate in- 
come from investment abroad to disappear if the present tax system is 
unchanged. A corporate rate reduction now could actually serve to 
increase the total revenue in the long run by increasing the revenue 
from the personal taxation of income which had its origin in an 
increased United States share of income earned abroad. 

By removing the competitive disadvantage of United States firms 
operating abroad, the rate reduction will also aid the United States 
economy by allowing United States firms to undertake potentially 
more profitable investments. 

Finally, and most importantly, a rate reduction will benefit the 
United States economy by facilitating investments which will provide 
the United States with the most economical supplies of those basic 
industrial raw materials which the growing United States economy 
will find it increasingly necessary to buy from abroad. United States 
investors should not be hi ampered in placing their skills and resources 
at work in the productive expansion of the other areas of the free 
world. Of course, the tax changes should not be such as to induce 
United States firms to transfer their operations from the United 
States to foreign countries just in order to rec ‘eive tax benefits. This 
eventuality was guarded against in last year’s bili by a provision that 
the tax benefits would not apply to a company whose gross income 
was derived to the extent of 25 percent from the sale of articles manu- 
factured in the foreign country and intended for use in the United 
States. This 25 percent was, if anything, too low a figure and created 
the danger of forcing foreign investors to engage in the uneconomic 
transport of unfinished materials to the United States. The new bill 
has, unfortunately, lowered the percentage to 10 percent and would 
build a hidden tariff into the Revenue Code. This provision of the 
new bill should be amended in the interests of the United States 
economy. 


TO PROMOTE THE ECONOMIC STRENGTH OF THE FREE WORLD 


The overriding reason why a rate reduction is needed with such 
urgency at the moment is the importance of an increased flow of 
United States private investment abroad to the security of the United 
States and the free world. In the words of the President’s message 
to Congress this year: 

The Nation’s enlightened self-interest and sense of responsibility as a leader 
among the free nations require a foreign economic program that will stimulate 
economic growth in the free world through enlarging opportunities for the 
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fuller operation of the forces of free enterprise and competitive markets. Our 
own self-interest requires such a progri Am) because (1) economic strength among 
our allies is essential to our security; (2) economic growth in underdeveloped 
areas is necessary to lessen international instability growing out of the vulner- 
ability of such areas to Communist penetration and subversion * * *, In that 
light, the flow of capital abroad from our country must be stimulated and in 
such a manner that it results in investment largely by individuals or private 
enterprises rather than by government. 


TAX INCENTIVES AND FOREIGN INVESTMENT 
By Ira T. WENDER 


If the premise is accepted that the United States Government ought 
actively to encourage private foreign investment, tax incentives are 
clearly one of the principal methods available to the Government. As 
section 5 of the joint paper indicated, there is general agreement 
among the panel members that deferral of United States tax on quali- 
fied foreign income would be a desirable incentive and on how quali- 
fied foreign income should be defined. Many believe that, in addi- 
tion, qualified foreign income should be subject to a 38-percent rate of 
United States tax instead of 52 percent. This paper will discuss 
briefly these three aspects of tax measures to encourage foreign invest- 
ment. 

QUALiFIED FOREIGN INCOME 


To a considerable extent, the question of what foreign income should 
qualify for special tax treatment is a revenue problem. If income 


from export sales is included, the United States receives now proba- 
bly in excess of $1 billion in revenue from taxes on foreign income. 
Of that sum, about $200 million is from investment and $800 million 
from export. Accordingly, a reduction in the rate of tax on all for- 
eign income to 38 percent might cost over $350 million in revenue. 
Since in many countries tax rates exceed 38 percent, it can be assumed 
that $150 million of taxes now collected on income from investments 
would be lost plus about 25 percent of the $800 million of revenue from 
export income, 

To eliminate this revenue loss, the Treasury in 1954 and again in 
1955 offered legislation which attempted to restrict the foreign income 
qualifying for the incentive to that derived from activities other than 
the sale abroad of goods manufactured in the United States. That 
legislation is unsatisfactory. Not only is income from export ex- 
cluded, but so is much of the income from foreign investment. 

The basie difficulty of the approach adopted by the Treasury is that 
it fails to take into account the varieties of ways in which business is 
done abroad by companies. A typical American investor will have 
a foreign subsidiary which manufactures 1 or 2 of its products, as- 
sembles another, and acts as a distributor of several other products 
manufactured by the parent company in the United States. More- 
over, the investor’s income will not be derived entirely in the form 
of dividends. If patents or processes are involved in manufacture, 
or if trademarks or trade names are valuable, royalties will be re- 
ceived. In addition, fees are often charged the subsidiary for techni- 
cal, management, and research services. It is patently impossible to 
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divide such a business unit for tax purposes and apply differing tax 
treatment to the parts. 

In contrast, the approach recommended by this panel recognizes that 
business activities abroad are conducted in a variety of ways and does 
not attempt to impose artificial restraints on methods of foreign busi- 
ness operation. The determination of qualified foreign income would 
be based on the expenses incurred in earning the income. As a result, 
all types of income from foreign activities other than the sale abroad 
of goods manufactured in the United States would clearly qualify. 
In the case of sale abroad of United States produced goods, the in- 
come would be apportioned in a fairly eudiebie way into its foreign 
and domestic components. While much export income would quality, 
the extent of its qualification would be in proportion to the amount 
of risk assumed abroad by the exporter. 

It is submitted that the approach suggested by the panel would be 
satisfactory to most business groups and would protect the Treasury 
against revenue loss on income which had no greater connection with 
foreign activities than mere passage of title abroad. 

The extent of the revenue loss, of course, depends on the type of 
incentive selected. The balance of this paper will deal with the two 
main types of tax incentives which have received support. 


Tax INCENTIVES 


As the joint paper indicates, recent public discussions of tax incen- 
tives have centered on deferral of tax and rate reduction. The panel 
members who prepared the joint paper were in agreement on the de- 


sirability of deferral. Opinion was not unanimous, however, on rate 
reduction. 
DEFERRAL OF TAX 


Deferral of tax means that United States tax would be imposed on 
foreign income at the time it is brought back for use in the United 
States, rather than at the time it isearned. Accordingly, profits from 
one country could be invested in another country without first being 
reduced by United States tax. 

As an incentive, deferral has the unique advantage of giving benefits 
only to those who are expanding abroad. Such companies could take 
profits on which substantial United States tax was due and defer the 
payment of that tax by reinvesting the money abroad. The actual 
cost of a new investment thereby would be reduced by the amount of 
the tax deferred. On the other hand, a company which was currently 
withdrawing all of its foreign earnings would not benefit, since in that 
event the income is subject to United States tax. 

Recent research in the field of foreign investment? indicates that 
deferral would be an effective incentive to increased foreign invest- 
ment. Most companies prefer to expand abroad from foreign earn- 
ings instead of hacuds new dollar investment. If foreign profits 
were not first reduced by United States tax, more capital would be 
available for expansion. Further, the fact that withdrawing funds 
from abroad would result in United States tax might encourage some 
companies to examine the possiblities of new investment opportunities. 


1 Barlow and Wender, Foreign Investment and Taxation, Prentice-Hall, New Jersey, 1955. 
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The techniques by which this deferral could be accomplished will 
not be discussed here. Most proposals have suggested the establish- 
ment of a domestic subsidiary to engage in foreign business. The 
United States income tax of that subsidiary would be deferred until 
it made a distribution or a loan to its parents. Technically, legislation 
of this type would not be difficult to draft. 

The revenue loss through deferral would be proportional to the new 
investment which it stimulated. If it did not operate as an incentive, 
the revenue from foreign source income would not be seriously 
affected. 


RATE REDUCTION 


The case for an incentive by means of a rate reduction is not as 
strong as that for deferral. Where deferral gives a benefit only if 
foreign investment is increased, a reduced tax rate benefits investors 
that are contracting or failing to expand their foreign holdings. 
Thus, as an incentive it is unselective in its effect. 

The incentive effect of a rate reduction is open to question, while 
the fact that it would result in a revenue loss is certain. As de- 
scribed in section 8 of the panel’s joint paper, the study made by 
Mr. Barlow and me of the relationship of taxation to foreign invest- 
ment disclosed no cases in which a decision against a specific foreign 
investment opportunity would have been reversed even if no United 
States tax were imposed on the income. 

While this conclusion at first seems startling, an examination of the 
reasons companies invest abroad supports the fact that United States 
taxation is not a substantial factor. Investments are made not because 
it is more profitable to invest abroad than to invest in the United 
States. Rather investments are generally made to maintain a market 
which can no longer be supplied by exports from the United States. 
Threats to the market may arise from high tariffs, exchange controls, 
import quotas, or local competition. Faced by these threats, a com- 

any must then decide whether the market is sufficiently large and 
fos enough potential for growth to support partial manufacture in 
the country. Compared to uncertainties like the size of the market 
and the cost of manufacture in a foreign country, the role of United 
States taxation is slight. 

In addition to the argument that rate reduction is required as an 
incentive, it is also often urged that American companies are at a 
competitive disadvantage abroad because of United States taxes. It 
should be pointed out that the force of this argument depends upon a 
number of assumptions. For the disadvantage to be operative the 
non-American investor must require no higher a rate of return than, 
and have the same cost structure as, the Saakeie investor. More- 
over, it is also necessary to assume that the non-American investor 
is not subject to tax in its home country. Ifthe American investor is a 
more eflicient producer, the additional tax would not result in a disad- 
vantage. Similarly, an American firm is not at a disadvantage if it is 
satisfied with a lower rate of return than the non-American investor. 
Finally, not all other capital-exporting countries exempt foreign in- 
come. The United Kingdom, which next to the United States is the 
largest exporter of capital, taxes foreign income. Sweden taxes for- 
eign income and does not allow a tax credit. France taxes dividends 
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from foreign subsidiaries, but exempts income of branches. Canada, 
on the other hand, exempts dividends of 25-percent-owned foreign 
subsidiaries and in some cases taxes branch income. The Nether- 
lands and Belgium do generally provide more favorable treatment 
for foreign income than does the United States. In view of these 
factors, the scope of the competitive disadvantage may be far less 
broad than has been suggested. Moreover, American firms have ex- 
perienced great success abroad which suggests that the competitive 
disadvantage is more theoretical than real. 

It is sometimes said that rate reduction is justified by the greater 
risks in foreign investment. Within the United States the risks vary 
in different geographical sections and in different industries. Yet it 
has not been suggested that the cure for these differences in risk is to 
vary the rate of tax on a geographical or industrial basis. The prece- 
dent set by a rate reduction based on risk would be most unfortunate. 

Finally, while it is undoubtedly true that the United States system 
has in a few instances and in certain industries encouraged foreign 
countries to raise rates, this is not a problem for the majority of foreign 
investors in most of the countries of the world. This may be a justifi- 
able criticism of a system based on allowing credit for foreign tax, but 
it does not justify a rate reduction. As long as there is any United 
States tax on foreign income and credit is allowed for foreign taxes, 
foreign countries can raise their rates to the level of the United States 
tax to take advantage of the higher United States rate. The only 
solutions to this problem would be to eliminate United States tax on 
foreign income or to abolish the foreign-tax credit and substitute a 
nominal rate of tax on foreign income. 


TAX POLICY TOWARD INCOME EARNED ABROAD 


Roy BLover 


A substantial increase in the volume of United States private in- 
vestment and business operations abroad, if placed in the right coun- 
tries and the right industries, could make an important contribution 
to accelerating the economic development of friendly but underdevel- 
oped countries. If the further easing of the taxload on income earned 
abroad gave reasonable promise of bringing about such an increase in 
investment, the action might be justified as a method of implementing 
the foreign economic policy of the United States, despite the resulting 
revenue loss. The revenue loss would arise from granting the tax 
benefits to the income on the large volume of already outstanding pri- 
vate investment, much of which is in such areas as Canada and Western 
Europe, which are not usually thought of as underdeveloped, and in 
industries—for example, the petroleum industry—which seem to be 
doing rather well under existing law. 

' 1 As of 1954 the accumulated total United States direct investment abroad was $17.7 
billion; of this amount, $5.9 billion, or one-third, was in Canada, and $2.6 billion in 
Vestern Europe. Of the $9.2 billion invested in the rest of the world, two-fifths was in 
the petroleum industry. In 1954 the earnings on United States direct investment abroad 
totaled $2.8 billion; of this amount, earnings in Canada and Western Europe were $0.8 
billion, or a little over one-third. Of the $1.5 billion of earnings in the rest of the world, 
three-fifths were earned by the petroleum industry. The direct investment outflow from 
the United States in 1954 totaled $0.8 billion: of this amount, two-thirds went to Canada 


ind Western Europe and one-third to the rest of the world. (U. 8. Department of Com- 
merce, Survey of Current Business, August 1955.) 
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While some stimulation of the desired investment undoubtedly 
would result from easing the taxload, the studies and figures that have 
come to my attention indicate that in all probability the resulting in- 
crease in investment would be small, in view of the numerous other 
more crucial factors that enter into decisions to invest or operate 
abroad. 

If, as a means of implementing foreign policy, Congress decides to 
grant some further tax relief on income earned abroad, care should 
be taken to apply the relief only to income from investment and ‘opera- 
tions that contribute to the economic development of foreign countries 
and that can actually be stimulated by tax relief. This would mean 
excluding from tax relief income which is derived from the exporta- 
tion of goods from the United States, as distinguished from income 
derived from operations abroad that add to the usefulness of the 
goods. Exporters, of course, perform a highly important function, 
but since the total volume of exports from the United States is depen- 
dent on our policy toward imports and on our governmental grants 
and loans, it would be futile as well as expensive to give tax relief in 
an effort to stimulate exports. While I am not fully satisfied with 
the formula which several of us on this panel have suggested for dis- 
tinguishing export income from investment and operations income, 
this formula seems to be more logical and practical of application than 
any other with which I am familiar. 

If tax benefits are to be granted, I would urge that this be done not 
by reducing rates, but by deferring the payment of the tax until the 
income is distributed or put to use in the United States.” 

Tax deferment is already enjoyed by foreign subsidiaries; extending 
it under appropriate safeguards would remove an existing inequity. 
Tax deferment focuses the incentive on the reinvestment of earnings 
abroad. The stimulus is thus on investment, since the deferment.ends 
when the income is brought home. Tax deferment affords a privilege 
of very substantial value to taxpayers. During the period over which 
the income is reinvested abroad the company is permitted to treat the 
deferred tax as an addition to its capital for the purpose of earning a 
return. If income is left abroad for several years or more, earnings 
on the deferred taxes would be the equivalent of a substantial reduc- 
tion in the rate of tax. Generally speaking, the distinction between 
income from exports and income from investment and other opera- 
tions would not be a very important matter under tax deferment, since 
the exporter ordinarily would wish to have his income for use in the 
United States. 

The objections to using rate reductions as a tax-incentive device 
with respect to income earned abroad seem to me persuasive. Rate 
reductions do not place the incentive at the right point, namely, on 
increasing the investment abroad. They would make very important 
the accurate distinction bet ween income from exports and income from 
investment and other operations. Once the principle of rate reduc- 
tion was accepted, political pressures almost certainly would be ap- 
plied over the years to extend the scope of the income entitled to 
benefits and to decrease the tax rates applied to income qualifying for 


2'The proposal made by Barlow and Wender in Foreign Investment and Taxation (New 
York, 1955) seems to have been worked out rather carefully. 
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benefits. This would not be conducive to a favorable climate in 
which to maintain the strength and integrity of the Federal tax 
system. 


TAX ENCOURAGEMENT FOR FOREIGN INVESTMENT 
JOHN F. COSTELLOE 


In the words of President Eisenhower : 

The flow of capital abroad from our country must be stimulated and in 
such a manner that it results in investment largely by individuals or private 
companies rather than by Government. 

The President has repeatedly recommended two principal means 
for accomplishing this end. One would encourage private foreign 
investment by permitting related income to be taxed at rates some- 
what lower than are applicable to domestic income. The other would 
permit deferral of payment of United States tax on foreign income 
earned by a domestic corporation. 

The new bill would employ both means recommended by the 
President, but in very narrow area, as brought out in the discussion 
under section 4. 

The panel are in agreement that the limits of the new bill are too 
narrowly drawn, and that separate tax treatment should be pro- 
vided for all income resulting from the assumption of risks in eco- 
nomic activities abroad. 

The panel agree that qualified foreign income should get the bene- 
fit of deferral of United States tax until the income is used in the 
United States, but do not agree on whether it should also get the 
benefit of a rate differential. 

I believe that it should get the benefit of rate differential as well 
as the benefit of tax deferral. 

Provisions of present law intended to limit the combined burden 
of foreign and United States tax to not more than would be incurred 
in a purely domestic operation are ineffective all too often. 

Foreign business has commercial and financial risks not encountered 
in domestic business. 

Relatively high United States rates occasion pressure to increase 
foreign rates applicable to United States interests to the point where 
the foreign tax will usually be absorbed by credit against United 
States tax. It would be better to close any gap between United 
States and foreign rates by lowering the United States rate, thereby 
permitting foreign countries to determine their own tax policies free 
from pressure of the United States rate than to have such pressure 
(make foreign rates approximate the United States rate. 

However such views may be accepted, I think it important that 
some progress be made, even if not perfect. The limited incentive of 
deferral of tax on income until it is used in the United States would 
be better than none at all. So also, do I think it desirable that 
Congress make the agreed equitable technical changes set forth in 
section 5, particularly. as to simplification of foreign “holdings. And 
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there should be provision for carrying over unused foreign tax 
credits. 

As a result of differences in views of sovereigns as to when taxes are 
to be imposed, foreign tax credits are often lost despite the best 
efforts of taxpayers to accommodate to those different views. A\l- 
though this matter was not considered by the panel in detail, because 
some members lacked firsthand experience, I consider remedial legisla- 
tion necessary to avoid grave and frequent injustice. 





XV. THE ECONOMIC SIGNIFICANCE OF DEFERRED 
COMPENSATION AND PENSION PLANS 


EQUITY OF TAX TREATMENT OF RETIREMENT 
ALLOWANCES 


HERMAN C., Brecer, Lee, Toomey & KENT, Washington, D. C. 
I. INrRopUCTION 


This paper is concerned with the equity considerations in the tax 
treatment of retirement allowances. That it should be presented 
to the Subcommittee on Tax Policy of the Joint Committee on the 
Economic Report is a healthy factor. Here we can be concerned with 
the simple issue of whether different but comparable classes of tax- 
payers are being afforded equal facilities under the tax laws to 
achieve economic security. Such an inquiry differs in point of view 
from the attitude of certain fiscal committees of the Congress whose 
primary concern is to raise revenue. The question in this instance 
is primarily: “What is right?”—let the tax chips fall where they 
may.” 

II. Tax TreaTMENT oF SAVINGS 


Our first inquiry is, what are the equity considerations with respect 
to the differential in tax treatment of savings by individuals in dif- 
ferent employment circumstances, such as (a) those covered in for- 
mal retirement programs, (b) employed individuals not covered by 
qualified retirement plans, and (c) the self-employed and the profes- 
sional. This necessarily involves a consideration of what tax con- 
siderations, if any, have been granted to each of these classes of in- 
dividuals, 


2 


A. EMPLOYEES COVERED BY FORMAL RETIREMENT PLANS * 


For over 30 years there have been specific statutory provisions for 
the tax treatment to employees of amounts put away for them by their 
employers. While the initial treatment was surprisingly naive in 
its simplicity, the Revenue authorities implemented it with regula- 
tions and rulings which covered most of the tax consequences to the 


1That these problems are not indigenous to the United States is evident from recent 
studies considered in Great Britain. See Report of Committee on Tax Treatment of Pro- 
viding for Retirement, presented by the Chancellor of the Exchequer to Parliament, Febru- 
ary 1954; Journal of Institute of Actuaries, vol. 80, pt. II, No. 355, Cambridge University 
Press, London (1954). 

‘These employees are also covered by social security up to the first $4,200 of their earn- 
ings, all the benefits of which are tax-free (1. T. 8447, 1941-1 Cum. Bull. 191; I. T. 3194, 
1938-I Cum. Bull. 114; I. T. 3229, 1938-2 Cum. Bull. 136). As to the dollar value of 
these benefits if purchased by an individual from an insurance company, see Fager, Retire- 
ment Programs for Attorneys and Accountants, 11 New York University Institute of Fed- 
eral Taxation 1121 (1953). 
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employee and the employer. Since 1942 * the Internal Revenue Code 
has contained highly articulated provisions governing the tax con- 
sequences to employers and employees under qualified retirement 
plans.* 

If an employer establishes a plan for a qualified group of employees; 
the tax consequences are these : The employer gets an immediate deduce. 
tion for the amount so contributed. The employee is not taxed cur- 

rently on the amount so contributed by the employer on his behalf.’ 
The fund (i. e., the trust) does not pay any tax on the income earned 
on the contributions.* When the employee retires, he pays tax on the 
amounts distributed to him in the year he receives them.’ If the total 
amount credited to the account of an employee is distributed in 1 
taxable year on account of his termination of service (whether by rea 
con of severance, retirement, death, or otherwise), it is taxable ‘ap. 
ital gain.” If the total amount is distributed by the qualified in in 
J taxable year on account of the death of an employee, then the first 
$5,000 is exempt from income tax." If the distribution consists of 
stock of the employer corporation, then the unrealized appreciation in 
the value of such stock is not taxed on distribution, but is taxed only 
when, as, and if the stock is sold by the employee.” The vatue of the 
amount contributed by an employer to a qualified plan or trust is not 
subject to estate tax on the death of the employee if paid to a bene- 
ficiary other than the estate.” 

It is obvious that these are extremely valuable tax concessions avail- 
able to an employee who works for an employ er with a qualified retire- 
ment plan. While it is difficult to estimate the exact number of quali- 
fied plans in effect and the number of employees covered at the present 
time, it is estimated that there are about 15 million employees receiv- 
ing benefits under approximately 28,000 qualified plans. 

But these are not the only advanti iges available to an individual who 
isemployed. The corporate executive may be able to secure deferred 
compensation arrangements over and above those provided by social 
security and a qualified privately financed retirement plan. It is be- 
coming increasingly common in the employment pattern of corporate 
executives to adopt contractual arrangements whereby specified 
amounts per annum are credited contingently to the executive while 
he is employed and the amounts so accumulated during his period of 
active employment are distributed to him over a period of time after 




































































8 For description of growth of corpvrate retirement systems in the United States and the 
reasons for such growth, see H. R. Hall, Some Observations on Executive Retirement 13 
(Harvard School of Business Administration, 1953). 

4 Secs. 23 (p) and 165, 1939 I. R. C., as amended by sec. 162 of Revenue Act of 1942; 
secs. 401-404, 1954 I. R. C. These apply not only to plans which are primarily pension 
systems, but also to profit-sharing, stock-bonus, and other plans which provide a method 
of deferring income to the employee. 

5 The statute requires a plan to cover either a specified percentage of the employees or a 
class of employees which does not discriminate in favor of the highly compensated, stock- 
holder, officer, type of employee. Sec. 401 (a) (3) (A) and (B), 19541. R. Cc. 

€ See. 404 (a), 1954 I. R. C. 

7 Sees. 402 (a) and 4038 (a), 1954 1. R. C. 

® Secs. 401 (a) and 501 (a), 1954 1. R. C. 

® Secs. 402 (a) (1) and 408 (a) (1), 1954 I. R. C. 

2 Secs. 402 (a) (2) and 403 (a) (2), 19541. R. C. 

1 See. 101 (b) (2) (B), 1954 I. R. C. 

12 Sec. 402 (a) (2). ae ae ol 

18 See. 2089 (c), 1954 1. R. C. 

4 See P-H Pension and Profit- Sharing Service, Rept. Letter No. 13 (Sept. 30, 1955), 
par. 13.5; P-H Pension and Profit-Sharing Service, Rept. Letter No. 5 (June 10, 1955), par. 
5.3: Rapp, hearings before the Committee on Ways and Means, 84th Cong., Ist sess., on 
H. R. 10 at 51 (1955). 
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he terminates service.” While the tax consequences of such extra- 
statutory arrangements are not spelled out with precision in the In- 
ternal Revenue Code, they are. when properly drafted, etfective to 
siphon off earnings from the period of the employee’s highest earning 
power (when presumably they would be taxed at the highest rate) 
and postpone them to a point of time in which his earnings are less 
and the tax rate is correspondingly smaller.’® 

Furthermore, the top executive of the corporate employer has avail- 
able to him as a compensation device the restricted stock option 
whereby he may acquire an interest in his corporate employer under 
favorable circumstances in which can be converted into a capital gain 
after the expiration of a reasonable period of time." 

Finally, the top executive of a corporate employer has available 
to him a number of other relatively clean-cut devices for securing the 
equivalent of compensation in nontaxable forms. Quite common in 
this regard are group life insurance, group health insurance, a salary 
continuation plan in the event of sickness or nonoccupational injury, 
medical checkups at company expense, legal services provided by the 
company, the use of company-owned clubs or other facilities, etc." 

In short, the present tax laws provide three broad and rather well- 
defined areas for savings by an employee under favorable tax 
conditions : 

First, complete exemption from tax on amounts paid by his em- 
ployer for certain economic benefits—such as health and life insur- 
ance, sickness and hospital plans, ete. : 

Second, a spreading of income along horizontal lines in point of 
time (e. g., by means of qualified deferred plans and individual 
deferred compensation arrangements) so that amounts of compensa- 
tion are deferred from thé current period of highest earnings (and 
therefore highest tax) to future periods of lower earnings (and pre- 
sumably lower tax): and 

Third, a transmutation of what might otherwise be regarded as 
ordinary income into capital gain, with the consequent substantial 
reduction in tax rates—e. g., as a result of restrictive stock options 
and lump-sum distributions from qualified retirement plans. 

It becomes pertinent, therefore, to inquire what the situation is 
with respect to comparable individuals who are self-employed or 
members of partnerships. 


B. THE SELF-EMPLOYED AND PROFESSIONAL 


The self-employed and professional is at a serious tax disadvantage 
so far as saving for retirement is concerned. In the first place, while 
social security has been greatly extended to cover many classes of the 


15 See Lasser and Rothschild. Deferred Compensation for Executives. 83 Harvard Busi- 
ness Review 89 (1955). 

1% See Washington and Rothschild, Compensating the Corporate Executive (revised 
edition 1951) ; Diamond, Tax Aspects of Nonqualified Pension and Deferred Payment Plans, 
32 Taxes 615 (1954); Biegel, Some Deferred Compensation Plans, 3 American University 
Tax Institute Lectures 253 (1951); Bryson and Lefevre, Tax Aspects of Executives’ Com- 
pensation, Monograph, Practicing Law Institute (1955). 

17 Sec. 421, 1954 IRC. See also, articles supra note 16, and Leake, Compensating Execu- 
tives and the Latest in Stock Options, 32 Taxes 488 (1954). 

18 See Biegel, How to Compensate Executive Employees. P-H Tax Ideas, par. 7007 at 
par. 7007.7, and Tax Advantages of Fringe Benefits, P-H Tax Ideas, par. 8014. 
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self-employed,” there are still excluded certain very significant groups 
of self-employed, such as physicians, lawyers, dentists, osteopaths, 
veterinarians, and chiropractors.” 

In the second place, regardless of whether the particular type of 
self-employed or professional is covered by social security, they can- 
not under the present tax laws be covered by a qualified privately 
financed retirement plan. The latter type of plan is available only 
to employees. The individual who operates his business in the non- 
corporate form (e. g., as a proprietorship or a partnership) or the 
professional who cannot operate except in the individual proprietor- 
ship or partnership form cannot qualify as his own employee. Accord- 
ingly, he cannot participate in qualified retirement plans.” 

Moreover, if the individual proprietorship or partnership main- 
tains fringe-benefit programs for its employees, oath as life insurance, 
medical insurance, sick pay, and so forth, the proprietor or partner 
must pay with after-tax money for the portion of those benefits 
attributable to himself. Furthermore, the areas in which they can 
convert any of the earned income into capital gain is extremely narrow 
(and, in the case of the professional, practically nonexistent) .” 

Finally, in view of his status as self-employed, obviously this class 
of taxpayer cannot resort to the extrastatutory type of deferred com- 
pensation contract described above. Instead, the individual pro- 
prietor or partner must report currently his share of the firm’s profits 
whether or not he withdraws them from the business. 

Accordingly, in good years the individual proprietor or partner 

ays a high tax on his earnings; in less prosperous years he pays 
feat tax; but, absent any loss years, the tax laws provide no method 
of averaging the good earning years against the below average years. 
This situation has been described most graphically in a report of the 
committee on taxation of earned income of the section of taxation 
of the American Bar Association for September 1948. Referring to 
the earnings pattern of professional people, the report states: 

Most of these individuals enjoy a parabolic income—after years of training 
with low or no income, the cycle moves slowly upward, flattens out at a peak, 
and then drops more or less sharply as the retirement period arrives. In some 
professions, such as architecture and engineering, this overall parabola is in- 
fected with sharply fluctuating cycles all along the line. In all cases, illness 
generally produces a sharp dip in the parabola anywhere along its course (p. 99). 

It has been estimated that there are about 10 million self-employed 
pee in this country, such as farmers, professional people, shop- 

eepers, and so forth, who cannot secure any of the advantages of 


the tax-favored plans available to employees.” If these people wish 
to provide their own retirement benefits, they must do so without 
any tax deduction or preferential tax treatment for the money set 
aside for that purpose. Obviously, in view of the current tax rates’ 


1” See sec. 201 (c) (5) of Public Law 761 (1954), which included under social security 
for the first time certain classes of self-employed, namely, architects, certified public 
accountants, other ores of licensed accountants, and professional engineers, 

® Sec. 1402 (c), 1954 IRC as amended. 

“27. T. 3268, 1939-1 Cum. Bull. 196; I. T. 3350, 1940-1 Cum. Bull. 64; PS No. 23; 
Rev. Rul. 33, pt. 2 (b) (1), 1953-1 Cum. Bull. 267. See also sec. 1361, 1954 IRC, 
which permits unincorporated businesses to elect to be treated as corporations but pro- 
prietors and partners may not be considered employees for purposes of participating in 
a qualified plen. 

22 See, e. g., Doyle v. Comm’r, 102 F. 2d 86 (4th Cir. 1939): Helvering v. Smith, 90 
F. 2d 590 (2d Cir. 1937); James W. McAfee, 9 T. C. 720 (1947) ; Hat. of Frederic C. 
Bellinger, 5 T. C. Memo Dec. 90 (1946). 

8 See Rapp, hearings supra n. 14 at 51. 
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on individuals, by the time such persons get through paying taxes 
and providing the necessities of life at the current inflationary levels, 
little, if anything is left to put aside for retirement purposes.” 

The plight of the self-employed—especially the professional who 
cannot adopt the incorporated form of doing business—insofar as tax 
equality on savings for retirement is concerned, is a serious one. There 
has been a marked exodus of the younger professional men from the 
field of private practice to that of an employee of a large corpora- 
tion.* One of the major factors accentuating this trend is the in- 
equality in tax treatment available to the professional in private 
practice. 

C. POSSIBLE SOLUTIONS 


What solutions are available to equalize the tax burden on the self- 
employed and the professional ? 

One equalization measure would be to cover these taxpayers under 
social security. As indicated above, this has been done in the 1954 
amendments to the Social Security Act with respect to certain classes 
of self-employed and professionals.** But, rightly or wrongly, law- 
yers and certain other classes of professionals have resisted social 
security coverage.** Even if the remaining classes of self-employed 
and professionals were included in social security, however, that would 
only be part of the answer to the problem. Social security at present 
applies merely to the first $4,200 of compensation. There still remains 
the problem of how to provide supplemental benefits on the balance 
of the self-employed and professional’s income. 

To solve this latter problem several suggestions have been made. 
Since the major discrimination against the self-employed arises be- 
cause of their exclusion from the highly tax-favored provisions of the 
Internal Revenue Code relating to qualified retirement plans, one obvi- 
ous solution is to amend those present provisions of the code so as to 
permit proprietors and partners to participate.** Strangely enough, 
the most articulate objections to this proposal come from one of the 
classes to be benefited—namely, the lawyers.?® Perhaps the most seri- 
ous defect with the proposal is that since most self-employed have few 
or no employees, it would be difficult, if not impossible, to qualify a 
plan for those individual’s under the Internal Revenue Service’s con- 
struction of the applicable statute.” 


*The difficulty individuals will encounter in creating an estate out of income is 
erg te 1 by Lasser and Rothschild, supra, n. 15, at 96. See also, hearings, supra, n. 14, 
at 1383-134. 

% About 73,500 lawyers (35 percent of the profession) are salaried. See report dated 
July 22, 1952, Office of Business Economics, U. S. Department of Commerce; and Fager, 
supra, note 2 at 1124. See also Roberts, hearings before the Committee on Ways and 
Means, 82d Cong., 2d sess., on H. R. 4371, etc., at 25 (1952). 

*6 See note 19. 

2 See Oliver, Lawyers and Social Security: No Need for a Change (40 A. B. A. J. 586 
ents for a recital of the history of the official position of the American Bar Associa- 
tion. 

2 Nicholson, Pensions for Partners: Tax Laws Are Unfair to Lawyers and Firms (33 
A. B. A. J. 302 (1947)); see also, The Association of the Bar of the City of New York, 
Report of the Commission on Taxation (25 et seq. (December 1947) ). 

2 Rudick, More About Pensions for Partners: A Better Solution Than Pension Plans? 
(83 A. B. A. J. 1001 (1947)); Nicholson, Rejoinder to Rudick (33 A. B. A. J. 1005 
(i940). and Silverson, Earned Income and Ability To Pay (3 Tax L. Rev. 299, at 314 

). 
® See statement of Treasury Department, hearings supra n. 25 at 39 et seq. 
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Another solution to this problem was offered by a tax practitioner, 
Harry Silverson, of the New York bar, in an almost casual manner.** 
While the Silverson plan was attacked initially, both in principle and 
in form,” a literal ground swell has developed among representatives 
of professional people and Members of Congress for some variation of 
the plan which would permit the self-employed to defer a portion of 
his current income to a later period.® hyprextenls a dozen bills 
have been introduced into Congress incorporating this principle,™ and 
extensive hearings have been held on some of these bills by the Com- 
mittee on Ways and Means in 1952 and again in 1955.° Literally 
dozens of professional groups have testified in favor of the proposal.” 
The President of the United States has endorsed the principle.* 
Both Democratic and Republican Members of Congress have sup- 
ported it and sponsored it. The Treasury Department itself has 
shifted its attitude from one of firm opposition to the proposal * 
to one favoring it in principle, but recommending that its adoption be 
deferred until such time as general tax relief is possible.* 

In brief, the suggested solution is this: Each qualified individual 
would exclude from gross income each year a portion of such income. 
The amount so excluded cannot exceed 10 percent of the individual’s 
earned net income or $7,500, whichever is the lesser.*° The aggregate 
lifetime exclusion for any taxpayer cannot exceed $150,000." For an 
individual who reached his 55th birthday on or before January 1, 
1955, the permissible exclusion would be increased by the lesser of 1 
percent or $750 for each year in excess of 55, but not more than 20. 
In the case of a person who reached his 65th birthday on January 1, 
1955, the permissible exclusion would be 20 percent instead of 10 per- 
cent, with the annual ceiling increased by $7,500. 

Carryover provisions are incorporated for years in which an in- 
dividual doesn’t contribute up to the maximum exclusion, thus per- 
mitting him to make up the difference in future good years. Gon: 
versely, for years in which the individual contributes in excess of the 
maximum permitted, that excess can be carried forward and absorbed 
in future years when he contributes less than the maximum.** 

The funds so excluded from income must be invested in a restricted 
retirement fund or a restricted retirement annuity contract. Under 


31 Silverson, A New Tax Proposal (44 Am. Mercury 345 (1947)) ; Silverson, supra, n. 29. 

382 Rudick, Where the Silverson and Rudick Plans Differ (3 Tax L. Rev. 384 (1948)); 
Report of the Association of the Bar of the City of New York, supra n. 28; American Bar 
Association, Dissenting Reports of Committee on Taxation of Earned Income (100 et seq. 
(1948)): Vernon and Molloy, Retirement Benefits for the Self-Employed (12 Fed. Rules 
(Dee. 1952)): Goldstien, Security for the Professions: A Plan for More Equitable Tax 
Treatment (37 A. B. A. J. 409 (1951)); Bravman, Security for the Professions: A Plan 
for Equitable Tax Treatment—A Reply (38 A. B. A. J. 111 (1952)). 

33 See hearings supra n. 14. 

% H. R. 4371, H. R. 4873, H. R. 8390, H. R. 8456, H. R. 1173, H. R. 5847, and H. R. 7426, 
82d Cong.: H. R. 10, H. R. 11. H. R. 2533, H. R. 2692, H. R. 120, 838d Cong.; H. R. 9, 
H. R. 10, and H. R. 2092, 84th Cong. 

% See hearings supra n. 25 and hearings supra n. 14. 

36 See, e. g., list of witnesses in hearings supra n. 14. 

37 See statement of President Eisenhower, October 29, 1952. 

38 See statement of Treasury Department in hearings supra n. 25 at 39. 

89 See statement of Treasury Department in hearings supra n. 14 at 14. A general 
reduction in rates, as the Treasury has suggested, is not a solution. For until equality 
in treatment is accorded all taxpayers, any reduction in rates merely accentuates rather 
than alleviates such inequalities. 

4°'Thus earnings in excess of $75,000 per year are disregarded. It should be noted that 
no such ceiling is nlaced on annual salaries recognized for purposes of sec. 401 of the 1954 
Internal Revenue Code. 

41No such aggregate limitation is placed on amounts funded for any employee under a 
qualified retirement plan under sec. 401 of the 1954 Internal Revenue Code. 

42 These provisions are designed to permit the older individual at the time the system 
is installed to build up a competence in his remainng years. 

48Cf. sec. 404 (a) (3), 1954 Internal Revenue Code, providing similar carryovers for 
contributions to qualified profit-sharing plans. 
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both the individual may not withdraw the sums until he is age 65 
except in the case of permanent and total disability. Nor are the funds 
assignable except for the designation of a beneficiary under a joint 
and survivor type of annuity, or in the event of death. Distributions 
from either the restricted retirement fund or annuity contract would 
be taxed as ordinary income when, as, and if received, except that, 
if the distribution is made in a lump sun, it will be taxed as capital 
gain.” 

Thus the attempt has been made to grant treatment to self-employed 
individuals under a restricted retirement fund or contract comparable 
to that accorded the employed individual covered by a qualified retire- 
ment plan installed by fs employer. Complete equality has not been 
achieved, for, in addition to the above tax benefits, the employee 
covered by a qualified retirement plan is entitled to have the value of 
the employer’s contribution excluded upon his death from Federal 
estate tax ® and the first $5,000 of such payment excluded from the 
beneficiary’s income for Federal income-tax purposes.*° 


D. EMPLOYEES NOT COVERED BY QUALIFIED PLANS 


Obviously, not all employees are covered by formal retirement sys- 
tems of the qualified or nonqualified type. It has been estimated that 
there are about 30 million employees whose employers are either un- 
willing or unable to set up private pension plans.’ These employees 
at present must depend upon the benefits they may receive under social 
security to the extent of their coverage thereunder. What should the 
tax laws provide in those instances ? 

It has been suggested that such employed persons be covered by the 
same legislation recommended above for the self-employed and the 
professional.** Under such legislation they would be permitted to set 
aside in a restricted retirement fund or restricted retirement annuity 
contract 10 percent of their income, but not in excess of $7,500 per 
year, subject to the other requirements noted above. 

At first blush it would appear that there is considerable merit in 
the suggestion. This group, too, does not have the advantages of the 
qualified retirement a Moreover, it is difficult for them to save 
for retirement out of their own funds after taxes. 

But there are several reasons for going slow in that regard: 

In the first place, the tax laws should be concerned not with actually 
providing every individual with adequate retirement income, but with 
providing the opportunity for comparable classes of taxpayers to be 
treated equally. The present tax laws already provide adequate 
incentive to employers for the setting aside of funds to retire their 
employees. True, not all employers have availed themselves of these 
inducements and therefore not all employees reap the benefits. But 
the medium for doing so via favorable tax incentives is there. 

In the second place, collective bargaining is available for many 
employees to compel or rather induce the reluctant employer to become 


4 Cf. sees. 402 (a) and 403 (a). 1954 Internal Revenue Code, providing similar benefits 
for distributions from qualified plans. 

* Sec. 2039 (c). 1954 Internal Revenue Code. 

6 Sec. 101 (b) (2). 1954 Internal Revenue Code. 

‘7 See Rapp. hearings. supra. note 14 at p. 52. 

48 See testimony of American Bar Association and related organizations in hearings, 
supra, note 14, 
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more enlightened about the welfare of his employees. The increase 
in the number of negotiated plans, in the number of employees cov- 
ered, and in the amounts of pensions provided for them has been 
phenomenal since World War Tr. In that connection, too, the desire 
to get and keep competent help soon compels one employer to meet 
the blandishments of his competitor in the labor mart and extend 
comparable retirement benefits to his employees.” It is merely a 
matter of time before practically all corporate employers will have 
qualified retirement plans covering their employees. 

In the third place, this particular class of taxpayers possesses two 
attributes which the professional does not have: (a) To a large extent, 
social security will take care of a good deal of the retirement problem, 
both in coverage and in amount, and (6) he has to a certain extent the 
advantage of employment mobility. Within limits, such an employee 
can move from the employer without a pension plan to another with 
one; the professional’s chance in that respect is practically nil. 

Finally, there is a very serious administrative reason for so re- 
stricting this proposal; namely, the adverse impact on the extent of 
qualified retirement plans.“ Under existing law a qualified plan 
must cover a representative group of employees and must not discrim- 
inate in favor of so-called key employees. An employer who wishes 
to establish such a plan cannot, therefore, pick and choose his em- 
ployees. Nor may he vary the retirement benefits for each as he sees 
fit; his formula for contributions and benefits must be nondiscrimina- 
tory, too. 

However, if the Silverson plan or any facsimile therof were 
adopted, a ready device for avoiding the restrictions of qualified plans 
is available. The employer would not have to adopt a qualified plan 
for the requisite number of employees, nor would he have to provide 
benefits on a nondiscriminatory basis for those employees. Instead, 
he could pick and choose the few individuals he wished to benefit and 
increase their compensation in a given year by a bonus in such an 
amount which they as individuals could put aside in the restricted 
retirement fund or restricted retirement contract. The bonus would 
be tax free to the individual and currently deductible by the employer. 
Moreover, since contributions to the restricted retirement fund would 
not have to be made annually, the employer could vary his bonus each 
year to suit himself, his profit picture, or his attitude toward the 
particular employee. 

Such an employer would hardly find it necessary or desirable to 
embark on a qualified retirement program with its long-term commit- 
ments, its restrictions on the employees to be covered, the amounts to 
be paid therein, etc. Instead, he would adopt the method suggested 
above for taking care of a selected few employees on a year-to-year 
basis and in such fashion as he feels expedient. The whole structure 
of the qualified retirement plan provisions of the code would be 
seriously undermined and might well crumble. 


49 See note, Employee Pensions in Collective Bargaining, 59 Yale Law Journal, 678 
for excellent description of development of labor unions’ attitude toward pensions and 
the effect of collective bargaining thereon. 

5° See C. A. Hall, Effects of Taxation: Kbxeeutive Compensation and Retirement Plans, 
p. 55 (Harvard School of Business Administration, 1951). 

51 See Ain, Pensions for Self-Employed, Trusts, and Estates, April 1955. 
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ILI. Conc.usions 


Much has been written on the subject of providing pensions for 
the self-employed via special tax consideration. The Committee 
on Ways and Means has en at least two occasions held extended hear- 
ings on the subject at which representatives of the Treasury and of 
interested organizations have testified at length.*? It would be pre- 
sumptuous to assume that any one person has the complete answer to 
the problem. It is, therefore, with considerable reservation that the 
ae program for relief is suggested : °° 

1) Amend social security to cover all classes of self-employed and 
p chenaianaits Many of the arguments advanced against this are, it is 
submitted, emotional. They might well be applied against the entire 
social- -security system rather than against its coverage of na 

There is, however, at least one valid objection to this proposal, i. 
that the benefits would be lost if the individual earns more than 
$1,200 in any one year.** Obviously, the professional does not cease 
all activities after age 65; rather he generally tends to reduce the 
scope of his activities. Thus the present limitations on outside earn- 
ings might make social-security coverage a snare and a delusion.” 

It is suggested, therefore, that at least for the professional the 
ceiling on outside earnings either be 1 ‘aised substantially or eliminated 
entirely. The history of the Social Security Act demonstrates that 
this limitation has been raised from time to time. In view of that 
development, it may even be advisable to eliminate it entirely for all 
covered employees. 

(2) Amend the present statutory provisions relating to qualified 


retirement plans so as to permit individual ror tors and partners 


to be included in plans for their employees —This would permit the 
use of an extensive body of well-defined law, both statutory and admin- 
istrative, as guideposts, There would be available to install and 
administer such plans an experienced corps of technicians both within 
and outside the Revenue Service. 

One of the major objections to this approach has been that in view 
of the very nature of individual proprietorships and partnerships, 
most plans for them would run afoul of the nondiscrimination tests 
in the statute.°° There are several answers to this: In the first place, 
the problem is no more unique than in the case of the closely held cor- 
poration. Secondly, the law could provide that a plan would not be 
deemed discriminatory merely because it provided annual contribu- 
tions on behalf of the proprietor or partner of 10 percent of his 
earnings but not in excess of $7,500. Moreover, to prevent the plan 
from being topheavy in favor of the proprietor or partners, a ceiling 
on the annual contribution on behalf of all those could be adopted.** 
Finally, a lifetime ceiling of $150,000, comparable to that of the 
Silverson plan, could be imposed as a restriction on the total accumula- 
tion permitted under such a plan for any one proprietor or partner. 


“ See hearings, supra, note 14, and hearings, supra, note 25. 
53 A program similar to this was suggested by Fager, supra, note 2, at p. 1142 et seq. 
™ Sec, 203 (e) of Social Security Act, as amended. 
See Oliver, supra, note 27. 
See, 401 (a) (3) and (4), 1954 Internal Revenue Code. See also Rudick, supra, note 
29, . at p. 1002 ; Silverson, supra, note 29, at p. 314 
7 See an analogous set of presumptions in sec. 401 (a) (5), 1954 Internal Revenue Code. 
5 Cf., sec. 404 (a) (1) (B), 1954 Internal Revenue Code. 
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(3) Adopt a restricted form of the Silverson plan for taxpayers 
not covered by the foregoing. —Such a plan would be available for 
those who cannot establish a qualified plan because, for example, they 
have no employees. Since under the suggestion made in paragraph 
(1) above they would be covered by soc ial security, the benefits which 
they could accumulate under the so-called Silverson plan would be 
limited only to the earnings not covered by social seurity (at pres- 
ent, earnings in excess of $4,200 per annum) and in amount which 
would integrate with social security.” For example, the Treasury 
assumes that social security provides a benefit of approximately 371 
percent of the employee’s compensation up to $4,200.° Ac cordingly, 
an individual could provide via the modified Silverson plan similar 
benefits on his compensation in excess of $4,200. To protect the reve- 
nues and minimize the administration of this provision, the 10 per- 
cent $7,500-$150,000 ceilings in the present Silverson plan might 
be adopted. 

Again caution is suggested with respect to making this proposal 
available to any indiv idual who is not actually covered by a qualified 
plan, rather than merely to those classes of taxpayers who cannot 
adopt a qualified plan. For if the proposal is so broadened, it may, 
as indicated above, provide a tax-avoidance vehicle which would 
undermine the entire structure of the qualified plan. 


RETIREMENT FUNDS, CAPITAL MARKETS, AND 
GROWTH 


ELEANOR S. DANIEL, Mutual Life Insurance Co. of New York 


Economic dependency in the United States seems likely to increase 
in the next half century. Particularly striking is the projected in- 
crease in numbers of older persons who may be ‘either wholly or par- 
tially retired from active employment. This burden will be more read- 
ily sustainable if provision for its support is made in such a way as to 
enhance (or, at very least, not diminish) the total productive capacity 
available to satisfy all the competing demands recognized by our 
economy. 

Retirement schemes do not merely assure the orderly transfer of 
claims from economically productive to economically unproductive 
groups at the necesary time. ‘These mechanisms may also, in them- 
selves, influence the overall effectiveness of the factors of production 
and the allocation of resources. Both affect the long-term growth and 
stability of the economy. Two other papers in this panel will discuss 
effects with respect to labor efficiency and mobility, and the distribu- 
tion of income between spending and saving, in each case with special 
reference to the influence of tax policy. The analysis here will further 
explore the implications of (1) the growing volume of accumulated 
retirement savings, (2) the manner in which they are administered, 
and (3) the uses to which they are put. Tax considerations exert 


® Cf. mimeograph, p. 6641, 1951-1 Cum. Bull. 41. 

© See sec. 1.401—3 (d) (2) of Proposed Regulations under sees. 401—404 of 1954 Internal 
Revenue Code, 20 Federai Register 6455 (1955). 

© See Ain, supra, note 51. 
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some direct influence on this process, but are a major factor only at a 
few points. Therefore this paper is concerned largely with some of 
the ultimate effects of the general tax encouragement given to private 
deferred compensation systems. 


THE VoLUME oF Private RerirEMENT FuNDs 


Funds have been earmarked for retirement purposes under a wide 
variety of auspices: 

1. In industry, sponsored either by employers alone, or jointly with 
employees or labor unions. 

2. By State and local governments for their employees. 

3. By individuals directly through annuities and an unknown por- 
tion of other forms of savings. 

4. By the Federal Government for its employees. 

5. By the Federal Government for the general working population 
under OASI (now incorporating the railroad retirement systems as 
well) and also under veterans’ programs. 

The first category is the main focus of this investigation. 

The relative importance of private programs in relation to the total 
volume of funds accumulated for retirement purposes differs great] 
from that in terms of current benefit or workers covered. The bul 
of current benefits is derived from the Federal programs and this situ- 
ation will continue, both because of their broader coverage and because 
of the comparative immaturity of the private plans. Only 13 per- 
cent of the $7.6 billions? paid in 1953 originated in private and State 
and local plans. The Federal plans also predominate in coverage, 
blanketing virtually all of the 70 million persons in the labor force, 
with minor exceptions. Coverage under the other systems, therefore, 
necessarily overlaps. Private plans at the end of 1953 covered per- 
haps 12 million persons, or about one-fifth of the working population,’ 
and State and local retirement systems included another 3 million 
members in October 1952.5 However, the private and State and local 
plans make greater advance financial provision for both past and cur- 
rent liabilities. Therefore, at the end of 1954, the funds underlying 
these arrangements approximated $30 billions which was also the ap- 
proximate combined total for the OASI trust fund, the railroad retire- 
ment fund, and the civil service retirement fund, despite their much 
broader combined coverage. The non-Federal funds increased more 
rapidly, adding about $41 billions in 1954 as against $2.3 billions for 
the Federal systems. 


1Miriam Civic, Pension Payments—aA Stabilizing Influence, American Statistical Asso- 
ciation, Proceedings of the Business and Economic Statistics Section. September 1954 

* Fundamentals of Private Pensions, Pension Research Council. 1955, p. 28. 

* Retirement Protection for State and Local Employees: 10 Years of Growth, Dorothy 
McCamman, Social Security Bulletin, May 1953, p. 5. 
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Assets of private long-term institutional investors, and State and local pension 
funds, 1954 


{In billions of dollars] 


Increase during year 


Amount | Percent 


Private pension and retirement funds: 
Uninsured (corporation administered) -...-.--....------ 
Insured (reserves) 
State and local pension funds ees 
Life companies (except, insurance pension rese rves) - | 74. 
Mutual savings banks_-__-__--- ; eee oaboictedons 29. 
Savings and loan associations. - - .- Lads dda tdsedee iced 31. 
Fire, casualty, and marine insurance. ‘ 20. 
Investment companies- 
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1 Estimated. 
2 Influenced by market appreciation since stocks are carried at market values. Distortion is greatest for 
fire, casualty, marine, and investment companies, 


In general, only private, and State and local, funds flow into the 
regular c apital markets, Some measure of their overall importance in 
this setting is given by the fact that the two combined now account 
for one-sixth of the accumulated assets of the major long-term institu- 
tional investors and one-fifth of the annual net increase in this supply. 
Assets of the uninsured and State and local funds are currently grow- 
ing somewhat faster than any of the institutions except investment 
companies and savings and loan associations, and the latter reflect the 
unusually strong cyclical influence of the stock market and home con- 
struction booms. ‘The relative increase in insured funds is smaller but 
exceeds that of mutual savings banks and life company assets other 
than pension funds. 

The future growth of pension funds has been the subject of some 
stratospheric projections.* These have generated fears that invest- 
ment outlets may be so inadequate as to. endanger both the cyclical 
stability and longer run growth of the economy. Against these 
amounts required | to fund all pensions “from here to eternity” (as 
Roger F. Murray has put it so wittily) more temperate estimates of 
probabilities indicate that around 1960 aggregate private pension 
reserves might range from $33 to $39 billions ® and State and local 
funds might aggregate $19 billions At that time, private funds 
might be growing at a net annual rate of perhaps $4 to $5 billion and 
State and local funds at about $2 billion. 

These are crude guesses, of course. Two factors which could raise 
them considerably would be higher benefits geared to higher wage 

rates, and more liberal vesting provisions; both have strong union 
pressure behind them. On the other hand, benefit payments, now less 
than one-fifth of contributions for the uninsured plans, according to a 
recent SEC study, may be expected to rise as plans mature; this will 
act as a damper on asset accumulation. Furthermore, the spurt of the 


*For example, the estimated $700 billion for the ultimate fund required to provide pen- 
sions on a reasonable scale to all persons over 65. Impact of Pension Plans Upon the 
National Economy, George B. Buck, the Journal of Commerce, New York, June 17, 1955. 

5 Pensions in the United States, a study prepared for the Joint Committee on the Eco- 
nomic Report by the National Planning Association, 1952. 

* Disque Dean, Survey of Public Employee Pension Funds, Union Securities Corp., 1955. 
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last decade reflects several nonrecurring sources of growth. These in- 
clude new plans adopted by very large corporations and, presumably, 
a relatively rapid amortization of past service liabilities in a period of 
prosperity and high corporate taxes.’ 

Actually, little is known about one of the most significant determi- 
nants of pension fund growth; the rate at which pension plans amor- 
tize past-service liabilities. The IRC (sec. 404 (a) (1) itself limits 
the rate at which plans can be funded. No more than 10 percent of 
the initial past-service liability may be deducted in any 1 year (de- 
ductions may, however, be carried over) ; since the initial past-service 
liability is a discounted value, liquidation at this rate would require 
11 to 12 years, depending on the rate of interest assumed. The em- 
ployer must in general siete to the basis he selects rather than shift- 
ing to obtain maximum tax deductions; however, contributions for 
any particular year may be reduced or omitted entirely, as long as, in 
the aggregate, accumulated contributions are adequate to meet the 
normal costs of the plan plus interest on the intial past-service lia- 
bility. It would seem that these provisions, although designed tu 
forestall an undue loss of tax revenue in any 1 year, also work against 
the concentration in 1 period of any exaggerated increase in pension 
savings. At the same time they permit greater flexibility on the 
downside in the event of economic strain for either a particular busi- 
ness or the general economy. 

It seems reasonable, then to suppose that, while pension accumula 
tions will mount in the years ahead, and perhaps more rapidly than 
other forms of institutional savings, they will by no means dwarf the 
other institutions. Their growth tends to be contingent on the gen- 
eral growth of the economy and the continued profitability of business, 
both of which, in themselves, generate added investment outlets. 
Therefore, even for those who feel generalized oversavings may be a 
potential problem, it would be illogical to view pension funds as the 
crux of the difficulty. 

Despite the variations possible * in the rate of funding past-service 
liabilities, pension savings are relatively inflexible since they are 
largely tied savings, not dependent on the saver’s decision, which, 
once begun, must, if possible, be carried through to termination of 
the contract. This has been cited as a potential threat to economic 
stability in periods of business downturn. However, there is no 
assurance these amounts would otherwise have been spent. In part, 
they represent merely a transfer from corporate to institutional sav- 
ings, or a bringing to the capital markets of funds which might have 
been ploughed back directly into business investment. In part, they 
represent a reduction of tax revenues which, depending on the state of 
the budget, may necessitate additional Federal debt, thus simultane- 
ously increasing investment outlets in the financial sense. Even in- 
dividual contributions may not entirely represent a net addition to 
savings. 


Eimplover contributions to uninsured plans covered by the recent SEC study, although 
not allocated between past and current service liability, dropped slightly from 1953 to 1954. 
The latter was a year both of business recession and lower corporate taxes (the excess 
profits tax expired in January 1954). 

“Removal of the IRC limitations on funding has been advocated to encourage still 
greater flexibility. See J. W. Myers, Governmental and Voluntary Programs for Security, 
Harvard Business Review, March 1950. 
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In any case, the pressure of interest assumptions requires that pen 
sion funds be invested without much delay. This may drive interest 
rates lower than would otherwise be the case and contribute to invest- 
ment recovery. In the more extreme case of incipient financial dis- 
integration, the immunity of pension funds to sudden dissaving means 
that those who administer them are under no compulsion to aggravate 
the situation by liquidating investments, and may conce ina pro- 
vide some reservoir of liquidity for other lenders. 

Retirement funds also constitute a steadying influence in capital! 
markets in periods of inflation when their relatively stable, predicta- 
ble flow provides a kind of “floor” of savings. 

The forms of investment into which these continuing flows are chan 
neled varies with the institutions chosen to administer them, with thei 
customary policies, and the statutory and administrative regulation to 
which they are subject. 


How Retirement Funps Are ApMINISTERED 


Pension plans may be insured or self-administered ; the latter may 
or may not utilize the services of a trust company. The choice hinges 
on a number of conditions. In insured plans, the insurance company 
assumes the ultimate risk which is trusteed plans is still carried by 
the employer. (This is compelling for small employers, with too few 
employees for the law of averages to work.) On the other hand it 
is generally asserted that insured plans cost more. This difference 
is partly explainable by the need to prefund expenses and provide 
for a contingency reserve to assure fulfillment of the guaranteed ben- 
efit, as well as by certain technical differences. Part, however, results 
from the fact that insurance companies pay certain taxes for which 
there is no counterpart in trusteed plans. These include taxes on 
group annuity premiums, levied in 17 States, and the Federal income 
tax, currently fixed at approximately 61/ » percent of net investment 
income. The former reportedly amount - under 1 percent of group 
annuity premiums.’ The latter, which reduces yield at present in- 
terest levels by about one-fifth percent, increases the cost of an in- 
sured plan by about 5 percent. This presumably involves some tax 
discrimination against small business which is more prone to use 
insured plans. It has also influenced larger employers to use trusteed 
plans or to switch to trusteed plans after starting under insured 
plans,'° 

Thus tax policy has had some influence in the more rapid recent 
growth of trusteed, as compared with insured, plans. The Mills- 
Curtis bill, now pending, however, would remove the discriminatory 
impact of Federal income taxes on insured plans by gradually exempt- 
ing investment earnings on insured pension reserves. 


Public control of retirement-fund investments 

Life-company investments are subject to public control through 
State insurance laws; to assure compliance the companies are ex- 
amined by the State insurance departments every 3 years. Super- 


® Fundamentals of Private Pensions, p. 183. 

” Statement of Carrol M. Shanks, president of the Prudential Insurance Company of 
America, hearing before a subcommittee of the Committee on Ways and Means, House of 
Representatives, Dec. 15, 1954, pp. 316, 324. 
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vision of uninsured funds is less uniform. Many trust instruments 
specify the investments which may be made, e. g., only in investments 
legal for life companies, that a certain percentage shall be held in 
governments or that the percentage in common stocks or securities 
of one issuer shall be limited. Others provide that the trustee shall 
be guided by an advisory committee. Barring such express direc- 
tions, the trustee is subject to State laws governing trust investments 
generally. These were formerly much more restrictive than the in- 
surance codes, limiting selection to a legal list. However, recent 
amendments grant broader discretion than is generally allowed life 
companies. The “prudent man” rule for trust investments now 
prevails in whole or in part in 36 States. 

_ The trust laws are enforced through a variety of agencies, including 
State banking departments, the Federal Reserve System and the 
FDIC. Their examiners check compliance with trust instruments and 
applicable laws and regulations, including those of the Internal Reve- 
nue Service. However, bank supervisory authorities have no respon- 
sibility for discretionary actions like investment. Where the bank 
merely acts as custodian, with no investment discretion, the supervi- 
sory authorities have negligible influence. To quote Vice Chairman 
C. Canby Balderston, of the Board of Governors of the Federal 
Reserve System: “To a considerable degree the possibilities of abuse 
stem from the provisions of the trust instruments themselves.” ” 

The area of least public supervision is found in funds self-adminis- 
tered by employers, unions, or a combination of the two. Nearly half 
the States do not even require trustees to account at regular or fre 
quent intervals, much less require items to be so presented as to bring 
out the significance of the transactions. The only remedy for abuse 
of beneficiaries’ rights is through the courts. 

However, it is difficult to see how such funds might be supervised 
appropriately. Certainly it would not be through a backtracking to 
the more rigid trust-investment statutes of earlier days. It is not 
statutory investment restrictions but skillful investment management 
which assures good investment performance. (Fortunately, the bulk 
of these funds is administered by responsible institutions skilled in 
investment matters.) Nor, on the whole does it benefit the economy 
(o have artificial barriers to the free flow of funds. Probably the most 
hopeful approach is the law just adopted for independent welfare 
funds in the State of Washington, requiring mandatory disclosure of 
finances to the State insurance department, together with examination 
of such funds at least once each 5 years. The same approach has been 
considered in other States (New York enacted stopgap, factfinding 
legislation in 1954 giving the superintendent of insurance similar 
authority. Fora recommended program of further action see Whose 
Welfare? a report by Adelbert G. Straub, Jr., former deputy superin- 
tendent of insurance in New York). The Revenue Service could also 
make a contribution to full disclosure through compilation and publi- 

cation of the information submitted by plans claiming tax exemption. 


_™ Statement before the Subcommittee on Welfare and Pension Funds of the Senate 
“ommittee on Labor and Public Welfare, July 20, 1955. 





778 FEDERAL TAX POLICY FOR ECYNOMIC GROWTH AND STABILITY 


INVESTMENT Po.icies OF INSURED AND SELF-ADMINISTERED PENSION 
Funpbs 


Tax questions have only a limited effect in pension-fund investment, 
except in special situations. More important are the prejudices | of 
those directing financial policies, the operating necessities of the in- 
stitutions involved, and the uneven impact of laws and regulations. 


Investment distribution: Retirement funds, Dec. 31, 1954 


[Percent] 





Insured ! | Uninsured 
plans plans 


Cash 
Governments (U nited States) - 
Corporate bonds . 
Preferred stocks - - 
Common 
Own company a seee 
Other company--.-------- 
Other assets wuts 
Mortgages and real estate___- ; 
Other governments, policy loz ins, miscellaneous.... 





co | eee 


! Distribution of all life-company assets. 


Source: Institute of Life Insurance, SEC. The latter’s recent study, on which the uninsured distribu 
tion is based, covers only corporation-administered retirement funds and profit-sharing plans with retire- 
ment provisions. Bonus, savings, welfare, and union-administered funds are not included. In additi 
funds of railroads and financial institutions are substantially excluded. 


Investment channels differ strikingly for insured and uninsured 


plans as shown in the following t: ible. This seems, at first, surprising 
in view of the like philosophies of investment officers and the similarity 
of the flows available for investment. ‘The major divergences consist 
of— 


A much greater emphasis on securities in uninsured plans. 
Conversely, one-third of the insured funds went into mortgages 
and real estate, whereas mortgage holdings by uninsured plans 
were negligible. 

A much greater emphasis on equities, particularly common 
stocks, in uninsured plans. 

Another difference, not revealed by the above data, but gen- 
erally known, is that a somewhat larger proportion of life- 
company security holdings is obtained through direct placements. 
At the end of 1954, life comps nies, representing over 80 percent 
of the total assets of all United States life companies, had obtained 
67 percent of their corporate bond holdings through direct 
placement.” 

Many factors underly these differences. Life companies commingle 
pension funds with those from other insurance operations. Within 
the regulatory framework they invest these large aggregate amounts 
to maximize yield. Traditionally they have been substantial mortgage 
investors; they are familiar with the problems in this field and have 
established facilities to handle them. Banks, on the other hand, may 
be subject to the investment direction of the trust instrument, an 


2 —Pirect Placement, Joint Investment Bulletin No. 248, American Life Convention and 
Life Insurance Association of America. 
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advisory board, or both. Such boards tend to favor better-known 
corporate borrowers and, therefore, corporate securities or commer- 
cial real estate rather than the residential mortgages so important in 
recent years. Furthermore, banks have traditionally been restricted 
to local areas in mortgage lending; they have never created servicing 
facilities comparable to those of the nonbank institutions. 

To the extent that uninsured funds go into residential mortgages 
at all, then, they tend to be FHA’s and VA’s, which are more like 
securities. 

Since trust companies generally administer each trust as a separate 
unit?* their inflow of new money tends to be somewhat less pre- 
dictable than the aggregate inflow of life companies. Because in- 
surance companies know in advance what funds they can bank on, 
they can provide borrowers with the same kind of “line” of long-term 
credit that banks have always furnished in the short-term field. Their 
ability to make longer forward commitments has given life companies 
an advantage in direct placements and mortgage lending over trusteed 
plans. 

Thus trusteed plans have turned to equities for the higher yields 
which life companies have sought in mortgages and private place- 
ments. Common stocks of the trusteed funds, at cost, rose from 11.3 
to 18.6 percent of assets between 1951 and 1954. This trend was aided 
by liberalization both of pension trust instruments and of laws govern- 
ing fiduciary investments."* 

Life company investment in common stocks has been severely re- 
stricted. The New York insurance law, which exerts a restraining 
influence on all companies doing business in the State, prohibited such 
investment from 1907 until 1951. (Even preferred stocks were taboo 
until 1928). At present it permits investment in common stocks only 
up to 3 percent of admitted assets, or one-third of surplus, whichever 
is less. Life companies have not even fully availed themselves of this 
privilege, since they face the further stumbling block of having to 
‘value equities at market (the IRS generally accepts trust-fund valua- 
tion at cost). Market fluctuations can thus, until further develop- 
ment of the recently established mandatory security valuation reserve, 
exert a disconcerting influence on their published surplus figures 
which, in turn, are limited in many States to approximately 10 per- 
cent of liabilities requiring interest. 

Equity investments and direct placements undoubtedly raise the 
questions of greatest significance for the growth and stability of the 
economy. ‘These can be given only the most cursory treatment in the 
space allotted here. In a few other minor instances, the lending prac- 
tices of these institutions may also alter market relationships. 


The problem of equities: “damned if they do, and damned if they 
lon’t”’ 

“If they don’t” invest in equities, retirement-fund administrators 
are accused of (1) neglecting opportunities for their beneficiaries of 
larger income, wider diversification, a share in the benefits of national 
growth, and perhaps a hedge against inflationary tendencies; and (2) 


% Common trust funds for pension funds have recently been established by banks in 
several cities. 

4% The New York law, for example, was amended in 1950 to permit investment of up te 
35 percent on a prudent-man basis outside the limitations of the “legal list.” 
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contributing to a presumed shortage and higher cost of equity capital 
with attendant undesirable effects for the economy (e. g., greater 
cyclical vulnerability of rigid corporate capital structures, discour- 
agement of longer-run industrial expansion). Related to this is an 
alleged scarcity of financing for new, risky, and small enterprise— 
the “venture c: apital” problem. 

“If they do” invest in common stocks, the specters are raised (1) of 
losses resulting from the greater volatility of common-stock values; 
(2) of a creeping concentration of economic power; (3) of a peculiar 
variation of this in independently administered funds where corporate 
managements acting as trustees could secure control of their own or 
other companies by using money held in trust for employees; (4) of 
an unremitting inflationary pressure on stock markets while “young” 
retirement funds are building up and, conversely, of possible selling 
pressure if they have to liquidate in a deflationary period. C oupled 
with this is the contention that such funds will go largely into “blue 
chips,” creating yield distortions and giving older established com- 
panies an unfair advantage in equity financing. 

The merits of common-stock purchases from the standpoint of 
investment results have been the subject of intensive investigation 
in recent years, as trust companies, life-insurance companies, and 
mutual savings banks have sought liberalization of State investment 
laws. The general conclusion seems to be that, for long-term in- 
vestors, able to pursue a steady, diversified, investment program, com- 
mon stocks should provide at least as attractive long-run return as 
more traditional forms of investment. 

At least one segment of the general public agrees, and agrees also 
with the further contention that common-stock investment offers 
retirement funds some opportunity to share in economic growth and 
hedge against inflation. These are the 19,000 school and university 
personnel who are directing the maximum 50 percent of their tot: al 
annuity premiums into the college retirement equities fund estab- 
lished by TIAA in 1952 to provide annuities with fluctuating values 
tied to the value of the common stocks in which their reserve funds 
are invested. In 1955, the Variable Annuity Life Insurance Corpora- 
tion of America was chartered in the District of Columbia to provide 
similar facilities for other annuitants, and bills to permit like insti- 
tutions are pending in several States. 


Scarcity oft equity funds or too much mn mnstitutional hands? 


With reference to the broader economic issues raised, the facts are 
less clear. Over the last 25 years American business has tended to rely 
increasingly for equity funds on internal, in preference to external, 
sources. This may be undesirable because it gives the financing edge 
to large, well-established firms and does not subject the financing 
demands of competing firms to the test of the market. 

External financing in recent years has taken the form of debt issues 
to e greater extent than in earlier periods of comparable activity. 
Encour: agement has been given debt financing by the long-term down- 
trend of interest rates and the fact that interest charges are expenses 
deductible from ever-mounting corporate-tax bills. Whether greater 
institutionalization of savings, including retirement savings, ‘should 
be included in the list of factors which have led to the swing away 
from external equity financing is a moot point. It may be that insti- 
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tutionalization of savings and the relatively high cost (until recently ) 
of equity capital, have merely been symptoms of certain common 
underlying causes. These are, of course, the long-run redistribution 
of disposable ; income and savings, to the detriment of the upper in- 
come groups and in favor of the middle and lower income groups. 
Tax policy, as well as social change, has promoted this redistribution. 

The economy cannot readjust to such structural changes overnight. 
If lower income savings are channeled, both voluntarily and invol- 
untarily, through intermediaries, as they seem to be, it is unrealistic 
to assume that these would, in turn, immediately step in to fill the 
precise holes left in capital markets by the dwindling large private 
investor. The process is more gradual and uneven. The institutions 
first tend to expand investments in traditional areas and push these 
to the margins of attractive return. ‘This is exactly what did happen, 
beginning in the thirties. Financial institutions on balance began 
acquiring debt securities from individuals and other holders; they 
added more to their portfolios than the increase in public and private 
debt outstanding. In some areas, e. g., bonds legal for trust and 
savings bank investment, this pushing out finally resulted in taking 
a lower return than that warranted by actual investment perform- 
ance.* Since the war, greatly expanded mortgage borrowing has 
provided attractive outlets for some institutions but not, as noted 
above, for uninsured pension funds. 

It was inevitable, in time, that, as these possibilities were more fully 
exploited, the institutions would turn to new methods and avenues of 
financing. Even the barriers interposed by legal limitations could 
not stand indefinitely in the face of investment pressures. If the 
form in which savings are held has placed any drag on external equity 
financing it seems likely to disappear * in time as a result of the com- 
bined influence of more common stock investing by traditional savings 
institutions and pension funds, by mutual funds, and by such new de- 
vices as variable annuity companies. Profit sharing and stock bonus 
plans are additional equity sources. 

Tax policy can either facilitate or hamper the readjustment lead- 
ing to a greater flow of institutional funds into common stocks. In 
the case of retirement funds the present system probably sets up con- 
flicting currents. Uninsured funds may furnish equity capital on 
more favorable terms than would an individual investor subject to tax 
since they can charge losses against total income rather than against 
yield after tax; nor are they subject to taxes on capital gains. On 
the other hand, the IRS has thus far frowned on the ace umulation of 
loss reserves or any considerable surplus, a fact which discourages 
investments with fluctuating market values and high risk rates, no 
matter how attractive the yield. (This is true even though, barring 
the need to liquidate, stocks may customarily be held at cost.) 

Insurance company earnings on stocks are taxes at the 614 percent 
rate, but only after the 85 percent intercorporate dividend deduction. 
This gives stocks a yield advantage over other investments of 20 basis 
points at the present gross yield of around 3.75 percent. (‘This dedue- 


>A Report by the Trust Investment Study Committee, Trust Division, New York State 
Beainie Association, 1949 
1% It seems highly unlikely, however, that any of the trustee-type institutions could ever 
appropriately provide venture capital for new and riskier enterprises. Solutions to this 
question m‘ght come from specialized types of mutual funds, economic development groups, 
and tar revision to encourage individual risk taking. 
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tion would be eliminated by the Milis-Curtis bill, but since income 
attributable to group annuities would at the same time be gradually 
relieved of tax, the position of insured retirement funds in this respect 
would then be like uninsured.) On the other hand, since 1951, State 
laws have permitted life companies to set aside security valuation re- 
serves above their limited surplus. With respect to common stocks, 
however, the amounts seem grossly inadequate, particularly since 
these must be carried at, what is, in its action on surplus, the lower 
of cost or market. Even an increase in the legal limits would prob- 
ably not induce much additional stock investment until such difficul- 
ties are ironed out. (The companies have placed only 2.5 percent of 
their assets in preferreds although these are subject to no formal legal 
limit and have been relatively high yielding.) 


Influence on stock-marketing functioning 


To the extent that pension funds do flow to the equity markets they 
may create new problems of readjustment. Net common-stock pur- 
chases by institutions are estimated to have risen from $100 millions 
in 1940 to $1.5 billion in 1954.17 Pension funds and life companies 
account for about 40 percent of the latter figure, with pension funds 
alone representing 30 percent. Undoubtedly, as noted above, these in- 
stitutions will a lower yields than large private investors; un- 
doubtedly, also, their buying will go largely into “blue chips” as it 
once went only into highest quality bonds. One likelihood, not wholly 
desirable from an economic standpoint, is that industry may adjust 
to this demand, creating more blue chips via merger or consolidation. 
(This process may already be going on.) For another, it is unrealis- 
tic to assume that the funds will push their buying until they pay 
ridiculous prices for blue chips. In time their direct buying should 
spill over into other issues.** Even before this, however, the usual 
processes of market readjustment should lead the individual investors 
who are bought out of higher quality stocks to transfer their interest 
to more venturesome outlets. In any case, if a greater total volume of 
funds is directed into the market the general lowering of equity yields 
should be a solace and not a worry to those who have feared a short- 
age of equity capital. One cannot have the argument both ways. 

Much more disturbing for those who believe that market evalua- 
tions, however imperfect, play an important role in the functionin 
of the economy is the prospect that the investment-for-keeps approach 
of institutional investors will progressively narrow the floating supply 
in the stock market as it has already done in the bond market. (Pur- 
chases by the uninsured plans aggregated $1.7 billion from 1951-54, 
with sales of only $228 million.) The key to this probably lies in the 
hope that more favorable terms for equity financing (and perhaps 
other more deliberate encouragements) will of themselves induce an 
expansion of total volume that will more than keep pace with institu- 
tional purchases. 


17 Factors Affecting the Stock Market, p. 98. This represents 70 percent of the 1954 
increase in common stock outstanding. 

148 Unquestionably the actuarial basis underlying much of today’s pension accumulations, 
uninsured as well as insured, tends to require investment in securities providing a regular 
income at a satisfactory rate, rather than in so-called growth stocks. For this reason, any 
major expansion of pension-fund investment beyond the traditional blue chips may wait 
upon the development of such new devices as variable annuities. The only point being 
made here is that if the pressure of circumstances, including investment needs, is suffi- 
ciently — such devices will, in time, be perfected (and a start is being made at the 
present time). 
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The control problem 


If common-stock investment by pension funds and other institu- 
tions continues to gather momentum will it lead to undue concentra- 
tion of business control? For life companies the 1951 common-stock 
amendments in New York set up safeguards against the recurrence of 
abuses disclosed 45 years earlier in the Armstrong investigation. In- 
vestments in stocks of financial institutions like banks and insurance 
companies was forbidden altogether. (This may be an extreme pro- 
vision under present conditions.) Investment in other common stocks 
was limited to the lesser of 2 percent of the outstanding common or 
one-tenth percent of the life company’s assets. (The latter was de- 
signed not only to provide diversification but to prevent an unduly 
large holding of the common stock of a corporation like A. T. & T. 
with very large equity capitalization and widely scattered ownership.) 

In trusteed plans similar limitations may be imposed by trust in- 
struments themselves, although to what extent is unknown. State 
fiduciary investment laws generally impose no restrictions comparable 
to those in the insurance codes. The original version of the 1954 
Internal Revenue Code passed by the House would have withheld tax 
exemption if the trust placed more than 5 percent of assets in securi- 
ties of any company other than the employer (!) or owned more than 
10 percent of the combined voting stock of such other company. 

The economic reasons for legal restrictions on control like those 
in State insurance codes, but perhaps with some modification, are com- 
pelling and do not seem to impose an unduly onerous burden on in- 
vestment discretion. These would still leave unanswered many ques- 
tions about control to which there is no pat answer. However, some 
of these are not wholly peculiar to stock ownership by institutions; 
in the event of default on debt obligations, creditors as a group have 
traditionally assumed a very large voice in the affairs of the borrower. 

The specialized case where employee trusts invest substantially in 
the common stock of the employer is even more difficult to evaluate. 
This practice is most common among the increasingly popular de- 
ferred profit-sharing, thrift, and stock-bonus plans, which are fre- 
quently designed to supplement inadequate benefits under pension 
plans established when price levels were lower. Such investment is 
permitted now to trusts qualified for tax exemption if it does not 
divert funds to the employer through purchase of stock from the firm 
for more than adequate consideration (sec. 503, 1954 I. R. C.). At 
the end of 1954 only about 1 out of every 6 funds covered by the SEC 
study owned stock of their own company and only a handful (includ- 
ing the oft-cited Sears, Roebuck profit-sharing fund) had as much 
as 20 percent of their assets so invested. While this practice raises 
questions not only of control, but of a captive source of capital, it may 
not be wholly undesirable; to the extent the employees’ retirement 
future is bound up with the welfare of the employing company, pro- 
ductivity may benefit. 


Other issues 


Quantitatively only direct placement of corporate securities, ranks 
as an additional investment question worthy of discussion. This has 
already been well reviewed in December 1949, before this same com- 
mittee. No tax question is involved, and this earlier review seems to 
have demonstrated that such arrangements offer advantages of su- 
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perior flexibility and certainty to both borrower and lender (compa- 
rable to the relationships banks have always had with their custom- 
ers), greater accommodation for smaller borrowers, and no more 
risk of undue control by the lender than any other method of financ- 
ing under present conditions.” On the other hand, direct placements 
do create difficulties for smaller investors and further evidence the 
constriction of public markets which seems inevitably to accompany 
greater institutionalization of savings in any form. 

Other minor types of pension-fund investment involving tax alter- 
natives could alter market relationships which would otherwise exist. 
These include loans to employers, real estate lease-purchase or lease- 
backs, and unrelated business transactions. Of these, life companies 
can invest only in leasebacks and the total investment of uninsured 
funds in these forms is blanketed in the 4 percent of other assets. 
Misuse of the tax privilege in making such investments seems effec- 
tively prevented by section 503 of the 1954 Internal Revenue Code. 
A trust which engages in prohibited transactions, including loans to 
the employer without adequate security and interest, or purchase of 
property from the employer for more than adequate consideration, can 
lose its tax-exempt status.?° 

If the purchase of a business produces unrelated business income 
such income is subject to tax to avoid giving the purchased business an 
unfair advantage vis-a-vis its competitors. A business lease also 
produces taxable income to the extent that the property is financed 
with borrowed funds. This prevents the trust from pyramiding a 
tax-exempt income on borrowed funds as well as its normal accumu- 
lations. 

Even when pension trusts and life companies make lease arrange- 
ments solely by investing their own funds, however, the question 
arises whether tenants receive some indirect tax subsidy to the extent 
that the deductible rental exceeds the depreciation permissible if they 
owned the property. This is a valid question only if the sale is a 
subterfuge. Barring this, a higher rental, providing a higher return 
to the investor than on a direct loan, seems justified since the investor's 
claim in the event of bankruptcy is limited at most to 3 year’s rental, 
and the salvage value of what is often a limited purpose structure, 
whereas a bondholder claims the entire unpaid principal. 

One other influence of the special tax situation of pension funds 
and life companies might be noted. In times of unusually high cap- 
ital demands, like the last 214 years, restriction of commercial bank 
credit throws State and local government borrowers into the arms 
of nonbank lenders. Federal tax exemption offers little attraction 
to such lenders and, therefore, these obligations must offer a return 
competitive with corporate obligations to attract these marginal funds. 
This means that State and local borrowers must pay higher rates 
than they would if their needs were entirely met by individuals and 
commercial banks. A corollary is that intramarginal buyers, to whom 
tax exemption is important, reap a windfall. 


1% Volume and Stability of Private Investment, December 6—16, 1949. See also George 
Conklin, Direct Placements, Journal of Finance, June 1951. 

»® Conversely, sale on a basis which gives the trust an unduly high rental return may 
mean that the employer's deductions, but not the trust’s tax-exempt status, would be denied. 
The implication would be that the deal was designed to give the employer greater deduc 
tions than he would be allowed for direct contributions to the plan. The trust’s tax-exempt 
status wouldn’t be affected because the investment would not harm the employees’ interests 
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CoNCLUSIONS 


i. Funds earmarked for retirement under private, State, and local 
auspices are growing more rapidly than other forms of institutional 
savings but the rate of growth seems likely to level off. If the Amer- 
ican economy continues to expand at its present pace there seems little 
prospect of an oversavings difficulty originating in this area. Pres- 
ent tax laws work satisfactorily in the direction of spreading out 
savings to fund past service liabilities and are also flexible, permit- 
ting some reduction when business earnings fall. 

2. Uninsured funds are growing more rapidly than insured; their 
relatively more favorable tax situation has been one factor in their 
more rapid growth; the Mills-Curtis bill would remove this advan- 
tage. Public control of uninsured funds is less uniform and detailed 
than for insured funds, but no evidence has been found of any wide- 
spread abuse. State legislation requiring mandatory disclosure and 
periodic examinations would be desirable. 

3. The investment of retirement funds is not significantly affected 
by tax influences. 

Equities are the chief problem area. For life companies, State 
investment restrictions plus valuation problems have thus far pre- 
cluded any substantial common-stock investment. Trusteed funds, 
however, are flowing into equities in substantial volume. The funds 
may be willing to invest at lower yields than wealthy individual 
investors who have been partly displaced since they can recoup losses 
out of gross income without deduction for taxes. 

While this may remedy the relatively high cost of equity capital 
which has prevailed for the last several decades, and also contribute 
to a beneficial diffusion of ownership in American industry, it may, 
at the same time, raise other alice The normal processes of 
market readjustment should, in time, alleviate, but perhaps not en- 
tirely remove, distorations produced by the concentration of pension 
fund buying in blue chip corporations. However, economically sig- 
nificant questions will still remain, having to do with (1) possible 
concentration of corporate control (or, alternatively, abdication of 
active direction, which might be equally disturbing) and (2) possible 
reduction in the floating supply of stocks necessary for an active 
market, because of the long-run view inherent in pension fund 
investment operations. 

Short of eliminating completely the tax encouragement given to 
pension plans, none of these problems seem to be of a nature which 
could appropriately be dealt with through changes in corporate tax 
policy. A reduction, and lesser degree of progressivity, in individual 
income taxes would probably make the greatest possible contribution 
to a better balance in the supply of equity funds (and of investment 
funds generally), assuring (1) a larger proportion of venture capital, 
(2) better diffusion of corporate control, and (3) greater breadth 
in equity markets. 
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RETIREMENT CONTRIBUTIONS, THE SPENDING 
STREAM, AND GROWTH 


CHALLIs A. HALL, Jr., Yale University 


Within the past decade the net inflow of funds into private plans 
which defer the payment of currently earned compensation has become 
large enough to influence materially the rate of saving and capital 
formation for the whole economy. These institutional savings are 
accumulating in retirement and deferred distribution profit-sharing 
plans for eventual distribution as retirement income or deferred pay- 
ments to employees.' To explore the importance of these funds and 
the extent to which they represent additions to the total rate rather 
than mere diversions of saving which would have occurred without 
these plans is the primary purpose of this paper. 

Federal tax treatment of deferred compensation payments has 
been a significant force stimulating the growth of retirement and 
profit-sharing plans. Under the high tax rates which have prevailed 
for many years, various tax advantages accorded these plans have 
increased the economic advantages of deferred compensation relative 
to current cash payment for both employers and employees, and the 
parties at interest have been quick to recognize and to utilize these 
advantages. To prevent widespread tax avoidance and to check the 
loss of revenue, the Congress through statutory provisions and the 
Treasury through administrative regulations have surrounded these 
tax benefits with rigid and complicated restrictions which, in effect, 
grant the associated deductions and exemptions for firms and their 
employees largely to approved, or qualified, plans maintained by 
corporations. The volume of funds flowing through these qualified 
plans is now so large that apparently minor changes in the tax treat- 
ment accorded these plans may generate very important changes in 
the amounts and sources of funds, and in their effects on economic 
growth. 

This significant area of tax policy promises to become even more im- 
portant in the future. Expanded coverage of employees and liberali- 
zation of benefits will increase the absolute and relative importance 
of these plans. Moreover, the tax benefits granted under qualified 
plans may be extended to areas and sectors of the economy now denied 
them. Signs of this development are already evident in the in- 
creasingly insistent demand by the excluded groups to be allowed on 
erounds of equity tax deductions and exemptions for retirement sav- 
ings. To project the possible growth of qualified plans under existing 
law and the attending influences on saving and to indicate briefly the 
effect of certain deferred payment tax proposals are secondary pur- 
poses of this paper. 


Extent anp Causes or Past AND ProspecrTivE GrowTH oF PLANS 


Growth in the number of private retirement and profit-sharing 
plans and in the contributions made to them has occurred largely in 
the last 15 years. Available statistics yield only rough clues to the 


1 Other types of deferred compensation plans, such as individual arrangements between 
key executives and their companies, are not considered in this paper, because the flow of 
funds through them is relatively small. 
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course and present status of this development. The first period of 
rapid rate of growth coincided with the World War II years, when 
hia and temporary income-tax rates, intensified competition for 
labor and management, exemption from w age and salary controls of 
compensation deferred through approved plans, and favorable tax 
treatment of approved plans combined to make these forms of com- 
pe nsation especially attractive? The number of plans qualified for 

favored tax treatment increased from about 659 at the end of 1939 
to 9,370 by ie, Or 31, 1946, with 7,423 of this number initiated after 
September 1 1942.3 "By 1946, corporate contributions to versa 
plans, accounting for almost all approved employer contributio: 
amounted to roughly $758 million, with retirement plans receiving 
roughly $654.4 Corporate contr ibutions to all plans qualified through 
August 31, 1946, were three times as large as those for qualified plans 
in existence before 1940.5 

Though both the number of qualified plans and contributions to 
them have continued to grow steadily since 1946, the most rapid rate 
of growth has occurred since 1949, when the provisions of retirement 
plans became definitely subject to mandatory collective bargaining 
and organized labor initiated a drive for negotiated private. retire- 
ment benefits. Union pressure, combined with the reintroduction of 
the excess profits tax, higher income-tax rates and other wartime 
economic characteristics of the Korean war, drove the number of plans 
and contributions sharply upward. On June 30, 1949, 12,154 quali- 
fied plans were in existence; by the end of 1954, 26,573 plans were 
oper sing Corporate contributions climbed from’ somewhat less 
than $1,216 million in 1949 to an estimated $3,068 1 in 1954." 

Private retirement plans have emerged as a major form of saving 
institution and the dominant kind of deferred-type compensation plan 
in this growth. At the end of 1954 reserves of private retirement 
plans (largely qualified plans) were about $20.3 billion (cf. table 1), 
as compared with total assets of saving and loan associations and 
life-insurance companies, respectively, of $31.7 billion and $84.1 bil- 
lion. There are no reliable data on funds in profit-sharing plans, 
but one estimate places these assets at $2 billion to $2.5 billion on 
Decemberi 31, 1954.° 

The yearly addition in reserve funds of these plans, or the amount 
of gross inflow left after payment of administrative expenses and 
benefits to participants, has been increasing rapidly. For retirement 
plans this is largely due to funding requirements imposed by actuarial 
tests of soundness, tax qualification rules which require funding of 


2For a more detailed analysis of these factors and their force cf. Challis A. Hall, Jr., 
Effects of Taxation on Executive Compensation a Retirement Plans (Boston, Harvard 
Graduate School of Business Administration, 1951), ch 

’ Internal Revenue Service. 

‘Internal Revenue Service compilation of annual employer contributions (at varying 
om) - 9,370 plans qualified through August 31, 1946. 

> Ibid. 

® Internal Revenue Service. 

7 Both figures represent corporate contributions under all deferred-type plans, including 
relatively small amounts under nonqualified plans. These contributions are shown without 
breakdowns by type of plan in Statistics of Income, pt. 2, for the most reeent year of 
tabulation, which lags about 3 years behind the current year, and each prior year through 
1945. The 1954 estimate was derived by extrapolating to 1954 the ratio of such con 
tributions to wages and salaries other than governmental and agricultural, and applying 
this ratio to the corresponding wage and salary total for 1954. 

® Federal Reserve Bulletin, July 1955, p. 783. Reserves of retirement plans, insured with 
life companies, reflected in both retirement plan reserves and life companies assets, were 
$9.8 billion, ef. Institute of Life Insurance, Life Insurance Fact Book, 1955, p. 33. 
sal Memorandum from Analysis Staff, Debt Division, Treasury Department dated July 13, 

55. 
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approved plans, and the rapid increase in new plans. As table 1 
shows, reserves were growing at the rate of about 14 percent yearly 
in 1954. <A large fraction of this growth is attributable to employer 
contributions, which accounted for $2.6 billion of a gross inflow of 

$3.6 billion. Comparable data for profit-sharing plans are not avail- 
able, but the increase of reserves in such plans was roughly $300 
million in 1954.2 


TasLe 1.—Hstimated peannnee data for prnee retirement or 


| Contributions Increase 
Be i eal Contri- Increase | Total re- of re- 

| Interest | butions |Payments] of re- serves Personal serves as 
Employer] °2'Bings +inter- | to bene- | serves end of saving | pereent 
'Employer| +em- | On assets | est earn-| ficiaries | during year (billions) | of per- 

J biogas ings year (billions) sonal 

. | saving 

| 

| 


(2 | » | © | © | (7) (8) (9) 
| 
| 


$650-$700 |$750-$800 $180 |$930-$980 70 's790-$840 $6.6 $12.6 


1, 900 2, 200 400 2, 600 350 | 2, 074 14.0 17.7 1 
2, 600 3, 000 600 3, 600 | 538 2, 822 20.3 18.3 15. 4 
5, 100 5, 900 1, 800 7, 700 1, 800 5, 400 62. 6 23.0 23.6 


Sources: Cols. (2) ene (8) for 1946, author’s estimates based upon data from Internal Revenue Service 
and Raymond W. Goldsmith, A Study of Saving in the United States (Princeton, Princeton University 
Press, 1955), vol. I, p. 486. 

Col. (9), Department of Commerce. 

Cols. (2), (3), (4), (5), (6), and (8) for 1951 and 1954 from Chief Actuary, Social Security Administration; 
col. (7) computed on assumption that administrative and other expenses are 8 percent of contributions. 

1964 personal saving from staff of the Joint Committee on the Economie Report, Potential Economic 
Growth of the United States During the Next Decade, 83d Cong., 2d sess. (Washington, U. 8. Government 
Printing Office, 1954), p. 20. 

Other data for 1964 derived by author on the assumptions that (1) average annual increase in employer 
contributions equals the average annual increase in corporate deductions under sec. 23 (p) of the Interna! 
Revenue Code (now sec. 404) for 1946-52; (2) employee contributions are 13.3 percent of employer contribu- 
tions; (3) interest earnings on assets are equal to payments to beneficiaries after 1954; (4) administrative ex- 
penses are 8 percent of total contributions; (5) interest earnings on reserves are equal to 3 percent of midyear 
book value. 


Continuation of recent economic and social trends through the next 
decade would substantially enhance the absolute and relative im- 
portance of private retirement plans. ‘These fundamental forces have 
operated in varied and complex ways to spread the private retirement 
movement. High and progressive individual income-tax rates have 
made it profitable for employees, especially the highly compensated, 
to defer the receipt of compensation from the earnings period to the 
retirement period. Deductions allowed employers for contributions 
to qualified plans have placed such payments taxwise on a par with 
cash compensation. High and sustained employment has served to 
maintain competition for labor and to stimulate funding of plans, 
especially for past service. Union pressure to initiate retirement 
plans and to improve employer benefits by collective bargaining has 
heen vigorous. Under similar conditions in the next decade, the 
resulting extension of retirement coverage and liberalization of bene- 
fits could increase total contributions over the 1954 level by almost 
100 percent to $5,100 million and expand reserves to $62.6 billion, or 
over three times their 1954 level (cf. table 1).“. To some extent 
profit-sharing contributions would also be stimulated by these forces, 
but the scarcity of available data forestalls projections of their growth. 


10 Analysis Staff, Debt Division, Treasury Department, op. cit. 

1 One estimate of total contributions to industrial retirement plans alone places them 
at $2.4 billion in 1950-51 and $6.6 billion in 1960. Cf. Charles L. Dearing, Industrial 
Pensions (Washington, the Brookings Institution, 1954), p. 166. 
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Tue Rate or Torat Savina 


Private retirement and profit-sharing plans influence the rate of 
capital formation and economic growth primarily by altering the 
amount of total saving available for investment. ‘Total saving is the 
sum of Government saving and private saving. Government saving 
is the excess of tax collections over Government transfers and expendi- 
tures for real resources; private saving is the amount of income saved 
by the private sector, including corporate saving. Since the rate of 
private investment actually achieved in any period is identically equal 
to the rate of total saving, both Government and private saving release 
resources which must be utilized in capital formation if a given level 
of output and employment is to be maintained. If these resources are 
used in capital formation, the rate of economic growth at this output 
level is increased; if the enhanced rates of saving does not lead to 
increased investment, then output, employment, and probably 
the rate of investment is reduced. Significant changes in total saving 
through the growth of deferred payment plans would be an important 
element in economic growh. 

Both the flow of funds through these plans and government fiscal 
policy induced by the plans affect the rate of saving.? Employer 
and employee contributions, interest earnings on reserves, re pay- 
ments to beneficiaries exert their force through complicated channels 
and with frequently conflicting results. Indeed, the net effect of a 
particular force is often uncertain, and the relative weight of various 
forces is not precisely identifiable. Government fiscal actions taken 
to compensate for the fiscal effects of deferred payment plans will sig- 
nificantly affect total saving. Tax treatment of deferred compensa- 
tion operates for the most part to diminish tax collections both in the 
present and over the time span of deferral; if tax rates are increased 
or government expenditure reduced to compensate for this revenue 
loss, or if other fiscal actions are taken, the rate of saving and capital 
formation will be significantly altered. The net effect on saving re- 
flects the combined influences of all these factors—the flow of funds 
through plans with tax rates and amount of resources used by gov- 
ernment constant, and compensatory government fiscal action. 


Employer contributions 


Contributions of employers are a form of wage income whose 
costs must be covered by changes in the amount of income flowing or 
accruing to the various productive resources, by price movements which 
alter the real value of such shares, or by increased output from greater 
efficiency. Since these adjustments produce different economic ef- 
fects, the routes through which employer contributions become a part 
of the income stream are of great significance. In my opinion, the 
costs of these contributions have been met largely from reductions in 
real cash wages and salaries, lower corporate net profits, and reduced 


_ 1 It is possible that the amount of accumulated assets may affect the rate of saving by 
imparting to covered employees a sense of security. This extension of the wealth effect 
(or Pigou effect) to accumulated saving is vulnerable to attack on the ground that accu- 
mulated saving is the result of past decisions or effects, and should not exert an independ- 
ent influence. For this reason it is excluded from the list of determinants in the text. 

‘3 Both corporate profits and individual income taxes, which are the important taxes 
affected by deferred payment plans, form a part of the income shares allocated to various 
productive resourees. They are not, therefore, to be regarded here as an additional source 
from which employer contributions may be paid. 


68595—55——_51 
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purchasing power of income in general through a rise of output prices 
relative to factor costs, in this order. To some extent efficiency has 
been improved. 


Reduced real cash wages and salaries 


Growth of employer contributions tends to reduce the real value of 
cash wages (and salaries) through the process by which the extra labor 
remuneration represented by contributions becomes imbedded in the 
cost-price structure. This process brings the aggregate remuneration 
of cor (cash wages and salaries plus employer contributions) into 
proper relationship with the sales price of output. Technical factors 
govern this relationship; that is, real wages are more or less closely 
related to the physical productivity of labor. To the extent that the 
relationship prevails employer contributions are wedged into the cost- 
price structure through (a) reductions in money wages paid in cash, 
(6) slower expansion of money wages as productivity of labor in- 
creases over time, or (¢) increased prices of output.’* Because of in- 
stitutional and behavioral characteristics which contribute to the 
rigidity of the money wage rate in a downward direction, reductions 
of money wages in response to the growth of contributions have been 
rare. Though some contributions have increased prices in general, 
most employer payments which have reduced real cash wages appear 
to have slowed down the rise in money cash wages which otherwise 
would have occurred. Plans voluntarily adopted work out their effect 
in this direction, because they do not create the same cost push forces 
pages in negotiated plans. A similar adjustment is brought about 

y negotiated plans where negotiated wage rates (including employer 
contributions) do not rise faster than labor productivity. To some 
extent union pressure for pension plans may advance the price level 
over time, but this effect is relatively small, in my opinion.® 

Reduction in the real value of cash wages induced by the growth of 
employer contributions results in a higher level of real income after 
taxes than otherwise would have prevailed. The dominant force pro- 
ducing this effect is the relative reduction in taxable wage income ac- 
companying the growth of contributions. Whatever the route by 
which real cash wages are reduced, the real value of tax collections 
from employees is always lower than it would have been without the 
employer contribution ; employer contributions are not currently taxed 
to emplovees, and the Government loses the personal income taxes 
which otherwise would have been collected on the cash wages re- 

laced.** Corporate tax collections are not altered in this process, for 
noth types of wage payment are deductible from taxable profits. Some 
of the loss in tax collections from employees is offset when price in- 
flation follows the introduction of employer contributions into the cost 


1 This type of price increase is accompanied by corresponding movements in the remu- 
neration of both labor and nonlabor resources. It is to be distinguished from increases in 
product prices which are not associated with upward movements in the returns to nonlabor 
factors. The latter is discussed in a later section of this paper. 

15 Since there seems to be no consensus among economists whether union wage nressure 


tends to outstrip productivity advances, the conclusion about the ay effects of 
n 


necotiated plans is very tentative. The effects of price inflation on saving are the same 
direction as the effect of negotiated plans which merely slow down money wage increases. 
Thus underemphasizing the inflationary effects of negotiated plans leads only to under- 
valuing the strength of their effect on saving. 

1% At current tax rates the prospective personal income taxes on snch contributions paid 
out as future retirement income are much less than the taxes presently saved, since exemp- 
tions for retirement and the aged, the progressive rate schedule, and the lower level of 
retirement income combine to produce a very low personal tax rate. 
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structure. When aggressive bargaining for retirement plans leads 
io higher money wages (cash wages plus employer contributions) 
than are warranted by the value productivity of labor, a new equilib- 
rium can be achieved at this output only if prices of products and 
nonlabor resources rise sufliciently to restore the real value of various 
factor shares to their old level. This equilibrium requires that the 
percentage increase in money labor costs, appearing in the form of 
nontaxable employer contributions, be equal to the percentage increase 
in property income, which is taxable. With a progressive personal 
income tax, income taxes on property income rise faster than the price 
level; real tax collections on property income increase. This offset to 
the loss of tax collections on wage income is ere small, however, 
if only because the growth of plans does not contribute ae antly 
to price inflation. The primary effect of the relative decline in cash 
wage income is an increase of real income after taxes. 

Expansion of real income after taxes through the impounding of em- 
ployer contributions in deferred payment plans affects total saving 
in different directions, depending on the reactions of participating 
employees to income accruing through these institutions. Govern- 
ment saving is diminished at any given output by the decline in tax 
collections, with tax rates and government use of real resources con- 
stant. The extent to which this diminution in government saving is 
replaced by an increase of private saving, including employer con- 
tributions, determines the net effect on saving. If consumption in- 
creases, private saving expands by less than the decline in government 
saving; if consumption decreases, private saving expands by more 
than the fall of government saving. In the absence of empirical in- 
formation on this question, general observations suggest certain ten- 
tative conclusions. 

Increased real income after taxes through the replacement of tax- 
able wages for tax-exempt employer contributions is always accom- 
panied by an “income effect” on present consumption, and may be 
associated with a “substitution effect.” The income effect, or the in- 
fluence of the higher level of real income after taxes, tends to increase 
present (and future) consumption; it operates like an increase of cash 
wage income. The substitution effect, which reflects the change in 
the rate at which present consumption can be exchanged for future 
consumption, tends to reduce present consumption (and expand future 
consumption). Without deferral of pay, an employee subject to a 30- 
percent marginal tax rate obtains $70 of present or future consumption 
(neglecting interest) for each $100 of income before taxes. Each $100 
of employer contributions set aside for this employee permits $100 of 
future consumption, if the individual’s future marginal tax rate is 
say, zero. Whether the contribution permits the employee to expand 
present consumption depends upon his economic status. Though em- 
ployer contributions ordinarily cannot be assigned or otherwise used 
directly as security for loans, they can be used to finance present con- 
sumption if the employee owns assets or would have saved from cash 
income without the deferral. For such “severs” each $100 of em- 
ployer contributions permits an equivalent amount of either present or 
future consumption: there is no substitution effect operating here. 
But if the employee would not have saved or owns no assets, the con- 
tribution cannot be used to finance present consumption. For such 
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“spenders” the employer contribution leaves a choice of future con- 
sumption but no present: the substitution effect does operate here. 

The replacement of cash wage income by an equivalent amount of 
employer contributions tends to increase present consumption of sav- 
ers and to reduce present consumption of spenders. For each $100 
of cash income cid be savers may obtain $100 of present or future 
consumption instead of $70. This is equivalent to an increase of in- 
come after taxes, which tends to increase present consumption. But 
each $100 of cash income replaced permits the spender to trade $70 of 
present consumption for $100 of future consumption, rather than $70. 
By definition the spender would have saved for future consumption 
less than $70 of cash wages without deferral, and he must save the 
whole $100 of employer contributions. Since $30 of the latter are re- 
duced personal-tax collections, he has in effect saved $79 out of the 
reduction in his available cash wages. Thus his consumption has been 
reduced. The substitution effect dominates the result by increasing 
the relative attraction of future consumption.” 

The net effect on consumption is uncertain, largely because it is im- 
possible to establish with any statistical precision the relative impor- 
tance of spenders and savers and to confirm the preceding a priori 
analysis. Nevertheless, it seems likely, in my opinion, that to the 
extent these plans have reduced wages and salaries their effect on 
balance is to reduce consumption, that is, to increase total saving. 
Though a substantial fraction of contributions to plans accrues to the 
benefit of higher paid employees who, for the most part, may be iden- 
tified as savers, the bulk of contributions to plans now in existence 

robably accrues to lower paid employees who may be identified 
Setelily as spenders. Since the latter group cannot easily borrow or 
sell assets to finance a larger present consumption, the dominant ef- 
fect appears to be some increase in total saving.” 
Lower corporate profits 

Employer contributions paid from corporate profits influence the 
rate of total saving by transferring income from the Government and 
corporate staskheldlire to employees. Since changes in corporate 
profits affect retained earnings relatively more than dividends, the 
transfer of retained earnings to employees is the dominant route deter- 
mining the final effect. Contributions which reduce corporate saving 
tend to reduce somewhat total saving. On the one hand Government 


17 Tf employees were allowed to defer their own pay in any amount up to some limit of 
compensation by replacing cash wages with employer contributions, the effects on consump- 
tion would be somewhat different. Savers would take full advantage of deferral, but still 
increase their present (and future) consumption. Spenders would participate in some 
degree, but their consumption might be higher, lower, or the same. The employee’s ability 
to choose the amount of saving to be impounded as deferred payments permits spenders to 
increase their consumption and still obtain tax benefits from the scheme. In such cases 
the income effect outweighs the substitution effect. 

This type of arrangement is similar to a tax deduction against the personal tax for indi- 
vidual contributions to their own retirement plans. A variant frequently proposed is to 
allow such deductions up to a limit for contributions by the self-employed to individual 
retirement plans. Relevant evidence is too fragmentary to support a firm conclusion about 
the effect on consumption of such a deduction. But if the deduction limit were set at 1° 
percent of income up to $75,000, as proposed in recent discussion, the bulk of deductions 
would be taken by savers in the higher income groups (which account for a large fraction 
of personal saving of the self-employed now) for whom the income effect would be dominant. 
The result would be an expansion of consumption, that is, a diminution of total saving, 
given tax rates and Government use of real resources. 

8 Though the requirements for vesting of rights to employer contributions (such as age, 
length of service, ete.) are more lenient for the higher than lower paid participants, this 
feature does not appear to weaken the above conclusion. Lenient requirements would 
strengthen the income effect on the higher paid employees, but strict vesting conditions 
would work in the reverse direction for the lower paid. 
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saving and corporate saving together decline by the amount of em- 
ployer contributions. Diminished Government saving is equal to the 
fall in corporate tax collections, and the rest is retained earnings. 
On the other hand, the income transferred to employees as impounded 
contributions tends to increase consumption from other income, at 
least for savers. In effect the contributions do not increase the sav- 
ing of employees as much as in the transfer reduces shareholder and 
Government saving.’ 

This decline of total saving might be partially checked if dividends 
rather than retained earnings bear some of the reduction in corporate 
profits after taxes. Reduced dividends would shrink disposable in- 
come of shareholders, and the impact on their consumption would 
more or less counterbalance the uaa consumption of employees, 
depending on personal-income-tax rates and the marginal propensities 
to consume of the affected groups. In any event the apportionment 
of smaller net profits between dfvidends and corporate saving would 
tend to affect the latter relatively more, and the total effect would 
appear to be a very small reduction in total saving. 

Higher prices 

To some extent funds are made available for employer contribu- 
tions through advances in prices of products without corresponding 
adjustments in the money returns paid out to nonlabor resources. 
This type of price increase is possible where industrial price policy is 
the significant determinant of prices. Its effect is to introduce a wedge 
between prices of output (both consumer and investment goods) and 
returns paid out to the factors of production. The value of this wedge 
constitutes the employer contributions which accrue to labor as re- 


tirement savings. The redistribution of real income toward labor 
occurs at the expense of property income recipients and Government, 
for the income of both sectors remains unchanged at the higher price 
level. 

This redistribution ordinarily increases aggregate saving. In- 
come redistributed from property owners to participating employees 


probably increases saving. The income effect of the impounded wage 
gain is only partial, since only savers will expand their consumption. 
But the income effect of the loss to property owners is complete. 
With about the same marginal propensity to consume for each group, 
the income effect alone would operate to increase saving, and any sepa- 
rate influence of plans in stimulating savings would work in the same 
direction. However, income redistribution from Government tends to 
reduce saving : Government saving is reduced by the full loss of Gov- 
ernment income, but private saving is increased by less than contribu- 
tions. Since the loss of Government income ordinarily forms a rela- 
tively small portion of the income redistributed, the total effect is 
dominated by the redistribution from property to labor, that is, sav- 
ing increases. 


Increased efficiency 


By providing orderly retirement and replacing aged employees, 
deferred payment plans tend to increase the efficiency of employees.” 


Shareholders’ consumption appears to be relatively unaffected by the level of corporate 
saving. 

” This is the net effect of plans. Other effects, such as the reduction in the working 
force through retirement and the impairment mobility of employees where vesting is incom- 
plete, tend to reduce output. For an appraisal of the relative strength of these tendencies 
as they apply to executives, compare Challis A. Hall, Jr., op. cit., pp. 264-266. 
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Higher efficiency promotes greater output, increased productivity of 
labor and capital, and potential income from which employer contri- 
butions can be paid. However, increased efficiency of resources does 
not necessarily bring forth the higher output which is possible, for 
aggregate demand may be insufficient to support the higher level of 
aggregate supply. If this is the case, a saving-investment problem 
is created. 

In my opinion any effects of increased efficiency would lead to an 
increase of saving relative to investment at the higher level of out- 
put. A small part of the increased supply would generate its own 
demand in the form of increased consumption, but the rest must be 
matched by increased demand for investment if the new potential 
output is to be reached. It is extremely doubtful whether the de- 
mand for investment would expand by the required amount. 


Employer contributions; summary - 

Though the effect cannot be demonstrated with statistical precision, 
employer contributions alone appear to increase aggregate saving. 
When these costs are met from reduced cash wages and salaries, higher 
output prices relative to cash factor costs, reduced dividends, or in- 
creased efficiency, aggregate consumption is probably lower than it 
would have been without deferred payment plans. To the extent that 
contributions have diminished retained corporate earnings, however, 
consumption is slightly higher. This effect on consumption cannot 
dominate the total effect unless a large fraction of employer costs is 
borne by retained earnings. But it is unlikely that the largest part of 
such costs has been paid for in permanently reduced undistributed 
profits. Employer contributions are forms of wage and salary pay- 
ments which add to wage costs of employers, on the one hand, and 
convey real benefits to covered employees, on the other. In a rela- 
tively free and more or less competitive economic system, these cost 
and benefit attributes are more likely to work themselves out through 
the wage and product price structure rather than on profits. Thus 
the dominant effect is to increase total saving. Nevertheless, the 
change in saving is only a fraction of total employer contributions. 
Though the latter are private savings (especially where the growth 
of plans has been rapid and recent), they are not net additions to 
saving: reduced tax collections and diverted private savings substan- 
tially offset the apparent increase. 

Interest earnings 

Net earnings of accumulated reserves are an additional form of 
income to covered employees. What influence these earnings may 
have on aggregate saving at any point in time depends upon their 
sources and the extent to which they are considered in current con- 
sumption decisions of covered employees. Tc some extent the earn- 
ings of plans will be paid for by Ciateetincld either as direct interest 
transfers on Government debt previously issued (or not retired) to fi- 
nance the reduction in tax collections occasioned by employer con- 
tributions or as reduced taxes due to exemption of trust earnings 
from taxes. A sizable fraction of interest earnings will represent 
interest which would have accrued to the private economy on other 
forms of saving if deferred payment plans had not grown. Some 
interest may represent earnings on capital formation due to the 
growth of plans. All economic effects of these plans combine with 
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the dynamic process of economic change over time to determine the 
relative importance of these sources. : 

In principle the influence on employees’ consumption-saving deci- 
sions of interest accruing through these plans should be similar to 
that of employer contributions: the effect would be to expand consump- 
tion of “savers.” To the extent interest is paid for by Government, 
then, the net effect is to increase consumption somewhat; on interest 
which would have been earned anyway in some other form of saving, 
the net effect is to reduce consumption (since the “income effect” of 
the diverted funds is weakened) ; earnings from additional capital 
create a saving-investment problem, which is analogous to an expanded 
rate of total saving in the short run, unless population growth and 
technological advance outrun the rate of capital formation. It is not 
clear what the net effect on saving would be at any point in time. 
Presumably the first 2 of the above 3 sources would be most impor- 
tant, but their effects work in opposite directions. In any event, the 
opposing effects and relatively small size of net interest suggest that 
the total effect is relatively small. 

E'mployee contributions 

Many plans limit coverage to those employees who are willing to 
make supplementary contributions from their own cash resources, 
usually in an amount peneaseanes to basic compensation, to cover 
part of the costs of deferred benefits. Employee contributions are a 
form of personal saving. Tax regulations require that employee con- 
tributions to qualified plans be fully vested ; usually they earn interest 
during the period of deposit. They are not deductible from taxable 
income. Though interest earned on them by qualified trusts is tax 
free during the period of deposit, many alternative personal invest- 
ments are on roughly the same basis. Thus they do not alter the real 
incomes received by contributors. 

Nevertheless, employee contributions tend to reduce consumption 
somewhat. They are likely to be regarded as diverted savings by par- 
ticipants who would have saved relatively large amounts anyway, and 
by those with assets or access to credit; consumption of these groups 
would be relatively unchanged. But participants who would have 
saved relatively small sums without the dintadbaibony requirement are 
forced to reduce present consumption if they cannot liquidate other 
assets or borrow on favorable terms to make their contributions. The 
aggregate effect of employee contributions in reducing consumption 
appears to be relatively small, however. A large proportion of con- 
tributions appears to be paid by the higher paid wage and salary par- 
ticipants in voluntary ita This group is probably both able and 
willing to make their contributions, which ordinarily range from 2 
to 5 percent of basic compensation, from current saving. 


Payments to beneficiaries 
Retirement and other deferred benefits actually paid out to em- 
ployees or their beneficiaries are an additional element affecting con- 


“ Introduetion of a tax deduction under the individual tax for employee contributions to 
qualified plans would increase present oeenpre of all present contributors, since the 
increased income after tax is in the form of cash. But the additional tax advantage would 
stimulate other changes, such as the extension of the contributory principle, which might 
work in the opposite direction. Nevertheless, the extension of employee contributions 
would be easier among the higher paid wage and salary workers rather than the lower paid, 
and the “income effect” would be likely to dominate. Thus consumption would be higher 
than it would have been without the additional tax deduction. 
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sumption and saving for the whole economy at any point in time. 
The flows of funds into plans largely affect decisions of employees in 
the working force; outpayments from the plans mainly influence re- 
tired individuals and others no longer in the working force. The dis- 
position of these receipts is the final act by which retired employees 
adjust their lifetime consumption to the lifetime income which has 
accrued to them through these plans, and the final effect by which the 
flows of funds through plans become synchronized to exert their com- 
plete effect on saving at any point in time. Though actually paid 
from contributions and interest currently accruing to plans, outpay- 
ments are largely subtractions from the capital funds previously ac- 
cumulated for recipients. Some of these receipts are paid in taxes, 
since previously untaxed employer contributions and interest are now 
available to beneficiaries. However, a relatively small proportion 
goes to Government with prevailing retirement and age exemptions 
and tax rates. Some of the receipts are preserved as capital funds 
to be consumed later or passed on as bequests. But a substantial 
fraction is probably consumed. The net effect is to increase consump- 
tion and reduce total saving. ; 
Saving and the flow of funds 

In my opinion, the combined effect of employee and employer con- 
tributions (which appear to increase saving), payments to benefi- 
ciaries (which decrease saving), and interest earnings (which seem 
to produce small, but uncertain, effects on saving) is to increase total 
saving at the present time. In the absence of compensatory fiscal pol- 
icy to replace the loss of Government revenue due to these plans, my 
tentative estimates indicate an increase of total saving from retire- 
ment plans alone in 1954 varying from $200 million to $900 million, 
depending on the degree to which private saving is supplanted by 
retirement accumulations. This is a relatively small expansion in 
saving. The range is only 7 to 30 percent of additions to reserves, or 
an increase of only 1 to 5 percent in personal saving (cf. table 1). 


Compensatory fiscal policy 

Changes in Government fiscal policy to compensate for the loss of 
tax revenues occasioned by the growth of plans have been neglected 
in the preceding analysis. If tax rates or outlays on resources were 
altered to remove the increased deficit, the effect on saving might be 
very important, perhaps more significant than the growth of plans 
by itself. Very rough estimates by the writer indicate that the net 
revenue loss from retirement plans alone in 1954 was about $800 mil- 
lion. At the output and price level then prevailing, a reduction in 
Government expenditure on real resources of this amount would have 
axpenter total saving by an equivalent amount.” This type of fiscal 
policy in conjunction with the growth of contributions would have 
produced an increase of saving ranging from $1,000 million to $1,700 
million, or about 6 to 9 percent of 1954 personal saving.“ The al- 
ternative course of increasing taxes would have varying effects de- 
pending on the type of tax increase employed. For example, an 
across-the-board increase in personal income-tax rates sufficient to 


2 Multiplier effects are properly disregarded here, as in other parts of the analysis, 
becanse the effect on saving refers to the attained price and output level. 

ne eee by adding $800 million to the increase of aggregate saving from retirement 
plans alone. 
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restore the loss of tax collections due to plans would have reduced 
disposable income by an equivalent amount, and diminished both 
consumption and private saving. The gain in total saving is equal 
to the decline in consumption, which would have been in the neigh- 
borhood of $560 million. Thus this course of fiscal action would have 
brought about an increased rate of saving accompanying the growth 
of plans of roughly $760 million to $1,460 million, or about 4 to 8 
percent of 1954 personal saving.* Unfortunately it is not clear 
whether fiscal policies would have been different in 1954 without the 
tax loss due to deferred-payment plans. 


Saving and future growth of plans 

The effect of deferred-payment plans on saving in any particular 
year cannot be extrapolated backward into the past or forward into 
the future. The level of tax rates, size of funds flowing through 
plans, type of plans, behavioral characteristics of the economy, and 
fiscal policies of Government jointly determine the effect on saving, 
and may be quite different at other times. However, present indica- 
tions are that the expected continued growth of these plans will prob- 
ably increase aggregate saving. Assuming future tax rates near 
present levels, by 1964 these plans might increase personal ‘saving by 
2 to 7 percent without compensatory fiscal action, and from 7 to 15 
percent if revenue loss is offset. More precise conclusions as to the 
effect of deferred plans on saving are difficult, if not impossible, to 
formulate, largely because the nature of Government fiscal policy de- 
pends upon factors which cannot be forecast. Among the most im- 
portant of these is the demand for private investment. If this is 
strong during the next decade, then Government fiscal policy could 
contribute to a noticeable increase in the rate of saving through pri- 
vate deferred-payment plans. 


%* A change in tax rates would alter the tax savings and revenue loss from the plans 
— This effect is disregarded in the text, but its influence on total saving is 
slight. 





XVI. FEDERAL, STATE, AND LOCAL GOVERNMENT FIS- 
CAL RELATIONS AND THEIR SIGNIFICANCE FOR ECO- 
NOMIC STABILITY AND GROWTH 


THE IMPACT OF THE FEDERAL SYSTEM ON STATE 
GOVERNMENT REVENUE SYSTEMS 


EvuGENE G,. SHAw, commissioner of revenue, North Carolina Department of 
Revenue, Raleigh, N. C. 


Excluding from consideration defense requirements with all of their 
related activities and expenditures, the taxes now imposed by Federal, 
State, and local governments are about the same, each level requir- 
ing approximately $10 billion annually. The question for considera- 
tion is whether the requirements of the Federal Government and the 
tax system which imposes and collects for the Federal Government 
(exclusive of requirements for national defense) an amount roughly 
equal to the total revenue requirements in each of the other govern- 
ments at State or local levels has significantly circumscribed the de- 
velopment of State government revenue systems. 

Expenditures for national defense, veterans benefits, international 
affairs, and finance and interest on the debt incurred during previous 
war and defense activities will continue for many years to come and 
since such expenditures are vital to our survival as a free democratic 
nation, it is necessary at the outset to subordinate all State and local 
revenue requirements to those reasonable expenditures which may be 
required varying in amounts from time to time in the interest of na- 
tional security and to consider only that portion of the total Federal 
revenues which are required and expended for other purposes. 

The question with which we are concerned is whether the Federal 
revenue system as now imposed and administered encroaches upon 
the sources of revenue which might otherwise be available to States 
and localities in order for them to fulfill and discharge the ever- 
increasing demands of the people for functions and services at the 
State and local levels. That is to say: whether the Federal system 
of taxation overlaps State and local systems or usurps and deprives 
those levels of Government from sources of revenue to which they are 
justly entitled. 

This question immediately presents for consideration the other side 
of the picture and that is the appropriate level of government in 
which various essential functions and services are to be performed. 
This side of the picture which is so essential for a complete evalua- 
tion of the subject will be covered by other speakers. The Federal 
fiscal devices, such as grants-in-aid and grants-in-lieu is a subject so 
vast in its scope and subject to divergent viewpoints so as to preclude 
any attempt to cover it in this paper. 

There are, however, many areas in taxation wherein the Federal, 
State, and some local governments each participate and it is desir- 


799 
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able that we examine these various sources to determine whether they 
may be successfully levied and collected at all three levels of govern- 
ment or whether they should be reserved, segregated and set aside for 
the exclusive use of one level. 


Prorverty TAxEs 


The property tax should be reserved as an exclusive source of revenue 
for local governments. The Federal Government has never partici- 
pated in this field for the obvious reason that its direct taxes are ap- 
portioned according to population and hence this form of tax is im- 
practicable for Federal use. The States have been withdrawing from 
this field and relinquishing it to the local governments. Although 
there has been a dep orable lack of uniformity in determining assessed 
valuations of property for ad valorem taxes for many years arising 
in part by reason of adjustment of valuations to conform to rates or the 
converse accommodation of rates to valuations, there has nevertheless 
been achieved during recent years notable improvements in the field 
of property taxation with the adoption of more uniform standards 
for the valuation of properties, especially railroads, utilities, and 
public service corporations. To be sure the States can by suitable 
supervisory methods set up and maintain improved standards for uni- 
formity but all of these areas of property taxation relate to admin- 
istration rather than the fundamental concept of the level of govern- 
ment entitled to the revenue derived therefrom. 


. Sates AnD Use Taxes 


The origin, growth, and development of the retail sales and use 
tax by State governments is a tribute to the ingenuity, resourceful- 
ness, and tenacity of State governments in the exploration, experimen- 
tation, and successful administration of an entirely new concept in 
taxation. It was conceived during the darkest days of the depres- 
sion by the State of Mississippi in 1942, extended to my State of North 
Carolina in the following year, and carefully nurtured although ex- 
panded during the thirties until finally it has now been enacted in 
varying forms in 81 States and the District of Columbia. In its first 
full years of operation it had a combined revenue value of $9,685,000 
in the States of North Carolina and Mississippi.t. For the fiscal 

ear ended June 30, 1954, collections from the 31 States and the 
istrict of Columbia amounted to $2,371 million. 

This is a form of consumer tax that has overcome public resistance 
with which it was originally confronted and has now been’ accepted 
as a fair and reasonable levy based upon the purchasing power of 
the consumer. In 1954 it ranked as the foremost source of revenue 
in 17 States and as the second major source of revenue in 12 other 
States.2? While it is true that there are some overlapping liabilities, 
complications, inconveniences, and even discriminations in interstate 
transactions, sales tax administration has reached an unusually high 
level of efficiency and compliance and is being constantly improved 
by administrative procedures and cooperation between the States. 


2 Mississippi’s collections for the calendar year 1933 amounted to $2,673,955. North 
Carolina’s collections for the fiscal year ended June 30, 1934, amounted to $6,011,700. 
2 These evaluations were made by the tax administrators in those States. 
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The desirability of the Federal Government imposing a general sales 
tax has been considered and debated during recent years but it is 
respectfully submitted that notwithstanding some interstate diflicul- 
ties this is basically and essentially a source of revenue that should 
be reserved to the States except perhaps if the exigencies of a wartime 
emergency should justify a temporary levy by the Federal Govern- 
ment of this form of tax. Moreover, the States should be entitled to 
this source of revenue on the basis of priority arising from their 
concept, experimentation and development of it. 


Ner Income Tax 


The net income tax is the backbone of the Federal tax structure 
and comprises about 80 percent of its source of revenue. For the 
fiscal year 1953 Federal income taxes collected from individuals 
amounted to about $29,816 million which was 47.5 percent of the total 
Federal revenue; and corporate income taxes amounting to $21,238 
million comprised 33.8 percent of the total. During the same year 
the States collected $969 million in income taxes from individuals 
which constituted 9.2 percent of total State revenues and $810 million 
from corporations which was 7.10 percent of the total. Thus, there 
is a sharp contrast both in collections and in relative revenue values 
of the net income tax as between the Federal and State Governments. 
The Federal levy, of course, was nationwide whereas the net income 
tax derived by States both with respect to individual and corporate 
income taxes was limited to the States imposing such taxes. 1 hirty- 
one States and the District of Columbia impose taxes on the net income 
of individuals whereas the remaining 17 States have no individ- 
ual income tax whatever. Similarly, 32 States and the District of 
Columbia impose a tax measured by net income upon corporations 
whereas the other 16 States do not have this source of revenue, Four- 
teen of the non-income-tax States had neither individual nor corpo- 
rate net income taxes. Two other States imposed net income taxes 
against individuals but not corporations whereas three additional 
States imposed taxes on corporations but not individuals. Thus, 19 
States were not utilizing this source of revenue as to individuals, cor- 
porations, or both. 

The income-tax States have developed a high degree of capability 
in administering income taxes both with respect to corporations and 
individuals and through the installation of mechanized procedures 
or the adoption of withholding statutes have attained a high degree 
of compliance. 

This bulwark of the Federal tax structure and important source of 
revenue to the States can continue to be employed concurrently by both 
levels of government and provides for the States not now imposing 
such taxes an available source of revenue for their future needs. . 


Deatu AND Girr TAxeEs 


Since the beginning of colonial times the States have developed a 
system of taxation on transactions involving the succession of owner- 
ship to real or personal property by inheritance, bequest, or devise so 
that in many of the States now imposing the death taxes that form of 
taxation is perhaps the oldest levy with the exception of property 
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taxes. Over that long period of years the States had built up and 
successfully administered death taxes imposed in the form of estate 
or inheritance taxes. The imminence of World War I in 1916 made 
it necessary for the Federal Government to seek new sources of taxa- 
tion and hence the Federal estate tax was imposed in that year. After 
the close of World War I this levy was retained as a source of revenue 
by the Federal Government until by way of compromise with the 
States who were insisting upon its outright repeal a provision was 
made whereby a credit was allowed for State death taxes up to 25 
percent of the Federal estate tax. The States, however, were not 
satisfied with this arrangement and continued to press for outright 
repeal and in 1926 the Federal Government practically surrendered 
this source of revenue to the States by increasing the credit from 25 
percent to 80 percent. The basic Federal estate tax rates were then, 
as they are now, relatively low so that the result of the 1926 act was 
for the Federal Government to give to the States almost all of the 
revenue from death taxes but to remain in the field as a balance wheel. 
In 1935 President Roosevelt suggested a tax upon inheritances “which 
bless neither those who hequeath nor those who recéive” and Con- 
gress responded by imposing increased estate tax rates in the form of 
additional taxes to the basic Federal estate tax. A mere glance at the 
table of rates for the basic and the additional Federal estate taxes 
will make immediately apparent the enormous decrease in the value 
of the Federal estate tax credit. Since the credit applies only to the 
basic tax at low rates and not the additional tax with the sharp in- 
crease in each bracket of the net taxable estate the result has been to 
reduce the value of the 80 percent credit from 80 percent in 1926 to 
about 11 percent at the present time. All the States impose death taxes 
in one form or another except Nevada which has a constitutional pro- 
hibition against such form of taxation. Thirty-eight States impose 
inheritance taxes. Thirty-six States impose an estate tax against the 
80 percent Federal estate tax credit although at least four of those 
States do not levy a separate inheritance or estate tax. At least 
8 States impose a tax upon the estate broader in base than the mere 
80 percent Federal tax credit. 

he gift tax is a protective companion of death taxes and therefore 
policy and administrative considerations are applicable to both. It 
is imposed by the Federal Government and by 12 States. Its princi- 
pal value is the protection it affords against the avoidance of death 
taxes but nevertheless it has some substantial revenue value. 

For the fiscal year 1953 combined collections from inheritance, es- 
tate, and gift taxes by Federal, State, and local governments amounted 
to $1,107 million. Of that amount the Federal Government received 
79.6 percent amounting to $881 million. The States received 20.1 
percent amounting to $222 million and the local governments received 
the balance amounting to about $4 million. As a revenue producer 
these taxes sdeiioel about 1.4 percent of Federal collections and 
about 2.1 percent of State collections. Thus, it can be seen that the 
proportionate revenue value to the Federal Government is relatively 
small but if the States were given this source exclusively and could 
maintain something comparable to the Federal estate tax rates, basic 
and additional, the total revenue value to the States would be equiva- 
Jent to more than $800 million which by comparison is about. one- 
third of the aggregate collections from the general sales tax. While 
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it is doubtful that many of the States would find it economical or 
politically wise to impose death taxes at the high prevailing Federal 
estate tax rates, nevertheless if this source of revenue were py 0 
segregated and set aside for the States it would afford them a highly 
valuable source and without any serious deprivation to the National 
Government. If there was not a complete segregation much could 
be accomplished by restoring the full 80 percent credit applicable to 
the Federal estate tax basic and edditional... 


Automotive Taxes 


As our highway systems began to expand and develop about three 
decades ago modern highway engineering and construction supplanted 
the outmoded and inadequate State and county roads and motor trans- 
portation entered upon a new era. Paralleling the development of 
a modern highway system was the modern engineering, designing, and 
production of motor vehicles. The suppliers of motor vehicle fuels 
likewise contributed their part by adopting modern methods of pro- 
ducing, refining, and marketing petroleum products. 


Motor fuels tawes 


The financing of this vast highway system made necessary the im- 
position of an excise tax on gasoline measured by the unit of the gallon 
and commencing with the State of Oregon each State began to impose 
a rate commensurate with its needs for highway construction, main- 
tenance, and repair. These rates have gradually increased through 
the years. In the depression days of 1932 the Federal Government 
first introduced its tax on gasoline as an emergency measure but has 
levied it continually since that time. There is, of course, a national 
interest in providing a good interstate highway system but the States 
have shown a leading responsibility in the construction, repair, and 
maintenance of modern highways and an appreciation for interstate 
cooperation in highway development. 

A resolution was adopted by the conference of governors at Houston, 
Tex., in 1952, memorializing Congress to repeal the Federal tax on 
motor fuels in order that the States might reimpose it at the State 
level. This tax is one that lends itself to the principle of segregation 
of Federal and State sources of revenue. While it is recognized that 
certain States, because of the wide disproportionate mileage of Fed- 
eral highways which traverse them, would require and should receive 
Federal assistance, it is nevertheless the preponderant opinion of the 
States that if the present Federal tax on motor fuels should be relin- 
quished to them they could handle their respective highway problems 
without the present related highway grants made annually by the Fed- 
eral Government. With a provision for safeguards for those few 
States where Federal aid, due to special circumstances, is essential for 
the maintenance of an adequate highway system, a desirable step in 
the direction of decentralization of governmental functions could be 
accomplished by segregation of revenues in this field. ‘The Federal 
Government should relinquish this form of taxation completely to the 
States as promptly as the transfer of functions can be accomplished. 


Motor vehicle registration 


The registration of motor vehicles and issuance of licenses as well as 
title registration and drivers licensing are all essentially regulatory 
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measures for identification, protection of highway traffic and highway 
safety. But motor-vehicle licenses combined with gross-receipts taxes 
on commercial vehicles, special fuels taxes and ton-mileage taxes have 
become an important part of the highway revenues in the States. 
Reciprocal arrangements have been entered into by the various States 
with the result that interstate automobile travel presents no problem. 
While it is true that the enormous growth of the trucking industry 
engaged in interstate commerce truck traffic has presented the question 
of reasonable compensation to the various States whose highways are 
used by interstate commerce trucks. Many of the States have worked 
out equitable plans for taxing the use of their highways by commercial 
vehicles and considerable additional progress 1s being madé in that 
direction. There appears to be no doubt but that the remaining prob- 
lems of truck reciprocity can be solved by the several States without 
Federal intervention and that license fees for registration of all motor 
vehicles, private and commercial, should be retained exclusively by the 
States for the present. 

For the fiscal year 1953 total collections from motor fuels amounted 
to $2,925 million of which the States received $2,019 million or 
69 percent. The remaining 31 percent amounting to $906 million 
was derived by the Federal Government. During the same year there 
was returned to the States by way of Federal grants for highway 
construction $510,073,000. Taxes imposed and collected for the use 
of the highways should be devoted exclusively to the construction, 
repair, maintenance, improvement, and policing the highway system 
and should not be diverted for any other governmental use, State or 
Federal. 


Tosacco TaxrEs 


The Federal Government was the pioneer in the taxation of 
tobacco products, extending back many years prior to the time of 
the present widespread popularity of the cigarette. But the Federal 
levy is on the manufacture and importation of tobacco. At the 
present time excise taxes on tobacco products of various kinds are 
well established sources of States’ revenue and are now imposed 
by 41 States and the District of Columbia. These taxes as presently 
imposed apparently originated in the State of Iowa in 1921. In 1923 
Georgia, South Carolina, South Dakota, and Utah imposed similar 
taxes. The Arkansas tobacco tax was levied in 1924 followed by sim- 
ilar taxes in the States of North Dakota and Tennessee in 1929. 
Louisiana enacted its tobacco tax in 1926 followed by Alabama and 
Kansas in 1927. In 1930 Mississippi enacted its tobacco tax and the 
following year Ohio and Texas imposed their levies. The tobacco 
taxes in Arizona and Oklahoma were imposed during the depression 
days of 1933. In 1935 the States of Connecticut, Pennsylvania, and 
Washington enacted their levies followed by Kentucky in 1936 and 
Vermont in 1937. By 1939 the revenue value of this levy spread 
rapidly for during that year the States of Massachusetts, New Hamp- 
shire, New York, Rhode Island and Wisconsin imposed such a tax. 
There was no further extension of this levy by any State until 1941 
when Illinois and Maine enacted the tax followed by Florida and New 
Mexico in 1943. 
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Idaho joined the group of tobacco tax States in 1945 and 1947 the 
levy was extended widely for during that year Indiana, Michigan, 
Minnesota, Montana, Nebraska, Nev ada, and West Virginia entered 
the field. New Jersey followed suit in 1948 and in 1949 Delaware 
and the District of Columbia made similar levies. The State of 
Wyoming is the latest addition to the tobacco tax family of States, 
its tax having been imposed in 1951. While it is true that the Federal 
tax on tobacco is imposed at the manufacturer’s or importer’s level 
and the excise taxes imposed by the States are all at the consumer 
level, nevertheless it must be recognized that the total taxes on the 
tobacco product are paid by the individual consumer. Some of the 
States have experienced difficulties of enforcement arising by reason 
of the unlawful importation of tobacco products into their jurisdic- 
tions but through t the mutual cooperation of the tobacco tax admin- 
istrators, strengthened by the so-called Jenkins Act enacted by 
Congress, a high level of compliance and minimum evasion has now 
been accomplished. 

For the fiscal year 1953 total tax collections on tobacco products 
amounted to $2,124 million of which the Federal Government re- 
ceived $1,655 million or 77.9 percent. The other 22.1 percent amount- 
ing to $469 million was received by 41 States and the District of 
Columbia. A small portion of this revenue was received by munic- 
ipalities, many of which are located in States which do not impose 
a tobacco tax at a State level. 

Notwithstanding the early entrance of the Federal Government 
into this field of taxation, it is now a well-developed and highly valu- 
able source of revenue to "the States and has not appreciably affected 


the tobacco industry and is generally accepted by the consumer. Both 
levels of government should continue the use of this form of levy as 
at present on a concurrent basis. 


ALcoHOoLic Breveracr TAxEs 


The Federal, State, and local governments all levy highly diversified 
forms of excise taxes and license fees on all kinds of alecholic bever- 
ages. A notable feature in this field of taxation is the wide variation 
in the number, type, and amount of these levies in the several States 
with the inevitable overlapping. The heavy taxation of alcoholic bev- 
erages perhaps originated for the purpose of strict regulation and 
rigid control over the manufacture and sale but the revenue value is 
of great importance to all levels of government. ‘This is a source of 
revenue which is not well adapted to segregation not only because 
neither level of government can well afford to surrender this source 
exclusively to the others but also because the retention of the licensing 
and sale of alcoholic beverages by the State and local gov ernments 
provides a strong arm and formidable weapon in the enforcement pro- 
gram for strict regulation. Aside from the illicit manufacture of 
alcoholic beverages for which the Federal Government has its own 
enforcement agency in the ATU, the principal source of revenue de- 
rived by the Federal Government i is at the manufacturer’s level where 
their agents and inspectors are in position to effectively enforce collec- 
tion atthe source. Hence, there is little need for licensing the sale and 
distribution of alcoholic beverages by the Federal Government from 


68595—55——_52 
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which source it derives very little revenue. This is a function which 
should be reserved to the States and localities whose enforcement 
agencies are close to the sale and distribution of the products and who 
could attain more efficient and effectual enforcement if the licensing 
could be reserved exclusively to the States and localities. This is an 
area wherein regulation and control could be greatly waecenee by the 
States provided the additional revenue were made available to them. 
Excise taxes on alcoholic a should be continued by both levels 
of government as at present. Revenue receipts from alcoholic bey- 
erages in 1953 amounted to $3,326 million, of which the Federal Gov- 
ernment received $2,781 million or 83.6 percent, leaving the balance of 
$545 million or 16.4 percent to the States, a portion of which was 
derived by the local governments. 


Freperat UNEMPLOYMENT COMPENSATION TAx 


Each of the 48 States imposes an oe compensation tax 
against employers on their taxable payrolls to provide for unemploy- 
ment insurance of their employees. The rates in the different States 
vary according to their aaeerees in the payment of unemployment 
compensation insurance. ‘The taxes so collected are paid over to the 
Federal Government which has general supervision over unemploy- 
ment compensation throughout the Nation. 

The Federal Unemployment Tax Act as amended August 5, 1954, 
provides for a 3 percent tax each year on the taxable payrolls of the 
same employers but also provides for a credit for State unemploy- 
ment taxes paid by the employer up to 90 percent so that the net 
Federal unemployment tax on the employer is three-tenths of 1 per- 
cent annually on his payroll. 

The proceeds of the Federal unemployment tax are earmarked for 
the following purposes: 

(1) Grants to the States of amounts found necessary by the Sec- 
retary of Labor for the proper and efficient administration of the 
State unemployment compensation law. 

(2) Appropriations to the Department of Labor to cover the ex- 
penses of administration of the Federal Bureau of Employment Se- 
curity and to the Treasury Department to meet the cost of collecting 
the unemployment tax. 

(3) Establishment of a Federal loan fund in the amount of $200 mil- 
lion from which repayable advances could be made to the State em- 
ployment funds which might be dangerously low. 

(4) Provision for the amount of any annual excess of Federal un- 
employment tax collections over expenditures after the aforesaid loan 
fund has been accumulated, which excess is to be transferred to the 
unemployment funds of each State and proportioned according to 
the taxable payrolls. This excess may also be used, subject to certain 
restrictions, to pay administrative costs not financed by Federal grants. 

Prior to the Reed amendment the excess in receipts by the Federal 
Government of unemployment compensation tax over expenditures 
was retained in the general fund of the Federal Government but the 
Reed amendment has served to keep within the employment security 
program the taxes collected from employers for that purpose. 

The States are in position to collect this tax efficiently and disburse 
it for its intended purpose. The cost of administration should be 
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borne by the States but that can be accomplished by increasing the 
90 percent credit to a full 100 percent credit or perhaps slightly less 
so as to provide assistance to certain States whose administration would 
exceed the additional credit for their taxes. This would afford a con- 
tinuation of the Federal supervision of unemployment insurance laws 
without interference with State administration. The States are not 


now suffering from the present arrangement since the enactment of 
the Reed amendment but it is the considered opinion in many quarters 
that the complete handling of unemployment taxes should be by the 


individual States. 
CoNncLUSsION 


The writer has not undertaken any appreciable research for source 
material in preparation of this paper but has relied in part upon the 
wealth of material which has been accumulated from exhaustive studies 
covering each phase of taxation at various levels of government herein 
commented upon. On the other hand, I have used some of the avail- 
able compiled data and in particular the report of the Commission on 
Intergovernmental Relations and the accompanying reports of the 
various study committees published in connection therewith; also 
the report of the committee on intergovernmental fiscal relations of 
the National Tax Association, of which I am a member. I have 
undertaken to relate those reports and other data to my own view- 
point as a State tax administrator, particularly the practical aspects 
relating to available sources of revenue with which our legislative 
bodies are frequently concerned and the administrative aspects of en- 
forcement and compliance. The opinions herein expressed are my 
own and do not necessarily reflect the conclusions or policies of any of 
the branches of State government of which I am a part. 


INTERGOVERNMENTAL FISCAL DEVICES FOR 
ECONOMIC STABILIZATION 


JAMES A, MAXWELL,’ Clark University 
I. Srate Devices 


Economic stabilization is a responsibility which falls upon the 
Federal Government and not upon the State and local governments. 
But State and local governments have a stake in achievement of eco- 
nomic stability because without it performance of their functions is 
impaired. On the one hand, depression forces a slash in basic services 
and a refusal to meet genuine welfare needs. On the other hand, 
boom also erodes efficiency. Revenues tend to lag behind price rises, 
and this brings a lag of salaries and wages of personnel, which im- 
pairs morale and hinders recruitment. 

State and local governments should, therefore, do what they can 
to effectuate economic stabilization. A positive contribution by them 
via adjustment of their expenditures, revenues, borrowing would 
augment and reinforce a Federal program. State and local spending 


_'Mueh of this material was prepared for the New York Temporary Commission on the 
Fiseal Affairs of State Government, of which Frederick L. Bird was chairman. The com- 
—— reported in February 1955. I acknowledge also a great debt for the ideas to the 
chairman. 
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and taxing as an aggregate is now about 43 percent of Federal and 
would become larger if world tensions diminished. For some func- 
tions of government their spending exceeds Federal spending. For 
example ,their spending for public construction is two-thirds of total 
spending on it, and this type of spending is of special importance for 
economic stabilization. 

Unless State and local governments can help in economic stabiliza- 
tion, the Federal job is obviously going to be more difficult. If, in 
depression, State and local spending and borrowing decreases, if their 
tax rates rise, and if, in boom, the opposite occurs, then the net effect 
will be an aggravation of cyclical swings. Sometimes in the past this 
has happened. In 1933, for example, State and local spending on 

ublic works was one-third of its amount in 1929. Expansion of 
Federal spending on public works, 1929-32 was negated by the State- 
local shrinkage. 

Such a sequence of events is not inevitable; State and local govern- 
ments can, in their financing, contribute to stabilization. The specifi- 
cations for successful accomplishment of a program of economic 
stabilization may be outlined. In favorable economic conditions State 
tax rates should be increased, or at least maintained, in order to achieve 
surpluses. These surpluses should be used to create reserves which 
can be drawn on in recession, and to finance (pay as you go) capital 
requirements which cannot be postponed without detriment to the 
economy of the State. If this is done, the credit of the State will be 
strengthened and its borrowing power will be conserved for use in 
recession. The State government must also shape its relationships 
with local governments so as to foster a program of economic stabili- 
zation. Distribution of State funds to the local governments should 
not be abundant in good years and niggardly in poor years. On the 
contrary, the flow should be countercyclical. State regulation of 
local finances similarly should avoid contributing to cyclical 
instability. 

If the above policies are followed in a period of high employment 
and rising income, the State government will be able, in unfavorable 
economic conditions, to pursue a counterdeflationary program. With- 
out raising tax rates or levying new taxes, it can maintain existing 
services, increase capital construction, and enlarge its aid to local 
governments. 

The above specifications cannot at present be met by most State 
governments. The most obvious obstacles to an ideal countercyclical 
program are the numerous constitutional and statutory restrictions 
upon taxing, spending, and borrowing. The recent report of the 
Commission on Intergovernmental Relations (the Kestnbaum Com- 
mission) declares that— 
these self-imposed constitutional limitations make it difficult for many States 
to perform all the services their citizens require and, consequently, have fre- 


quently been the underlying cause of State and municipal pleas for Federal 
assistance. 


There is, it said: 
a very real and pressing need for the States to improve their constitutions.” 


These restrictions are unfortunately especially effective in limiting 
countercyclical finance. In most States deficit finance is made difficult 
or impossible by obstacles to borrowing, and by tax rate and debt 


? The Commission on Intergovernmental Relations, A Report to the President for Trans- 
mittal to the Congress, June 1955, pp. 87-88. 
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limitations. Partly as a result the revenue systems of State and local 
governments have Seen designed with little built-in flexibility. 

Many State and local officials have become aware that the goal of 
financial stability for their governments should not be divorced from 
the overall goal of economic stability. The tax assessor who does not 
raise valuations in a period of boom, or lower them in depression, has 
the business cycle in mind. He is afraid that higher valuations in 
boom will boost government spending, that lower valuations in de- 
pressions will have the opposite effect. He takes it upon himself to 
protect the government against the behavior of elected officials. The 
advocates of pay as you go have a similar practical philosophy, and 
so also do those who push hard for a rigid program of debt retirement. 
These officials have grasped half a theory; they understand what are 
proper financial policies under prosperous conditions. But they fail 
to perceive that, under different conditions, different policies are indi- 
cated, It is simply not correct that accumulation of debt is always 
bad and debt reduction always good. Other financial practices also 
reveal an implicit theory of fiscal policy. Tax reserves, open or con- 
cealed, are of the same genus. The error is that, quite often, the 
conditions under which imerease or decrease of debt or reserves is 
appropriate are not analyzed. 

These schemes have the faults of misemphasis, rigidity, incomplete- 
ness. They set goals which, at certain times, cannot be achieved; 
they are illogical since they refuse to link conclusions concerning eco- 
nomic policy to relevant premises. But some of these schemes can 
be adapted to the goal of stabilization even if it is assumed that the 
present structure of State and local finance will not soon be signifi- 
cantly altered. What might be done will be discussed below under 
four headings: (1) “Tax Reserves,” (2) “Capital Construction,” (3) 
“Debt Management,” (4) “Distribution of State Funds to Localities.” 


Tax reserves for current services 

A scheme of this sort is actually being used by the State of New 
York and by New York City. The logic of tax reserves is simple: 
Since economic fluctuations are an inherent and inescapable feature 
of our society, and since they bring a corresponding fluctuation in an- 
nual revenues, part of the revenue of the more abundant years should 
be salted away to be drawn upon in years which are less abundant. 
This tactie will serve the double purpose of providing a cushion 
ERT recession and a restraint upon the growth of expenditure in 

oom. 

It is, perhaps, natural to reason that a tax reserve should be tied to 
particular taxes. If, for example, the individual income tax is variable 
in yield, why not set up a reserve to even out the annual amount which 
is made available? And so with other variable taxes. This approach 
is, however, incomplete in its logic; it is, besides, unnecessarily com- 
licated, since the yield of each tax is affected by factors peculiar to it. 

he purpose of a reserve is to protect a government against both the 
decreased aggregate revenue and the larger aggregate expenditure 
which depression will bring. In short, the amount of the reserve 
oleh be related to the amount of prospective deficits (and sur- 
pluses). 
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Suppose as a simple and artificial case, that a government, looking 
6 years ahead, could expect a sequence of 3 years of surpluses followed 
by 3 years of matched deficits as follows: 

Surplus Deficit 
$5 million. | Year 4 $5 million. 
$10 million. | Year 5 $10 million. 
$5 million. | Year 6 

The appropriate reserve would be $20 million. In the actual world 
no such orderly sequence occurs, and, as a result, a reserve scheme 
must be frenhet by making reasonable, if imprecise, guesses. 

Let it be assumed that the revenue-expenditure stystem of a State 
government (New York) is such that the budget is in balance in a 
“normal” year, and that normalcy is indicated adequately by the level 
of income payments. Figures of income payments do have consider- 
able merit as an overall criterion of economic conditions, and they 
are, besides, reasonably current. National figures of quarterly in- 
come payments are almost current; State by State figures are annual 
and are available 7 months after the close of the year, but rough 
estimates by ee are available earlier. A norm figure of income 
payments could be projected by assuming a rate of growth. Suppose 
this to be 3 percent. If, then, the 1954 figure of income payments is 
$33.0 billion, and if 1954 is a normal year, the projection would be 
as follows: 


“Normal” income payments, New York 
Million Million 
Ti ncntennenmeeemmnaenes $33, 000 
33, 990 | 1957 

Keeping in mind that the budget is presumed to be in balance in 
a normal year, what would be the amounts of the surpluses and deficits 
when actual income payments are above and below normal? For the 
State government revenues should vary proportionately to income 
payments.* If, then, normal revenue receipts in 1956 were estimated 
at $1,200 million, a recession which brought a fall of 15 percent in 
income payments (from $35,010 million to $29,759 million) would 
bring a fall in revenue receipts of $180 million. But this would not 
be the amount of the deficit because expenditures would rise—let us 
suppose by $45 million. The deficit would, therefore, be $225 mil- 
lion. Deficits could obviously be estimated to correspond with a 
fall in income payments of less than 15 percent, and for every year. 
(See table below.) Similarly surpluses could be calculated for every 
year by supposing income payments to be above normal by 1 to 15 
percent. 

These calculations leave undetermined the appropriate amount of 
the reserve. This should bear a relationship to the sequence of pros- 
perous and depressed years. Since research cannot determine what 
this sequence will be, an arbitrary determination must be made. Pos- 
sibly the reserve should be enough to cover deficits of maximum 
amount for 2 years. The illustrative calculation above indicates 
that, for the near future, this would mean a reserve of $450 million. 

Once established, the mechanics of the scheme would not be diffi- 
cult. When the budget for a year, say 1956, was being prepared, 


* The revenues of most State governments have less built-in flexibility because of greater 
dependence on commodity taxes. a 
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suppose that prospective income payments were 15 percent below the 
normal of $35 billion. The relevant deficit of $225 million would 
then be budgeted to be withdrawn from the reserve fund. Suppose, 
conversely, that when the budget for 1956 was being prepared pros- 
pective income payments were 15 percent above the normal. The rele- 
vant surplus of $225 million would be budgeted as a payment to the 
reserve. 

It is very obvious that the several estimates required by the scheme 
rest upon assumptions that events may falsify. These estimates are 
neither forecasts nor blueprints, but merely formal attempts to plan 
ahead for contingencies which, in the large, will occur even though, 
in detail, they are incalculable. 

The scheme, as outlined, is automatic in operation, and any auto- 
matic scheme, operating by formula, may be criticized as inflexible 
in relation to the diverse situations which may arise. The scheme 
could, of course, be made to operate at the discretion of the executive 
or legislature. In this case the risk would be run that political 
executives and legislatures may, in prosperous years, rank tax reduc- 
tion or larger spending ahead of accumulation of reserves. 


Range of prospective income payments with relevant surpluses and deficits, 1956 
Millions of dollars 


Income Surplus 
payments | or deficit 
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The exposition leaves aside problems which would arise in putti 
the scheme into effect. If, at the outset, a sequence of above-norma 
years should occur, the exposition above can stand. Butif, per contra, 
the beginning was marked by a sequence of below-normal years, the 
scheme would be inoperative for lack of reserve. Various in-between 
situations can readily be envisaged. 
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In the event that immediate operation of the scheme was felt to 
be important, a reserve might be borrowed. Provision for retirement 
of this debt from surpluses would be specified. 

The reserve scheme examined above appears, in principle, to be 
desirable for local governments as well as for a State government. 
The need to protect their current services against shrinkage in reces- 
sion and unwise expansion in prosperity is very obvious. Since their 
revenues are less variable than those of the State government, the 
appropriate amount of the reserve would be relatively less high. 

Should a scheme be imposed upon local governments by State law ?/ 
Should the reserves be placed in the hands of the State government! 
Affirmative answers will be given by persons who think that prompt 
provision of an effective scheme of economic and financial stabilization 
is of great importance. An effective scheme is to the interest of local 
governments, and the significance of State compulsion is chiefly to 
secure prompt and reasonably uniform action. State custody of the 
reserves ought to be accompanied by State payment of interest at an 
attractive rate. 


Capital construction 

Public construction may be for projects which are, or are not, self- 
supporting. The appropriate method of finance, apart from the ob- 
jective of economic stabilization, is not the same for each type. The 
assumptions are made here (without supporting argument), that self- 
supporting projects, strictly defined, should as a general rule be fi- 
nanced by borrowing, whereas non-self-supporting projects should be 
financed pay as you go. 

Introduction of the objective of economic stabilization into the 
argument requires modification of these simple generalizations. This 
objective will be promoted when projects, whether self-financing or 
not, are held back in prosperity and launched in recession. It will 
be promoted also if, in recession, the method of finance even of non- 
self-financing projects is by borrowing. 

Complete acceptance of these generalizations leaves unsolved a host 
of technical questions concerning their application. The most im- 
portant are: (1) What indicators are to designate a prosperous year, 
a recession year, so that the appropriate method of finance will be 
known? (2) How determine what projects and what amount of 
capital outlay should not be postponed even in a prosperous year?! 

(1) Possibly the best indicator would be the level of: private con- 
struction. When it is high, the level of public construction should be 
kept low, and conversely. Minor increases and decreases in the level 
of private construction should be disregarded. Acceleration (decel- 
eration) of the amount of public construction, and a shift in the 
method of finance, would be warranted only by a change of 15 to 20 
percent in a year in the amount of private construction. Possibly 
the rules which permit a shift to an expansive policy should be less 
austere than those for the opposite shift. 

(2) The problem of deciding upon the relative postponability of 
projects can be solved only by development of extensive and accurate 
advance planning. A program should be prepared for 5 years ahead, 
revised annually. This program should not consist of loosely framed 
estimates; on the contrary, each part should be able to meet the scrut- 
iny of the Director of the Budget, with discard of those parts which 
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fail to pass appraisal. Piecemeal presentation of projects by depart- 
ments should not be tolerated. Systematic preparation of a com. 
range program would bring advantages beyond those of finance. It 
would give assurance that all possible alternatives are studied, and 
that the elaborate sequence of steps between preliminary planning and 
actual construction is orderly in execution. Beyond a doubt some un- 
foreseeable needs for capital facilities would develop outside the long- 
range program; these would be handled ad hoc. But the criteria 
which would justify such a circumstance should be strict. 

Successful application of such a program would have a double 
leverage in terms of economic stabilization. Variation in the amount 
of capital spending according to economic conditions is stabilizing; 
variation in the method of finance reinforces this effect. Even if the 
amount of such spending did not change when a year of recession 
occurred, a shift to borrowing would be expansionary. Such a shift 
would have another virtue. Relieving the general fund from provi- 
sion of this expenditure would permit maintenance of general fund 
expenditures for other purposes. Provision of the ordinary services 
of Government is thereby protected in some measure against disloca- 
tion in recession. 

A hypothetical case will illustrate the application of the scheme. 
Suppose the State government of New York for the next decade 
planned $2 billion of capital spending for improvements. Sup- 
pose 4 of the years turned out to be slack, i. e., the level of private 
construction fell off by 15 to 20 percent from normal, while 6 were 
prosperous. A constant yearly rate of spending of $200 million, with 
finance in prosperous years from the general fund and in slack years 
from borrowing, would allow general-fund revenues to fall by $200 
million in a slack year without any reduction in spending for other 
purposes and with a balanced budget. At the end of the decade debt 
would have grown by $800 million. If, however, annual variation 
of spending is arranged so that capital outlays are $150 million in 
prosperous years and $275 million in slack years, the protection for 
general-fund spending would be reduced and debt at the end of the 
decade would be larger by $1,100 million. 

What advance authority to borrow should be provided? The pat- 
tern just outlined would indicate that maintenance at all times of prior 
authority of $275 million would be adequate. 

Financing local improvements, pay as you go, in prosperous years 
when private construction is at a high level is also desirable. It is 
unlikety to be achieved without State compulsion coupled with in- 
ducements. An appropriate inducement might be State grants for 
planning and for construction. The State government might pay 
one-half of the cost of planning local improvements. The aim would 
be to build up a shelf or reserve of projects for which detailed plans 
and specifications had been aera It might offer also grants-in- 
aid for construction of improvements. The rate of such grants would 
be low—perhaps zero—when the level of private construction was 
high, and at the rate of 25 percent (more or less) when the level of 
private construction fell below some specified figure. Some agency 
would have to be given responsibility for administering the grants, 
including decisions concerning timing and method of finance. 
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Debt management 

The two rules now widely accepted in financing capital facilities by 
borrowing are that the bonds should (a) not run for a period longer 
than the probable life of the facility, (b) be retired by equal annual 
installments. These rules represent real progress over earlier prac- 
tices which allowed issuance of debt the term of which exceeded the 
term of the facility, and which allowed reissuance of debt upon ma- 
turity. But modification of these rules in order to provide some flexi- 
bility over the business cycle would seem advantageous. 

In prosperous years serial bonds might be issued for terms consid- 
erably shorter than the life of the capital facility.* This would at 
once place a heavier annual charge upon the budget, and, so long as 
penepens continued, would be desirable. In the event of recession, 

owever, this would not be desirable. If the serial bonds issued in 
prosperity had a call feature which permitted refunding into an issue 
of longer term (although in no case longer than the probable life of the 
facility), the defect would be remedied. 

In recession years, conversely, serial bonds might be issued for 
the maximum allowable period. This would impose relatively low 
fixed charges on the budget, a desirable contingency in the circum- 
stances. These bonds, issued in recession, would have a call feature 
permitting speedup of their retirement in subsequent years of pros- 
perity. 

Distribution of State funds 

State governments annually make large distributions to local gov- 
ernments, chiefly as grants or from the proceeds of State-collected 
taxes. In 1952 $5,044 million of local revenues (26.1 percent) were 
from these sources. Of this amount 84 percent went to public welfare, 
education, and highways. 

State sharing of volatile revenues is a hazard to local fiscal stability. 
By providing local units with large yields in good years, these shared 
revenues induce expansion of spending. When, in recession, the yields 
decline, the local units are forced either to cut back expenditure or 
to find new revenues from which to maintain it. State grants, the 
amount of which waxes and wanes in direct correlation with economic 
conditions, have the same faults. 

Distribution of State funds should, so far as possible, aim to pro- 
tect local governments against cyclical forces. In recession, when 
an expansion of welfare expenditure at the local level is desirable and 
inevitable, the State should enlarge the amount, and probably the 
share, of the cost which it will finance. Conversely, in prosperity, 
as need for welfare expenditure declines, the State should reduce its 
financial participation. State aid for highways should have a simi- 
lar pattern over the cycle. Aid for education, on the other hand, 
should not be variable over the cycle because need for it is not cycle 
sensitive. The objective of State educational grants is to compensate 
for economic inequalities among the local units to the end that a de- 
sirable minimum level of provision is achieved in each unit. 


*In the pages above it is argued that, ‘in prosperous years, non-self-financing projects 
should be financed from current taxes. Obviously changeover to such a policy would always 
be gradual, The technique explained here is an intermediate one which would facilitate 
a changeover. 
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II. Feperar Devices 


The chief financial contact of the Federal Government with the 
governments of the States is via grants which, currently, amount to 
approximately $3 billion a year. Of this, 49 percent goes to public 
assistance and 19 percent to highways. Except in the emergency of 
thé depression after 1929, Federal grants have not taken account of 
the business cycle. A number of students, however, have suggested 
that account should be taken. Some State-local functions in receipt 
of Federal grants have a cyclical pattern in that need for them is 
greater in depression and less in prosperity. It is, besides, obvious 
that the financial ability of State and local governments to handle 
functions varies cyclically. 

This line of thought received some notice in the recent Report of 
the Commission on Intergovernmental Relations (the Kestnbaum 
Commission ), and even more in reports of its study committees. The 
grants most relevant here are those for (a) public assistance and (>) 
publie construction, notably highways. 


Publie assistance 

Federal grants for public assistance amounted to $1,330 million in 
fiscal 1953, of which 68 percent was for old-age assistance. One large 
category of public assistance, general assistance or direct relief, re- 
ceives no Federal grants. This category is markedly subject to cyli- 
cal influences: the number of recipients rises sharply in depression and 
declines sharply in prosperity. The opinion is widely prevalent that, 
in event of a sustained depression, the State and local governments 
could not cope with the burden of general assistance and that Federal 
intervention would come.® 

Another opinion held quite widely is that Federal grants for public 
assistance are divided into too many pieces. The majority of a study 
committee on Federal Aid to Welfare, reporting to the Commission 
on Intergovernmental Relations, favored a change from the present 
system to a block grant for all public assistance, including general 
assistance. While the present grants are openend, the new block grant 
would be closed, i. e., the yearly amount per State would be allocated 
by a formula. 

A summary description of such a grant would be as follows: The 
need for public-assistance funds in a State might be measured by such 
criteria as population and per capita income; the fiscal capacity of a 
State to support public assistance might be measured by per capita 
income. If, for example, the Congress decided that, for a given year, 
the public-assistance needs of each State were $17.34 per capita, and 
that the State-local share should be 0.53 percent of income payments 
to individuals, then the difference between the two would be the 


5’ Report of the Commission on Intergovernmental Relations, & 271. The Advisory Com- 
0 


mittee Report on Local Government which was made to the mmission on Intergovern- 
mental Relations stated that: “The National Government, in cooperation with State and 
local officials, should immediately develop a policy for taking care of general assistance if 
and when widespread unemployment ever again becomes an issue. If this is not done then 
the National Government and the States as well, will again be faced [sic] without plans 
to meet a great human catastrophe.” 
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amount of the allotment for a State. A great many variants are 
possible.® 

The point to stress here is that a scheme of this sort, both because 
of inclusion of general assistance and because of the formula, would 
be flexible in response to varying cyclical needs. The Federal share 
would rise in recession and shrink in prosperity, and this would be a 
significant advantage. A closed grant of this sort would, however, 
face two technical difficulties concerning timing. One is that the Fed- 
eral appropriation process is lengthy and inflexible. As a result, 
prompt adjustment of the yearly allotment would not be easy. A 
second technical difficulty is that of framing and keeping current a 
measure of need of the individual States (reflecting especially the 
potential number of recipients). Other problems ae political na- 
ture should be mentioned. A block grant for all public assistance 
would, indirectly, bring general relief into the Federal grant pro- 
gram, even though Congress has refused to add it as a separate cate- 
gory. Again, a countercyclical scheme requires that Federal grants 
be reduced in prosperity, and yet such a move would encounter re- 
sistance. These political problems are not appraised here, but the 
conclusion is offered that, on economic grounds, the proposed scheme 
has important advantages. 


Public construction 

Federal grants are provided for construction of highways, schools, 
hospitals, airports, with the important slice going to highways. The 
oe provide an amount equal to approximately 10 percent of total 

tate and local expenditure for new public construction. In the 
1930’s through PWA and WPA, practically all State-local construc- 
tion was in receipt of grants. 

Federal grants at present are not framed on a countercyclical basis. 
In the event of depression the Congress might, however, add supple- 
mentary grants for the existing programs, discontinuing such grants 
when economic conditions improved. It might also offer grants for 
public works not now receiving grants, again dropping them with 
economic recovery. 

A more formalized scheme (applicable either to existing grants 
or to a broader coverage) which gives explicit recognition to economic 
stabilization is as follows: The total Federal allocation per year would 
vary inversely with economic conditions, and, for this purpose, the 
best guide would appear to be the level of private construction. When 
the level was high, the total of the Federal grants should be smaller; 
when low, it should be higher. Not only the total amount of the 
grants, but also the percentage of the cost of each project eligible for 
grants, might be varied yearly so as to reflect cyclical conditions. 
When the level of private construction was high, the percentage of 
the cost of approved projects should be low; when the level was low, 
the grant percentage would be higher." 


® Some of them are described in Federal Aid to Welfare, a atads gomenitins report sub- 


mitted to the Commission on Intergovernmental Relations, June 1 See also Maxwell, 
ay ~ «ee and the Business Cycle. (National Bureau of Economic Research, 1952), 
pp. 99-741. 

7A scheme of this sort is spelled out in Maxwell, op. cit., pp. 104-112. 
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One other countercyclical feature of this scheme may be mentioned. 
Increase of State-local spending for public construction in recession 
would have less expansive effects if provided from taxes than from bor- 
rowing. The Federal Government might wish to make borrowing 
in depression attractive to State and local governments in order to 
secure the maximum expansionary effect and to get around statutory 
restrictions. Federal loans of this sort would, of course, stop when 
the level of private construction rose to some specified figure.® 

Besides construction grants, a good deal of opinion has been offered 
in favor of Federal planning grants to encourage State and local gov- 
ernments to prepare, in prosperity, a shelf of projects that might be 
started in the event of depression. While the precedent for repayable 
advances already exists, outright grants would be more effective. 


8 The Aaeets Committee on Local Government (report, p. 4) recommended to the 
Commission on Intergovernmental Relations that: “The National Government should be 
ote em to purchase legally authorized and economically sound issues of local government 
vonds which cannot be sold immediately in the public market at reasonable rates. This 
procedure would lessen the pressure for direct Federal financing of local public works and, 
wae proeery administered, would result eventually in no ultimate cost to the National 
yovernment.” 












XVII. THE IMPACT OF FEDERAL ESTATE AND GIFT 
TAXATION 


THE RISE AND DECLINE OF THE ESTATE TAX 
Louis EISENSTEIN, Paul, Weiss, Rifkind, Wharton & Garrison, Washington, D. C. 


Death taxes are ancient taxes. They were known to the Egyptians, 
as well as the Romans and Greeks. Even the complaints against, 
them have a venerable pedigree. Pliny the Younger provides as 
good an example as any. He is among the earliest critics who have 
left us summaries of their complaints. Pliny eloquently argued that 
a tax on the shares of direct heirs “was an ‘unnatural’ tax, augmenting 
the grief and sorrow of the bereaved.” ? Almost 2,000 years later the 
same argument was still being heard. For in 1898 Beastie Allen 


forcefully inquired whether it was right “to stand with the widow and 
the children at the graveside of a dead father to collect a tax.” And 
then he sympathetically referred to the widow “in weeds” and the 
children “in tears.” ® 

In criticism, too, the fashions change. Now the complaints are 
more sensitive to the laws of economics than to the distress of the sur- 
vivors. Instead of picturesque allusions to weeds and tears there are 


grave observations on such formidable subjects as savings, invest- 
ments, and incentives. Many voices are heard, and all speak with 
assurance and authority. The words may vary, but the message seems 
always the same. We are solemnly inflomeds with a suitable air of 
gloom and despair, that our economic system is doomed unless the 
estate tax is entirely repealed or severely curtailed. We are dramati- 
cally reminded, so that we are properly alarmed, that Karl Marx was 
inclined to favor an estate tax.* Here, also, the principle of guilt by 
association is complacently applied. ‘This approach is less poignant 
than Pliny’s but probably more effective. Professor Seligman was 
unduly optimistic when he wrote, “The inheritance tax today scarcely 
needs defense.” ® : 

It is easy to assume, as too many do, that if there is so much smoke, 
there must surely be a fire. Whether all this consternation is justified 
I leave to others to say. I shall try to be modestly helpful in a less 
emotional area. The critics of the estate tax usually build on the 
premise that it functions with relentless and monotonous efficiency. 
It is the grim guillotine of wealth. I shall, therefore, examine the 


: en West, The Inheritance Tax, p. 11 (2d edition, 1908); Shultz, The Taxation of 
nheritance, p. 3 (1926) ; Gibbon, The Decline and Fall of the Roman Empire, pp. 142, 144 
(Modern ak edition). 

* Shultz, The Taxation of Inheritance, bn 6 (1926). 

*31 Congressional Record 5081 (1898). Cf. 42 Congressional Globe, p. 4708 (1870) ; 
and see Smith, The Wealth of Nations, 810 (Modern Library edition, 1934), 
‘i For one of many interesting examples of this sort of reasoning, see Dresser, The Case for 
a Income Tax Amendment: A Reply to Dean Griswold, 39 A. B. A. J. 25 (1953). Cf. 
‘isenstein, Book Review, 9 Reading Guide, p. 37 (1954). 

Seligman, Essays in Taxation, p. 133 (seventh edition, 1911). 
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accuracy of this assumption. Is the premise as firm as the dismay 
which it seems to inspire? Obviously, in order to decide how well 
the estate tax is doing, we must first decide what it is supposed to 
do. And so my inquiry divides at once into two questions. First, 
what are the objectives which have been assigned to the estate tax? 
Second, how well does the tax achieve its ends? The answers which 
emerge should shed some relevant light on the fearful prophesies 
which the tax periodically provokes. Perhaps they may also suggest 
a change in our way of thinking about the tax. 


I. A Fragment or History 


If we guide ourselves by age a. notions, the estate tax is ani- 
mated by a single purpose—the confiscation of excessive accumulations 
of wealth. Congressman Kean recently echoed these notions when 
he approved the tax “entirely on the basis of the social benefit in pre- 
venting the piling up of too big estates.”* Evidently the estate tax 
is not amie as a levy designed to produce revenue.’ This view of 
the tax easily implies certain conclusions. As long as the tax prevents 
estates from “piling up” too high, it presumably does all that can be 
expected of it. While the tax produces a modest revenue, the revenue 
is inevitably incidental to its assault upon aggregates of wealth. The 
tax can hardly appropriate property without gathering some revenue 
in the process. But its performance is not to be judged by the size 
of its fiscal haul. Though its yield may be small, it may still be 
effective. 

This understanding of the tax usually satisfies those who applaud it 
and those who deplore it. The first group can always argue that it 
is immaterial whether the tax produces much revenue because revenue 
is not the purpose of the tax. The crux of the matter is that the tax 
breaks down hereditary estates, and this vital task is sufficient unto 
itself. On the other hand, the second group is able to argue that the 
relatively small yield reinforces its conviction that the tax is a perni- 
cious levy. Not only does the tax level wealth, but this evil is not even 
excusable on the ground of revenue. Both schools are equally loyal to 
the same error of which neither is aware. It may come as a surprise, 
but death taxes in the United States were devised to produce revenue. 
Indeed, I suspect that a good deal of the emphasis on the social objec- 
tive of the tax, as distinguished from its fiscal objective, is skillfully 
contrived to keep its yield as low as possible. The reasoning is simple. 
Why collect more revenue through the estate tax if the tax is not really 
expected to raise revenue in the first place ? 

Though skeptics say that history teaches us nothing, at the very 
least it may be informative here. Death taxes, no less than other taxes, 
derived from a desire to obtain revenue. What was true abroad was 
equally true here. The first Federal death tax appeared shortly after 
the Constitution was adopted. In 1797, amid deteriorating relations 
wth France, Congress levied a stamp duty on legacies and intestate 


* Hearings before the Committee on Ways and Means on revenue revision of 1950, Sist 
Cong., 2d sess., p. 125 (1950). A year later Congressman Kean was of the same opinion. 
The estate tax, he said, “was not chiefly for the production of revenue, but rather for 4 
social benefit, in order not to allow these great piles of capital to grow and grow.” Hear- 
ings before the Committee on Ways and Means on revenue revision ef 1951, 82d Cong. 
ist sess., p. 68 (1951). 

7™Cf. Wedgwood, The Economics of Inheritance, p. 12 (Pelican edition, 1989), 
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shares of personalty.* The rates were mild. They were 25 cents on 
shares over $50 and not over $100; 50 cents on shares over $100 and 
not over $500; and $1 for every additional $500. Shares passing to 
the surviving spouse and descendants were exempt. When the crisis 
passed, the tax disappeared.’ It had been coined solely for revenue, 
and revenue was no longer urgent.”° 

Federal death duties reappeared during the Civil War. In 1862 
Congress imposed a legacy tax on personalty and a stamp tax on pro- 
bates of wills and letters of administration." In 1864 the legacy tax 
was increased and a succession tax on realty was added. Both levies 
ranged from 1 to 6 percent on the basis of relationship.“ Again 
Congress was wholly inspired by the revenue required for mili- 
tary exigencies. If any other motive was about, it was successfully 
concealed. Secretary of the Treasury Chase proposed a death tax as 
a means of financing the war.” In Congress the tax was lauded as “a 
large source of revenue” that would “be most eee col- 
lected.” ** After the war the death duties were discarded.’* Though 
they had not evoked any “widespread objection,” they succumbed to 
the pleasing assumption that taxes must be reduced whenever a war 
ends.*® 

Within two decades the scene changed. By the close of the century 
a death tax movement had emerged in response to the stresses and 
strains of the period.’ The movement was tenacious and seemed 
ominous. It irrevocably identified death duties with the social con- 
trol of hereditary wealth. “The seething spirit of the times,” writes 
Myers, “was equally concerned with striking hard and deep at plu- 
tocracy’s wealth as well as its political power.” A Federal death tax 


assumed messianic proportions in the minds of those who wished to 
strike hard and deep. “Steep taxes would tend to shatter great for- 
tunes. They would decrease the number of social drones. Heirs 
would have less funds to indulge in lavish expenditures.” And a 
death tax “could not be shifted so as to become a tax on the laboring 
or consuming public.” %* 


8 Act of July 6, 1797, ch. 11, sec. 1, 1 Stat. 527, made effective on July 1, 1798, by act 
of December 15, 1797, ch. 1, sec. 1, 1 Stat. 5386. In 1796 the Ways and Means Committee 
had recommended a 2-percent duty on all testamentary dispositions and intestate succes- 
sions, except those to parents, spouses, and descendants. 5 American State Papers, p. 409 
(1832). wo years earlier a special committee had proposed a tax on probates of wills 
and letters of administration, and a tax on receipts for legacies and distributive shares of 
personalty, subject to exemptions for wives and descendants. Ibid., at 277 

® Act of April 6, 1802, ch. 17, 2 Stat. 148. 

The War of 1812 did not produce a death tax. But in early 1815 Secretary of the 
Treasury Dallas suggested an inheritance tax as a possible source of revenue. 6 American 
State Papers, p. 887 (1832). 

" Act of July 1, 1862, ch. 119, sees. 94, 111-112, 12 Stat. 432, 475, 483, 485-487. The 

legacy tax applied if the entire personal estate exceeded $1,000: the share of husband or 
wife was exempt ; and the rates on a taxable share varied from 0.75 to 5 percent, according 
to the taker’s relationship. The stamp tax progressed from 50 cents to $20 for estates 
up to $150,000—with $10 more due for every additional $50,000 or fractional part of this 
amount. 
_ Act of June 30, 1864, ch. 173, sees. 124-150, 13 Stat. 223, 285-291 (1864). In 1865 
Congress retroactively exempted the widow’s share from succession duty. Act of March 3, 
1865, ch. 78, see. 1, 13 Stat. 469, 481. In 1866 it exempted a minor child’s legacy to the 
extent of $1,000. Act of July 13, 1866, ch. 184, sec. 9, 14 Stat. 98, 140. 

8 32 Congressional Globe Appendix, p. 25 (1862). 

= Ibid., at 232. See also 34 Congressional Globe, p. 1718, 1880 (1864). 

'’ The legacy and succession duties were repealed in 1870. Act of July:14, 1870, ch. 255, 
sec. 3, 16 Stat. 256. The stamp duty was removed in 1872. Act of June 6, 1872, ch. 315, 
sec. 36, 17 Stat. 256. 

- See Smith, The United States Federal Internal Tax History From 1861 to 1871, pp. 
105-106 (1914). 

“See Shultz, The Taxation of Inheritance, pp. 102, 155 (1926); Ratner, American 
Taxation, p. 235 (1942); Paul, Taxation in the United States, pp. 65. 86 (1954). 

'S Myers, The Ending of Hereditary American Fortunes, pp. 222-223 (1939). 


68595—55. 53 
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The propaganda for a death tax soon acquired the invaluable 
virtue of respectability. In 1889 Andrew Carnegie became a traitor 
to his class by joining the movement. At the time of his treason 
Carnegie was worth about $30 million, though he “was not one of 
the richest Americans.” ” “Why,” he asked, “should men leave great 
fortunes to their children? If this is done from affection, is it not 
misguided affection? Observation teaches that, generally speaking, 
it is not well for the children that they should be so burdened.” 
The wealthy who are wise, he declared, should hesitate to provide 
more than “moderate sources of income” for wife and daughters, and 
“very moderate allowances indeed, if any, for the sons.” The 
“thoughtful man” would just as soon leave to his son “a curse as 
the almighty dollar.” For “the parent who leaves his son enormous 
wealth generally deadens the talents and energies of the son, and 
tempts him to lead a less useful and less worthy life than he other- 
wise would.” 2° In the light of his startling analysis Carnegie wel- 
comed the “growing disposition to tax more and more heavily large 
estates left at death.” It was “a cheering indication of the growth 
of a salutary change in public opinion.” “Of all forms of taxation,” 
he wrote, a progressive death duty “seems the wisest.” He found it 
“difficult to set bounds to the share of a rich man’s estate”. which 
the Government should appropriate. But he was sure that the tax 
should be graduated; that it should exempt “moderate sums” to 
dependents; that it should rise “rapidly as the amounts swell”; and 
that “of the millionaire’s hoard” at least 50 percent should be taken.” 

Yet Congress remained steadfast. Despite the continuing pressure 
it refused to level hereditary wealth. Though it taxed inheritances 
in 1894 and 1898,” its objective was simply the collection of reve- 
nue. The tax of 1898, like the prior ventures of 1797 and the Civil 
War, was prompted by military spending. As in those cases, when 
the emergency was gone, the tax passed away.** The persistent 
demand for a death tax produced only one concrete result. A Fed- 
eral toll on inheritance was now a tolerable method of taxing the 
wealthy for the support of the Government. But a tax which seeks 
revenue from the well to do is no more peculiarly regulatory than 
a tax on the not so well to do. 

The taxes of 1894 and 1898 were at best a feeble recognition of what 
has come to be known as “ability to pay.” The rate of 1894 was a flat 
2 percent; while the rate of 1898 barely moved, in the case of close 
kin and normal beneficiaries, from 0.75 percent to 2.25 percent.” 


1 Carnegie, The Gospel of Wealth, xxii (1933). 

*” Tbid., at 8, 9, 49, 50. 

21 Tbid., at 9, 10. In 1892 Carnegie declared, “Every dollar of taxes required might be 
obtained in this manner, without interfering in the least with the forces which tend to the 
development of the country through the production of wealth.” West, The Inheritance Tax, 
196 (second edition, 1908). 

-? Act of August 15, 1894, ch. 349, sec. 27, 28 Stat. 553 (1894). This statute was the 
fambus act of 1894, which imposed an income tax, not an inheritance tax. However, in- 
come was defined as including “money and the value of all personal property acquired by 
gift or inheritance.” When the Supreme Court invalidated the income tax in Pollock V. 
Farmers’ Loan & Trust Co., 157 U. S. 429 (1895), rehearing, 158 U. S. 601 (1895), this 
definition was buried in the general debris. As to the merits of an income tax on in- 
heritance, compare Seligman. The Income Tax, p. 513 (1911), and Essays in Taxation 129 
(seventh edition, 1911). with Simons. Personal Income Taxation 125 (1938). 

23 Act of June 13, 1898. ch. 448. secs. 29-30, 30 Stat. 448, 464-466, amended on March 
2, 1901, ch, 806. sec. 11. 31 Stat. 938, 948. 

% Act of April 12. 1902, ch. 500. secs. 7, 11. 32 Stat. 96. 

* Estates under $10,000 were exempt and legacies to spouses were tax free. 
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These rates scarcely reflected a determined desire to lay low large 
aggregates of wealth.” Neither tax had any soaring ambition beyond 
revenue. Representative Underwood accurately summarized the situ- 
ation when he declared— 

The inheritance tax is levied on a class of wealth, a class of property, and 
a class of citizens that do not otherwise pay their fair share of the burdens of 
the Government.” 

Soon the situation became worse. The death-tax movement pene- 
trated into the White House. In the spring of 1906 Theodore Roose- 
velt made a proposal which others found appalling.** He recom- 
mended “the adoption of some such scheme as that of a progressive 
tax on all fortunes, beyond a certain amount, either given in life or 
devised or bequeathed upon death to any individual—a tax so framed 
as to put it out of the power of the owner of one of these enormous 
fortunes to hand on more than a certain amount to any one individual.” 
The tax would “be aimed merely at the inheritance or transmission in 
their entirety of those fortunes swollen beyond all healthy limits.” ” 
A few days after the proposal was made, the President appraised it 
as an essay in “courageous radicalism.” * The “very large fortunes,” 
he said, “are needless and useless, for they make no one really happy 
and increase no one’s usefulness, and furthermore they do infinite 
harm and they contain the threat of far greater harm.” ™ 

Later the President returned to the same disquieting theme. At 
the end of 1906 he declared that a death duty would improve the dis- 
tribution of the tax burden, and then suggested that the levy should 
do more than produce revenue. “The tax,” he stated, “should increase 
very heavily with the increase of the amount left to any one individual 
after a certain point has been reached.” The President emphasized 
that “it is most desirable to encourage thrift and ambition, and a potent 
source of thrift and ambition is the desire on the part of the bread- 
winner to leave his children well off. But,” he added, “this object 
can be attained by making the tax very small on moderate amounts of 
property left; because the prime object should be to put a constantly 
increasing burden on the inheritance of those swollen fortunes which 
it is certainly of no benefit to this country to perpetuate.” He dis- 
creetly refused to say “how far” the tax should, in effect, limit the 
transmission of “the enormous fortunes in question.” *? 

In 1907 the President saw things more clearly and hence he was 
more analytical. He focused upon the essential conflict between in- 


, *’ There were those who regarded such rates as dangerous efforts to control accumula- 
tions. To Senator Elkins, for example, the 1898 act meant “that a man shall not accumu- 
late more than a certain sum during his life. It is simply a tax against the accumulation 
of wealth.” He detected grave consequences which are still being feared. ‘The tax,” he 
said, “favors spending as you go, on the theory the Government will take it away when you 
die. What will be the incentive to accumulation if you can tax inheritances? * * * We 
are leaving the ancient landmarks, breaking down ancient traditions * * *.” 31 Congres- 
sional Record, p. 5082 (1898). Four years earlier Senator Platt had stated the some con- 
clusion less elaborately. “The death duties are very odious,” he said. 26 Congressional 
Record, p. 6821 (1894). On the other hand, Senator Chilton hailed the 1898 tax as “the 
wri of a high principle in Federal taxation.”” 31 Congressional Record, 
D. f 98), 


27 35 Congressional Record, p. 1830 (1902). 

* See Paul, Taxation in the United States, p. 88 (1954). 

*18 Works of Theodore Roosevelt 578 (Memorial edition, 1925). 

°“T am no more to be frightened out of a courageous radicalism,” he wrote, ‘‘by the 
creatures who yell that it is socialism, than to be frightened out of a proper conservatism 


by the equally senseless yell that it represents reaction.” 5 The Letters of Theodore 
a p. 212 (Morison edition, 1952). 
) 


®17 Works of Theodore Roosevelt, pp. 432-434 (Memorial edition, 1925). 
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heritance of wealth and equality of opportunity. “A heavy progres- 
sive tax upon a very large fortune,” he declared, “is in no way such a 
tax upon thrift or industry as a like would be on a small fortune. No 
advantage comes either to the country as a whole or to the individuals 
inher iting the money by permitting the transmission in their entirety 
of the enormous fortunes which would be affected by such a tax; and 
as an incident to its function of revenue raising, such a tax would help 
to preserve a measurable equality of opportunity for the people of the 
generations growing to manhood.” After denying “the slightest 
sympathy” with Socialist theory, the President concluded : 

Our aim is to recognize what Lincoln pointed out: The fact that there are some 
respects in which men are obviously not equal; but also to insist that there 
should be an equality of self-respect and of mutual respect, an equality of rights 
before the law, and at least an approximate equality in the conditions under 


which each man obtains the chance to show the stuff that is in him when com- 
pared to his fellows.” 


By this time the movement for an inheritance tax to regulate heredi- 
tary wealth had made appreciable headway. In 1912 the Progressive 
Party boldly announced: 


We believe in a graduated inheritance tax as a national means of equalizing 
the holders of property.” 


Even many conservatives had become more kindly disposed toward 
ideas previously denounced as socialistic and populistic. In that era, 
as in our own, it was not unusual to answer a disturbing proposal by 

calling it a derogatory name. Congress, however, refused to be se- 
duced. In 1909 and again in 1913 it disapproved of death taxes.* 

In 3 years the picture changed as war approached. Once more 


military appropriations induced. Congress to impose a death duty, and 
once more the congressional motif was the collection of required 
revenue, not the control of hereditary wealth. As the Blakeys have 
noted, in the “Democratic textbook of 1916” death taxation was “the 
largest untapped field of revenue in this country.” * The Ways and 
Means Committee soon echoed this view in the face of mounting 
expenditures. 

“No civilized nation,” the committee reported, “collects so large a 
part of its revenues through consumption taxes as does the United 
States, and it is conceded by all that such taxes bear most heavily upon 
those least able to pay them.” The revenue system would “be more 
evenly and equitably balanced ” if “a larger portion of our necessary 
revenues” were “collected from the incomes and inheritances of those 
deriving the most benefit and protection from the Government.” 
Hence the committee proposed a progressive estate tax which it 
grouped with the income tax as an attractive source of revenue. The 
committee pointedly observed that in England the income tax yielded 
about 37 percent and the death duties about 21 percent of total col- 
lections. “With less than one-half the population and wealth of the 
United States, the revenues from income and inheritances, including 


8317 ibid., at pp. 504-505. In 1908 the President seemed to feel that a Federal death 
tax should be levied only “‘in the case of large inheritances.” See 6 The Letters of Theodore 
Roosevelt, p. 1013 (Morison edition, 1952). 

% Myers, The Ending of Hereditary American Fortunes, 223 (1939). 

% See Blakey, The Federal Income Tax, p. 25 et seq., p. M12" note 39 (1940); Ratner, 
American Taxation, pp. 271, 274, 286 (1942). 

36 Blakey, The Federal Income Tax, p. 113 (1940). Cf. Ratner, American Taxation, pp. 
354, 357 (1942). 
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‘death duties,’ in Great Britain were more than four times the revenue 


derived from these sources by the United States.” The committee 


anticipated that the Federal estate tax would be much more produc- 
tive than the State inheritance taxes, which had never been “a source 
of large revenue.” ** Apparently in terms of revenue the estate tax 
was conceived amid high hopes and pleasant expectations. 

The 1916 act allowed an exemption of $50,000, and fixed rates which 
ranged from 1 percent on the first $50,000 of taxable assets to 10 per- 
cent on any amount over $5 million.* Within 6 months the rates 
were increased by 50 percent * because of “extraordinary appropria- 
tions for the Army and Navy and fortifications.” On this occasion 
the estate tax was coupled with the excess-profits tax as a source of 
revenue.” In another 7 months the rates rose once more when Con- 
gress imposed an additional war estate tax." The rates now climbed 
from 2 percent on the first $50,000 of taxable assets to 25 percent 
on sums over $10 million. But again they were not too stable. 

The 1918 act revised the rates within a scale of poaenemen starting 
from 1 percent on the first $50,000.47 In effect, the rates on amounts 
not exceeding $1.5 million were reduced; the rates on amounts not 
exceeding $450,000 were halved and so restored to the level of the 
1916 act; and the rates on amounts exceeding $1.5 million were left 
undisturbed. The revised rates were reenacted in 1921. 

At this point I should pause to generalize. Although the estate- 
tax rates pushed upward for a fleeting period, they made no discerni- 
ble attempt to level inherited wealth. The tax was initially imposed 
in response to the need for revenue, and the rates increased as the 
need increased. The purpose of Congress did not embrace the destruc- 
tion of large fortunes. Under the 1921 act the effective rate on an 
estate of $10 million, before allowance of the exemption, was only 16.7 
percent. Of course, many who urged higher rates were very anxious 


7 See H. Rept. 922, 64th Cong., 1st sess., C. B. 1939-1, pt. 2, p. 23. In 1913, 42 States 
imposed inheritance taxes. The total receipts from these taxes were about $28 million as 
compared with $132 million in Great Britain. Ibid., at p. 25. 

% 1916 act, secs. 201, 203 (a) (2). The Ways and Means Committee originally proposed 
rates moving from 1 percent on the first $50,000 to 5 percent on any excess over $450,000. 
H. Rept. 922, 1st sess., C. B. 1939-1, pt. 2, p. 25. The Senate Finance Committee proposed 
the rates finally adopted. S. Rept. 793, 64th Cong., 1st sess., ibid., at p. 29; conference 
report No. 1200, 64th Cong., 1st sess., ibid., at p. 38. 

*® Act of March 3, 1917, sec. 300. 

“HH. Rept. 1366, 64th Cong., 2d sess., C. B. 1939-1, pt. 2, pp. 44-46. 

"Act of October 3, 1917, sec. 900. The Ways and Means Committee initially recom- 
mended, as a top rate of additional tax, 15 percent on amounts over $15 million. The 
total maximum rate would then have been 30 percent. For purposes of the additional tax 
it also reduced the exemption to $25,000 and imposed a tax of 1 percent on any amount 
between $25,000 and $50,000. H. Rept. 45, 65th Cong., Ist sess., C. B. 1939-1, pt. 2, p. 54. 
The Finance Committee tried to remove the increases altogether but then yielded. S. Rept. 
103, 65th Cong., Ist sess., ibid., at p. 65; conference report 172, 65th Cong., 1st sess., ibid., 
at p. 83. 

“1918 act, sec. 401. 

“These rates were the fruits of compromise. The Ways and Means Committee fixed 
rates rising from 8 percent on the first $50,000 to 40 percent on amounts over $10 million. 
H. Rept. 767, 65th Cong., 2d sess., C. B. 1939-1, pt. 2, p. 103. The Finance Committee then 
eliminated the estate tax and substituted an inheritance tax measured by the individual 
shares of the beneficiaries. S. Rept. 617, 65th Cong., 3d sess., ibid., at p. 127. In confer- 
ence the estate tax was restored at lower rates than those approved by the Ways and Means 
Committee. Conference report 1037, 65th Cong., 3d sess., ibid., at p. 151. Many members 
of the Finance Committee were less than enthusiastic over any death tax. But they con- 
sidered such a tax “important for fiscal reasons,’ especially because of “‘the probable loss 
in revenue following the prohibition of alcoholic liquors.” Blakey, The Federal Income 
Tax, p. 175 (1940). 

“1921 act, sec. 401. Before this act was passed, the Senate voted increased rates 
ranging from 30 percent to 50 percent on amounts over $15 million. The top rate applied 
to any excess in net estates over $100 million. The Senate receded in conference. See 
conference report 486, 67th Cong., 1st sess., C. B. 1939-1, pt. 2, p. 229; Ratner, American 
laxation, p. 411 (1942). 
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to regulate wealth and the power which it confers.6 But what they 

sought and what they got were not the same. The rates speak pretty 
clearly for themselves. ‘They were not devoted to any objective other 

than the production of revenue. Those who are unalterably opposed 
to the leveling of wealth would cheerfully welcome a top rate of 25 
percent on net estates over $10 million. 

We are now on the threshold of the Mellon era in estate taxation. 
Secretary of the Treasury Mellon was firmly persuaded that the estate 
tax would eventually subvert the American economy.“ He argued 
that a top rate of 25 percent on estates over $10 million was “very 
heavy,” and should at least be lowered for the “good of the country.” * 
As things were going, it might be “only 2 or 3 generations until 
private ownership of property would cease to exist.” * The Secretary 
vigorously denied that there was any “social necessity for breaking 
up large fortunes in this country.” And so he set about to remove 
or reduce the estate tax before disaster overtook us. Very likely he 
would have succeeded but for the remarkable resistance of a few 
stubborn Congressmen.” Though the tax was finally saved, the rates 
were thoroughly cut. 

At first the Secretary was not very successful. In 1924 Congress 
raised the estate tax rates and imposed a gift tax. It also granted a 
credit for State death taxes, not exceeding 25 percent of he Federal 
tax, to mollify those who condemned it as an exertion of power reserved 
to the States.*1 The new rates increased the burden on all taxable 
estates over $100,000, and reached a maximum of 40 percent on amounts 
over $10 million, as compared with 25 percent under the 1921 act. 
For example, an estate ® of $1 million paid a tax of $47,500 under 
the 1921 act, or an effective rate somewhat below 5 percent; and a tax 
of $70,000 under the 1924 act, or an effective rate of 7 percent. Again, 
under the 1921 act the tax on an estate of $5 million was $632,500—an 
effective rate of about 13 percent; under the 1924 act the tax on the 
same estate was $947,500—an effective rate of about 19 percent. In 
the case of an estate of $10 million the 1921 act appropriated $1,670,- 
500—an effective rate of about 17 percent; and the 1924 act, $2,545,- 
500—an effective rate of about 25 percent.* A displeased President 
signed the 1924 act, while objecting to its “high estate tax rates.” ™ 
The Under Secretary of the Treasury felt compelled to make a grave 
prediction. “We shall have more golf players,” he said, “and fewer 


“See Paul, Taxation in the United States, pp. 108, 119-120 (1954). Herbert Hoover 
Was among them. After World War I he wanted “to thaw out frozen and inactive capital 
and the inherited control of the tools of production by increased inheritance taxes.” 2 The 
Memoirs of Herbert Hoover, p. 29 (1952). 

46 Secretary of the Treasury Mills lends me able support here. The Secretary was rigidly 
set against an estate tax for leveling purposes, but he was finally reconciled to an estate 
tax for revenue purposes. As he informed the Finance Committee in 1932, if “you are 
imposing a tax with the idea of getting considerable revenue,” then “probably 25 percent 
is as high as you want to go.’’ Paul, Taxation in the United States, pp. 157-158 (1954). 

47 See Mellon, Taxation: The People’s Business, pp. 111 et seq. (1924). 

# Ibid., at p. 112. 

4 Tbid., at p. 119. 

© This’ recalcitrant group consisted of Representatives Green and Ramseyer of Iowa, 
Frear of Wisconsin, and Garner of Texas. 

511924 act, secs. 301, 319-324. The Senate Finance Committee had rejected all these 
changes and restored the rates of the 1921 act. S. Rept. 398, 68th Cong., 1st sess., C. B 
1939-1, pt. 2, pp. 270, 289-290. Then the Senate had ee ae an inheritance tax for 
the estate tax, and changed the gift-tax rates and exemptions. Blakey, The Federal 
Income Tax, p- 244 (1940): Ratner, American Taxation, p. 415 rere ry Uitimately the 
Senate yielded. Conference Report 844, 68th Cong., 1st sess., C. B. 1939-1, pt. 2, p. 308. 

52 The “estate” is the net estate before deduction of the exem tion. 

58 The calculations under the 1924 act include the credit for State death taxes. 

54 Blakey, The Federal Income Tax, pp. 246, 251 (1940). 
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Henry Fords and Thomas Edisons.” “Are we not fooling ourselves,” 
he said, “when we think we can defeat economic laws?” And then he 
promptly answered that retribution was certain. “We are now selling 
our seed grain and will have nothing to sow when next spring comes.” © 

In 1926 Secretary Mellon emulated Robert Bruce. He tried again 
and did much better.** At the very outset the Ways and Means Com- 
mittee reduced the rates to a maximum of 20 percent. The existing 
rates “in the upper brackets” were condemned as “excessive.” At the 
same time the available State credit was raised to 80 percent of the 
Federal tax. The revenue from the estate tax was expected to become 
a mere $50 million as the States took advantage of the larger credit.*" 
The Finance Committee considered these revisions inadequate and 
proposed a complete repeal of the tax. If the tax was to be abolished, 
the committee further reasoned, it was “inequitable to apply the high 
rates of the 1924 law merely to those estates where the decedent hap- 
pened to die while the 1924 law was in operation.” Therefore, the com- 
mittee retroactively repealed the 1924 rates, so that the rates of the 
1921 act would apply to all decedents dying after the enactment of that 
act. At the end the Finance Committee retreated but imposed a 
price. It agreed to the much lower rates and much higher credit.** 
In exchange, the exemption was doubled, the 1924 rates were retro- 
actively removed,® and the gift tax was repealed."? The retroactive 
dispensation bestowed refunds of about $250 million on seven estates, 
among others.“ This tidy sum exceeded twice the total estate and 
gift tax revenue for fiscal year 1925, and was about 10 percent of the 
total internal revenue receipts for that year. 

Under the 1926 act the estate tax was less than under the 1918 act, 
and the larger credit for State taxes left little of what remained. 
Moreover, the estate tax no longer enjoyed even the poor protection 
of a frail gift tax. However, the administration was still dissatisfied, 
and so it was disinclined to give up. In 1927 and 1928 Secretary 
Mellon continued to urge the elimination of the estate tax. Congress 
failed to respond to his advice. The 1928 act left the rates and the 
exemption unchanged.® 

In 1931 a strange thing happened. Secretary Mellon revised his 
views on the estate tax as the great depression intensified the need for 
revenue, Torn between a dislike for deficits and a dislike for the tax, 
he recommended an increase in rates. The sentiment in Congress 
also changed.“ The exemption was reduced from $100,000 to $50,000, 
and the rates were more than doubled. Under the new schedule the 
‘rates started at 1 percent on the first $10,000 above the exemption and 


% Winston, State and Federal Relations in Inherita > 
National Tax Association, pp. 249-251 (1925). Peace TURCORERNED 66: EN 
°° See Blakey, The Fodern! Income Tax, p. 251 et seq. (1940). 
H. Rept. 1, 69th Cong., 1st sess., C. B. 1939-1, pt. 2, pp. 317, 324-325, 332. 
*S. Rept. 52, 69th Cong., 1st sess., ibid., at pp. 338-339. 
® 1926 act, sec. 301. 
a 1926 act, see. 303 (a) (4). The exemption was raised from $50,000 to $100,000. 
ot 49? og sec. 322. See Conference Report 356, 69th Cong., 1st sess., C. B. 1939-1, 
*2 1926 act, sec. 1200 (a). 
“See Ratner, American Taxation, pr. 428-429 (1942). 
edition) Surrey and Warren, Federal Income Taxation—Cases and Materials, p. 22 (1954 
* See Blakey, The Federal Inc : f : axa- 
then, pe. abies (ibaa ome Tax, p. 278 et seq. (1940) ; Ratner, American Taxa 
ad See Ratner, American Taxation, p. 445 (1942). 
*’ See Green, The Theory and Practice of Modern Taxation, p. 168 (1933). 
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rose to 45 percent on any excess over $10 million. The credit for State 
taxes was not allowed against the increase in Federal tax. A new 
and better gift tax was also imposed. 

I have come to the end of the Mellon era. Those years were a bleak 
period for the estate tax. It barely survived the efforts to repeal it. 
The prevailing philosophy ordained that any Federal estate tax, 
whether high or low, was a grave threat to our economic welfare. A 
top rate of 20 percent on huge estates was barely tolerated. Between 
1926 and 1928 the estate tax receipts declined from $116 million to $60 
million. In 1933 they fell below $30 million.”® But for present pur- 
poses another development was more important. When the estate 
tax was finally revived at the end of this dismal period, the controlling 
motivation was a desire to obtain revenue and not a desire to break 
down estates. Among those who made tax policy the levy was still a 
fiscal measure. The Ways and Means Committee carefully explained 
that the estate tax increase was “an emergency measure,” and ex- 
pressed “the hope” that in 2 years “the financial condition of the 
country” would-warrant a reduction.” 

With the Roosevelt administration the estate tax entered a new 
phase. The leveling of hereditary fortunes was formally approved 
as one of its objectives."* This altered attitude first bore fruit in the 
Senate.”® Under the 1932 act the rates on net estates over $1 million 
rose from 19 percent to 45 percent. In 1934 the Finance Committee 
proposed a new schedule for those estates ranging from 20 perecert 
to 50 percent.* The committee stated that the increases would not 
only add revenue, but also “tend to prevent undue accumulation of 
wealth. This objective is more properly reached by estate tax than 
by income-tax increases.” Through the efforts of Senator LaFollette 
the Senate moved beyond the committee and increased the burden on 
all net estates over $70,000.7° The maximum rate was fixed at 60 
percent for estates over $10 million.” 

In 1935 the accent on leveling became bolder. On June 19 of that 
vear the President recommended, in addition to the estate tax, “an 
inheritance, succession, and legacy tax in respect to all very large 
amounts received by any one legatee or beneficiary.” ° His message 
briefly and simply justified progressive death taxes as a means of 
regulating the wealth of the few for the benefit of the many. “The 


® 1932 act, secs. 401, 402. See S. Rept. 665, 72d Cong., 1st sess., C. B. 1939—41, pt. 2, 
pp. 504, 523-524. Cf. H. Rept. 708, 72d Cong., 1st sess., ibid., at pp. 460, 462, 476. 

© 1932 act, secs. 501-532. 

7 See Warren and Surrey, Federal Estate and Gift Taxation—Cases and Materials, p. 9 
(1952 edition). 

71H. Rept. No. 708, 72d Cong., 1st sess., C. B. 1939-41, pt. 2, p. 463. But ef. Paul, 
Taxation in the United States, pp. 152. 156 (1954). 

7 Before assuming the Presidency Herbert Hoover had also praised death taxation as a 
leveler of hereditary wealth. See note 45, supra. Toward the end of his term he articulated 
the same theme. He declared that ‘‘the estate tax, in moderation, is one of the most 
economically and socially desirable, or even necessary, of all taxes.”” And he regarded the 
estate tax as similar in function to the abolition of primogeniture—as a means of striking 
against ‘“‘the evils of inherited economic power.” 3 The Memoirs of Herbert Hoover, 
pp. 135-136 (1952). 

73 Representative Pettengill had vainly argued for the same view in the House. See Paul, 
Taxation in the United States, p. 178 (1954). 

7S. Rept. 558, 73d Cong., 2d sess., C. B. 1939-1, pt. 2, pp. 586, 591. 

7 Tbid.. at 591. 

7 See Blakey, The Federal Income Tax 360 (1940). The Senate reduced the exemption 
to $40,000, but this change was eventually eliminated. Conference Report 1385, 73d Cong., 
2d sess., C. B. 1939-1, pt. 2, p. 635. 

7 1934 act. sec. 405 (a). 

7% See H. Rept. 1681, 74th Cong., 1st sess., C. B. 1939-1, pt. 2, p. 643. In order “to 
prevent, so far as possible, evasions of this tax,” the President also proposed “the imposi- 
tion of gift taxes suited to this end.” Ibid. 
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transmission from generation to generation of vast fortunes by will, 
inheritance, or gift is not consistent with the ideals and sentiments 
of the American people.” “The desire to provide security for one’s 
self and one’s family is natural and wholesome,” he declared, “but it 
is adequately served by a reasonable inheritance. Great accumulations 
of wealth cannot be justified on the basis of personal and family 
security. In the last analysis such accumulations amount to the 
perpetuation of great and undesirable concentration of control in a 
relatively few individuals over the employment and welfare of many, 
many others.” In short, “inherited economic power is as inconsistent 
with the ideals of this generation as inherited political power was 
inconsistent with the ideals of the generation which established our 
Government.” 

Congress did not pursue the route proposed by the President. In- 
stead it simply increased the rates of the estate tax. The rates, as 
reconstructed, began at 2 percent on the first bracket of $10,000 and 
ended at 70 percent on the last bracket above $50 million. The exemp- 
tion was pared from $50,000 to $40,000." 

After the 1935 act the emphasis on leveling died away. There were 
only two more changes in rates, and neither was stimulated by the 
philosophy of the President. Once again Congress was exclusively 
concerned with revenue for military purposes. In 1940 it imposed 
a temporary defense tax consisting of a 10-percent increase in the 
estate tax. In 1941 what was temporary became permanent. The 
defense tax was integrated with the estate tax, and the rate progres- 
sion was variously accelerated.“ The rate structure now rose from 
3 percent on the first $5,000 of net estates to 77 percent on any residue 
over $10 million. With the enactment of the 1941 act the develop- 
ment of the rates came to a dead end.“ The Treasury’s efforts to 
increase the tax—in 1942, 1943, 1950, and 1951—were uniformly dis- 
approved. Even military budgets were no longer helpful.” 

What illumination do we derive from this hasty glance at history ¢ * 


*Tbid. For the political context of the message, see Blakey, The Federal Income Tax, 

p. 366 et seq. (1940). 
_® The Ways and Means Committee tried to be more cooperative. It provided for an 
inheritance tax and a correlative gift tax. H. Rept. 1681, 74th Cong., 1st sess., C. B. 
1939-1, pt. 2. pp. 645, 648--651. The Finance Committee replaced these with the increased 
rates and reduced exemption which were finally enacted. S. Rept. 1240, 74th Cong., Ist 
sess., C. B. 1939-1, pt. 2, pp. 655-657; Conference Report 1885, 74th Cong., Ist sess., 
Vigan pt. 2, p. 663. See further Blakey, The Federal Income Tax, p. 373 et seq. 

511935 act, sec. 201 (a) (b). 

1940 act, sec. 201. 

31941 act, sec. 401 (a) (b). See H. Rept. 1040, 77th Cong., 1st sess., pp. 2, 3, 27, 51 
(1941): S. Rept. 673, pt. 1, 77th Cong., 1st sess., pp. 2, 3, 16, 42 (1941) ; Conference Report 
1203, 77th Cong., Ist sess., p. 13 (1941). 

* See Internal Revenue Code of 1954, see. 2001. 

_. See hearings before the Committee on Ways and Means on Revenue Revision of 1942, 
‘7th Cong., 2d sess., pp. 6, 15 (1942),; hearings before the Committee on Ways and Means 
on Revenue Revision of 1943, 78th Cong., 1st sess., pp. 7, 57 (1943): hearings before the 
Committee on Finance on H. R. 3687, 78th Cong., 1st sess., pp. 46, 94 (1943) ; hearings 
before the Committee on Ways and Means on Revenue Revision of 1950, 81st Cong., 2d sess., 
pp. 5, 22 (1950) ; hearings before the Committee on Ways and Means on Revenue Revision 
of 1951, 82d Cong., 1st sess., pp. 4, 14, 68 (1951). 

“I am not suggesting that estate tax rates should periodically change as budget needs 
shift. I am simply saying that even heavy spending in a period of crisis does not persuade 
Congress to establish a stronger rate structure. 

‘My résumé is necessarily less than complete. I have failed to mention, for example, 
the repeated efforts to abolish the estate tax on the ground that death taxes fall within the 
fiscal province of the States. The credit for State taxes was the device skillfully used to 
withstand these assaults. See Green, The Theory and Practice of Modern Taxation, p. 167 
(1933) 5 Blakey, The Federal Income Tax, p. 257 (1940); Ratner, American Taxation, 
p. 428 (1942); Groves, Retention of Estate and Gift Taxes by the Federal Government, 
38 California Law Review, p. 28 (1950). 
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The answer seems rather clear. In the quarter-century between 1916 
and 1941 the estate tax passed through several stages. For our pur- 
poses they may be counted as four. The first stage ended with the 
1921 act. It was a period of rising rates followed by a relapse among 
the smaller estates. The governing objective was plainly revcnue, 
The second stage was the Mellon era. It began with the 1924 act and 
closed with the 1932 act. In that unfortunate period the tax was al- 
most destroyed and then revitalized as a source of revenue. The third 
stage started with the 1934 act and was continued by the 1935 act. 
Under these 2 acts the progression sharpened as the rates climbed 
from 45 percent to 70 percent. The dramatic emphasis was on leveling, 
but the continuing need for revenue in the face of deficits was also 
effective. The fourth stage was marked by the 1940 and 1941 acts. 
The larger burdens which they imposed derived entirely from the 
quest for revenue. 

At best, then, the social objective of the estate tax was prominent 
only in 1934 and 1935. Yet even in those years the deliberate de- 
struction of “great accumulations of wealth” was more verbal than 
actual. The 1934 and 1935 acts treated the larger fortunes more gin- 
gerly than the smaller ones. Under the 1932 act the rate of progres- 
sion had been 1 percent per bracket for net estates not exceeding 
$50,000, and 2 percent for all brackets beyond that amount. The 1934 
act raised the rates for net estates over $70,000. If leveling was its 
purpose, it went about its work in peculiar fashion. For net estates 
between $70,000 and $4.5 million the new rate of progression per brac- 
ket was almost invariably 3 percent.” For net estates above that range 
the revised rate per bracket was 2 percent. As the hereditary fortune 
became larger the progressive impact became softer. The behavior of 
the 1935 act was similarly strange if leveling was the grand design. It 
increased the tax on all estates—the moderate kind as well as the im- 
moderate variety. For net estates between $100,000 and $7 million the 
rate of progression was 3 percent per bracket. But for net estates be- 
tween $7 million and $50 million the rate of progression was 2 per- 
cent—the same rate that prevailed in the smallest brackets up to $100,- 
000. In accordance with this policy of diminishing progression the 
rate of increase was only 1 percent in the final bracket covering any 
residue over $50 million. 

The same point may be made a little differently. Under both the 
1934 and 1935 acts, as under the 1932 act, the brackets became wider 
as the net estate increased. In other words, the progression was most 
rapid in the very low brackets and most leisurely in the very high 
brackets. The 1934 act established 26 brackets. Below $200,000 there 
were 8 brackets. Of these, each of the first 5 covered $10,000; the 
sixth, $20,000 ; the seventh, $30,000 ; and the eighth, $100,000. Between 
$200,000 and $1 million the span of each bracket was $200,000 ; between 
$1 million and $5 million the span was $500,000; and between $5 mil- 
lion and $10 million the span was $1 million. The last bracket covered 
any excess over $10 million. The pattern of the 1935 act was barely 
different. It added 2 brackets above $10 million with still wider spans 
of $10 million and $30 million. 


8 Of the 14 brackets extending from $70,000 to $4.5 million, there were only 8 excep- 
tions. In the $50,000 to $70,000 and the $70,000 to $100,000 brackets the rate of progres- 
sion was 2 percent. In the $200,000 to $400,000 bracket the rate was 4 percent. 





a da 


er fF wwe CULT 


wa ™ fe 6h 


FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 831 


Neither the 1934 act nor the 1935 act disturbs my conclusion that 
the estate tax has been primarily imposed for revenue. I am not 
unaware that the tax has also helped to redistribute wealth, but any 
progressive levy on income or wealth will have this effect. Nor do I 
forget that the desire to control accumulations significantly contrib- 
uted to the development of the tax. Undoubtedly that objective infil- 
trated into its rate structure. The fact remains that the growth of 
the tax responded more to the stimulus of revenue than to eloquent 
exhortations for the dismantling of estates. 


II. A Dow View or THE PRESENT 


I have rapidly traced the career of the estate tax in the light of the 
two objectives with which it is associated. I now approach the next 
question. How ably does the tax pursue the aims which have been 
assigned to it? Does it do its job well or is there ample room for 
improvement? I turn first to its performance as a source of revenue 
and then to its achievement as a leveler of wealth. 

A. The fiseal objective 

In 1933 death taxes were authoritatively praised for their capacity 
to produce revenue. To quote a comprehensive report prepared for 
the Joint Committee on Internal Revenue Taxation, “A well-balanced 
death duty is one of the best forms of taxation and is a good revenue 
producer.” * ‘The friends of the estate tax seem to agree that it has 
not lived up to this laudatory observation. President Truman de- 
clared that the tax is vitally impaired by “serious weaknesses. ” °° 
According to Senator Humphrey, the tax is in “a pitiful state.”™ 
Certainly the statistics are not very cheerful.” They seem to say that 
as a revenue producer the tax has fallen on evil days. 

The estate and gift taxes together account for only about 1.5 per- 
cent of the revenue.** The situation used to be different. From 1935 
through 1940 the two taxes produced more than 6 percent of the 
revenue. In 1936 their combined yield exceeded 10 percent.* Even in 
the years 1928-33, when the estate tax receded to its lowest point since 
1917, it generally contributed over 2 percent of the total.®* The current 


® Federal and State Death Taxes, reports to the Joint Committee on Internal Revenue 
Taxation, p. 170 (1933). 

™ See hearings before the Committee on Ways and Means on Revenue Revision of 1950, 
Sist Cong., 2d sess., p. 5 (1950). See also hearings before the Committee on Ways and 
Means on Revenue Revision of 1951, 82d Cong., 1st sess., p. 4 (1951), in which Presi- 
dent Truman referred to ‘‘the broad loopholes” in the estate tax. 

9 emeeeh Tax Loopholes, p. 11 {F abtte Affairs Institute, 1952). 

*2 See data in Warren and Surrey, Federal Estate and Gift Taxation—Cases and Mate- 
rials, p. 9 (1952 edition) ; Surrey and Warren, Federal Income Taxation—Cases and 
Materials, 2. 22 (1954 edition) ; Review of the 1956 Budget, Executive Office of the 
President, Bureau of the Budget, August 25, 1955, p. 29. 

* The collection figures for particular years relate to fiscal years. 

™ The annual Sorotages of the 2 taxes for the period 1935-40 were 6.49, 10.84, 6.59, 
7.39, 6.99, and 6.76. The 10.84 percent for 1936 was due to a temporary eruption of 
gifts in 1935 to avoid the gift-tax increases of that year, effective January 1, 1936. In 
1935 total net taxable gifts were about $1.2 billion—almost as high as the entire estate- 
tax base in that year. Hence in 1936 the gift tax produced 4.58 percent of the total 
revenue. See Warren and Surrey, Federal Estate ani Gift Taxation—Cases and Mate- 
rials, p. 9 (1952 edition) ; Pechman, Matched Estate and Gift Tax Returns, 3 National 
Tax Journal, pp. 153, 163 (1950). 

®In 1928 the yield of the estate tax was a little over $60 million. After a slight rise 
in 1929 and 1930, it went steadily downhill to less than $30 million in 1933. Yet in 
only 2 of those years—1931 and 1933—did the estate tax account for less than 2 percent 
of the revenue. Furthermore, until June 6, 1932, there was no gift tax to bolster the 
estate tax. In 1933 the estate and gift taxes togeher accounted for more than 2 percent 
of total contributions (ibid). 
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percentage of revenue derived from the estate and gift taxes is about 
as small as the percentage produced by the estate tax alone in 1918, 
Hence a professor of law has come to a gloomy conclusion. The rea- 
son for studying the estate and gift taxes, he says, is not their sig- 
nificance in the fiscal scheme of things, but their “power to stimulate 
and challenge the student.” ®* If the taxes are fiscally unimportant, at 
lease they sharpen the legal wits. 

The picture is not entirely black. Though the relative yield of the 
transfer taxes has drastically decreased, their absolute yield has, on 
the whole, increased." During the thirties their highest return was 
$378 million.* Between 1940 and 1955 their yield has risen from $360 
million to $936 million. While they have never produced $1 billion 
a year, they would already have exceeded that figure but for the 
adoption of estate and gift splitting in 1948.% After splitting was 
approved the revenue fell off, and only in 1953 did the collections 
again approach the yield of 1948. The estimated receipts for 1956 
are $975 million. 

Moreover, when we make percentage comparisons in terms of total 
revenue, it is wise to be careful lest the analysis become foolish.’ 
The poor relative showing of the transfer taxes has little to do with 
their own inadequacies as revenue producers. As I have just indicated, 
their yield has more than doubled since their best year in the thirties. 
The explanation lies elsewhere. The estate and gift taxes have dwin- 
dled in overall fiscal importance because of the phenomenal growth 
of the individual and corporate income taxes. 

This point is sufficiently illustrated by the individual income tax.’ 
In 1934 that tax produced $420 million and the transfer taxes $113 
million—a ratio of 3.7 to 1. In 1936 the ratio became smaller—less 
than 2 to 1—as the respective yields were $674 million and $379 million. 
The individual income tax and the transfer taxes were then pretty 
much in the same class as sources of revenue. Before Pearl Harbor 
the individual income tax moved further ahead of the transfer taxes. 
But as late as 1941 the revenue from the former was still only about 
31% times the revenue of the latter. After 1941 the disparity dra- 
matically changed. The estate tax remained a class tax; the income 
tax became a mass tax. And so in fiscal 1955 the income tax produced 
about $29 billion and the estate and gift taxes $936 million, making a 
ratio of more than 30 to 1. The transfer taxes are simply no longer 
in the same league with the individual income tax. The corporate 
taxes have also left them far behind.’ 3 

Hence, it makes little sense to compare the yield of the estate tax 
with the yield of the income taxes. The estate tax must always suffer 
by the comparison, and the suffering is always undeserved. We should 
no more expect chickens to behave like ducks than the estate tax to 
perform like an income tax. By its very nature the estate tax is highly 
selective in its incidence. It is a tax reserved for the prosperous. 
There are less taxpayers who are well-to-do than those who are not, 


* Bittker, Estate and Gift Taxation—Cases and Materials, p. v (1951). 

7 See sources cited in note 92, supra. 

* This amount was produced in 1938, 

* 1948 act, secs. 361, 372. 

1Cf. hearings before the Committee on Ways and Means on revenue revision of 1950, 
Sist Cong., 2d sess., pp. 22, 36 (1950). 

2 See data cited in note 92, supra. 

*In 1955 the yield of the corporate taxes was $18.3 billion. 
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and a death tax seeks out only those who are. The income tax reaches 
more than 40 percent of all individuals over 14 years of age.* The 
estate tax reaches only about 1 percent of all adult decedents.® Even 
if it embraced many more decedents, it would still lag peneeeey 
behind. But if the two taxes must be compared, the appraisal should 
be in terms of the same exclusive clientele. On this basis the appro- 
priate rod of comparison is the revenue obtained by the progressive 
element of the income tax * from those who later qualify as decedents 
under the estate tax. For this purpose we may reasonably consider 
only those taxpayers whose income is beyond the $20,000 bracket.’ 
From this group the progressive element of the income tax derives 
about $2.2 billion. Of this sum, the amount attributable to income 
from property, as distinguished from personal services, is probably 
not very much above $1 billion. In sum, the estate-tax revenue is 
fairly close to the income tax revenue which the progressive rates 
secure from the same group of taxpayers. 

Yet after we fully discount percentage comparisons, it is still true 
that the estate tax does poorly revenuewise. In 1951, for example, 
the total net value ° of estates reported on taxable returns was about 
$4 billion and the total tax computed on this total was $577 million, 
or a mere 14 percent.” Obviously, the tax could easily be much more 
productive.": If it fails to live up to its capacities, the fault is with 
Congress. For the tax has become the pariah of our internal revenue 
system. Asa rule, it is ignored; when it is not ignored, it would do 
better if it were. And so its inadequacies methodically increase from 
one act to another. An excessive exemption is combined with inade- 
quate rates, and these are joined by significant loopholes. 

The estate-tax exemption has fared much better than the income- 
tax exemptions. While it is entirely proper to reduce the latter, it is 
considered almost profane to touch the former. At present the estate- 
{ax exemption is $60,000, or $20,000 more than it was before World 
War II.” After 40 years of estate taxation it is $10,000 higher than 
it was in the beginning.’® These contrasts, however, hardly tell the 
whole story. The difference is not only one of $10,000 or $20,000, as 
the case may be. There is still another and better exemption which I 


4See hearings before the Committee on Ways and Means on revenue revision of 1950, 
8ist Cong., 2d sess., pp. 22, 36 (1950). In 1939 the tax affected only 4 percent of all 
persons over 14. Ibid. 

5 See ibid. at bp. 22, 36, 76. 

We progressive element includes all graduated rates above the starting rate of 20 
percent. 

*Insofar as married couples are concerned, this restricted group includes only those 
couples whose combined taxable income is over $40,000. 

§See National Association of Manufacturers, A Tax Program for Economic Growth, 
p. 55 (1955). The total yield from the progressive element of the income tax is about 
$4.7 billion. Ibid. 

*The net value is gross value less all deductions other than the exemption and the 
marital deduction. It does not include community property which passes to the surviving 
spouse as coowner. 

This figure is derived from a tabulation of returns filed in 1951. See Statistics of 
Income for 1950, pt. 1, pp. 235-236. This percentage is a drop from 1945. In that year 
the aggregate net value of estates shown on taxable returns was $2.7 billion and the 
aggregate estate tax reported was $531 million, or about 20 percent. See hearings before 
the Committee on Ways and Means on revenue revision of 1950, 8ist Cong., 2d sess., 
p. 76 (1950). It is estimated that the estate tax touches about 10 percent of the total 
value of property transferred each year at death. Ibid. 

_™ Great ritain obtains about 4.5 percent of its internal revenue from death taxes. 
Groves, Retention of Estate and Gift Taxes by the Federal Government, 88 California 
Law Review, pp. 28, 31 (1950). 

“Internal Revenue Code of 1954, sec. 2052. Between 1935 and 1942 the exemption 
stood at $40,000. There was also a special exemption of $40,000 for life insurance pay- 
able to specific beneficiaries. In 1942 Congress abolished the insurance exemption and 
increased the general exemption to $60,000. 1942 act, secs. 404 (a), 414. 

131916 act, sec. 203 (a) (2). 
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shall shortly examine. It is known as the marital deduction; it is 
granted to a decedent who is survived by his spouse; and it may be as 
much as half of his net assets. When this additional exemption 
fully applies, no estate tax is due until the net assets exceed $120,000, 
And even when the net assets exceed $120,000, half of the net assets is 
still tax free, apart from the specific arithmetical exemption of $60,- 
000. Whether the exemption be regarded as $60,000, $120,000, or 
some larger figure equal to half of the net assets plus $60,000, it is now 
regarded as inviolate. 

A defective rate structure cooperates with a generous exemption. 
The rates extend through 25 brackets—from 3 percent on the first 
$5,000 to 77 percent on any excess over $10 million. Though they 
are quite formidable, they are not really as fierce as they look. 

In the first 7 brackets, which embrace only $60,000, the progression 
is rapid. It leaps from 3 percent to 25 percent. Then it tapers off 
as the brackets broaden. The eighth bracket covers $40,000 at 28 
percent, and the ninth bracket $150,000 at 30 percent. In other words, 
the progression is 25 percent for the first $100,000 and only 2 percent 
higher for the next $150,000. The progression now proceeds to slow 
down still more. There are 5 brackets between $250,000 and $1.5 mil- 
lion; the width of each bracket is $250,000; and the increase per 
bracket is 2 or 3 percent. Next come 5 brackets between $1.5 million 
and $4 million; the width of each bracket is $500,000; and the in- 
crease per bracket is 3 or 4 percent. Then there are 4 brackets between 
$4 million and $8 million; the width of each bracket is $1 million; and 
the increase per bracket is 3 or 4 percent. The last 2 bracket consist 
of 1 between $8 million and $10 million, subject to an increase of 
3 percent; and another for any excess over $10 million, subject to an 
increase of 1 percent. 

From the standpoint of revenue these rates are scarcely impeccable. 
They start with an impressive burst of speed and suddenly begin to 
tire. The net result is that they are sharply progressive at the wrong 
place. The rapid rise at the outset is much ado about very little. Tax- 
able estates not exceeding $100,000 account for about 75 percent of 
all taxable returns. But they yield only about 10 percent of total 
estate tax revenue.” In tliis area quick progression is a meaning- 
less flurry of activity. The revenue from these small estates turns 
largely on the size of the exemption and the initial rate. Progression 
can be productive only among the other 25 percent of taxable estates 
which yield 90 percent of the revenue."* Yet it is precisely there that 
progression conspicuously deteriorates. 

So far I have made believe that the rates are more potent than they 
are. Needless to say, a tax is not entirely known by the rates which 
Congress may enact. The amount which is paid depends on the base 
of the tax as well as the rates of the tax. If there are troublesome 
doubts on this score, percentage depletion should remove them. In the 


14 Internal Revenue Code of 1954, sec. 2056. 

%5 Internal Revenue Code of 1954, sec. 2001. : 

146The first 7 brackets consist of 2 with a spread of $5,000 each and 5 with a spread 

f $10,000 each. * 
. So oheee figures are derived from tables in Statistics of Income for 1950, pt. 1, pp. 235- 
236. The tables show the distribution of taxable estates before deduction of the exemp- 
tion. The figures which I cite represent taxable estates after the exemption is taken off. 

148 As the Treasury has emphasized, ‘““‘The bulk of the estate-tax revenue comes from 4 
limited number of large estates.” Hearings before the Committee on Ways and Means 
on revenue revision of 1950, 81st Cong., 2d sess., p. 76 (1950). 
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case of the estate tax the rates are also often illusory. The tax was 
born with two infirmities which continue to be incurable and in re- 
cent years it has acquired a few more ailments. All these inadequacies 
sufficiently qualify as loopholes. 

Of the two native inadequacies, one involves the perennial problem 
of gifts. The easiest way to avoid a tax at death is to make a gift 
during life. Therefore, the estate-tax base has always included vari- 
ous kinds of inter vivos gifts which are convenient substitutes for a 
will. These precautions are helpful but inadequate, for the estate 
tax can still be avoided by gifts. The income tax also stimulates 
generosity before death. It is no secret that gifts may reduce that 
tax as well, if the donees are in lower brackets as they usually are.” 
The desire to avoid income tax may be more effective than the desire to 
avoid estate tax because the savings are more immediate.** In enact- 
ing the gift tax Congress purported to kill 2 birds with 1 stone. I 
quote some of the relevant observations of the Ways and Means Com- 
mittee and the Finance Committee. The gift tax serves as “a protec- 
tion to both estate and income taxes.” Its function is to “assist in the 
collection of the income and estate taxes, and prevent their avoidance 
through the splitting up of estates during the lifetime of the tax- 
payer.” The formula for computing the gift tax is designed “to im- 
pose a tax which measurably approaches the estate tax which would 
have been payable on the donor’s death had the gifts not been made 
and the property given had constituted his estate at his death.” 

These are brave words, but here, too, the words speak louder than 
the deeds. Whatever merits the gift tax may have as a guardian of 
the income tax, it is not a redoubtable defender of the estate tax. It 
does not prevent “avoidance through the splitting up of estates”; nor 
does it “measurably” approach the estate tax that would have been 
paid if the gift had not been made. At best, the gift tax is a cut-rate 
transfer tax in lieu of the estate tax. It is a bargain made available 
to those who are willing to give before they die. 

There are several familiar reasons why the gift tax functions this 
way. At the risk of repeating what has often been said, I shall briefly 
enumerate them. To begin with, the gift tax is computed separate 
and apart from the estate tax. As a result, gifts are removed from 
the higher estate-tax brackets to the lower gift-tax brackets. Second, 
the gift tax has its own exemption, as well as annual exclusions. For 
a single person the exemption is $30,000 ** and the annual exclusion 
is $3,000 per donee.” For a married person the exemption and exclu- 


Generally speaking, these gifts are transfers in contemplation of death, transfers 
intended to take effect in possession or enjoyment at or after death, and transfers 
reserving certain rights or powers in the donor. For the present provisions, see Internal 
Revenue Code of 1954, sees. 2035-2040. 

” At times the income tax creates a conflict of interest. The donor may hesitate to 
inmake a gift because his beneficiaries will lose a stepped-up basis for the property—its 
Value on the date of death or on the alternate valuation date, See Internal Revenue Code 
of 1954, see. 1014. In the same connection, the splitting of income between husband and 
wife has removed any income-tax incentive for gifts from one to the other. 

“According to a recent comprehensive study, however, “the potential savings in estate 
taxes” are “much more important than the savings in income taxes as a stimulus to the 
making of gifts.” Butters, Thompson, and Bollinger, Effects of Taxation—Investments 
by Individuals, p. 46 (1953). 

“ H. Rept. 708, 72d Cong., 1st sess., C. B. 1939-1, pt. 2, pp. 462, 477; S. Rept. 665, 72d 
Cong., Ist sess., ibid. at pp. 504, 525. 

** Internal Revenue Code of 1954, sec. 2502. Where both taxes reach the same transfer, 
a credit for the gift tax is allowed against the estate tax. Ibid., sec, 2012. 

* Thid., sec. 2521, 

* Ibid., sec. 2503. 
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sions are twice as much.” Third, the gift-tax rates are only three- 
fourths of the estate-tax rates.” Finally, the amount paid as gift tax 
is not included in the gift-tax base, while the amount paid as estate 
tax is contained in the estate-tax base. 

The upshot of all these factors is that wealthy individuals are en- 
abled to shift from higher estate taxes to lower gift taxes. The total 
tax paid depends not only on the amount transferred, but on the man- 
ner of its disposition. The dual system of transfer taxes is peculiarly 
profitable to the larger estates. If an owner of $10 million transfers 
$2 million by gift, the saving in transfer taxes can be as much as about 
$1.4 million.* However, benefits are also enjoyed by the smaller es- 
tates. Not so long ago the Treasury supplied a modest example. An 
individual has an estate of $300,000. If he bequeaths one-half to his 
wife and one-half to his 3 children, the estate tax is $17,500. But if he 
gives $180,000 to his wife and children over 5 years, and leaves $120,- 
000 at death, no tax at all is due.” President Truman correctly ob- 
served that existing law “affords excessive opportunities for tax 
reduction by splitting between the gift and estate taxes the total 
amount of wealth transferred by an individual.” 

I have said that the gift tax is a cut-rate tax. But like other bar- 
gains, it does not always attract the customers. A Treasury analysis 
discloses that for decedents as a whole total gifts before death are 
relatively small as compared with total transfers at death. On the 
other hand, it also appears that “the greater the wealth the larger the 
part that is transferred inter vivos.” Those who are supposed to be 
taxed the heaviest are enabled to avoid the most. Of the decedents 
studied, those who had between $500,000 and $1 million disposed of 
less than 10 percent of their aggregate property during life. But 
those who had more than $3 million disposed of more than 25 percent 
by gift." While the wealthy are not fully sensitive to the savings 
bestowed by the gift tax, there is undoubtedly a leak in estate-tax 
revenue. And it is a nice question whether two individuals possessed 
of the same wealth should pay diverse transfer taxes because one is 
more tax conscious than the other or better able to make gifts before 
death. 

The second initial inadequacy of the estate tax focuses on the skip- 
ping of tax through life estates. Again I am only referring to what 
is commonly known among tax lawyers. A little arithmetic will il- 


% Ibid., sec. 2513. 

27 Compare ibid., sec. 2001, with ibid., sec. 2502. 

*8In this example, I am assuming that there is no estate or gift splitting, and that the 
donor applies against the transfer of $2 million his gift-tax exemption of $30,000 but no 
exclusion. If the gift is not made, the estate tax is somewhat over $6 million. But if 
the gift is made, the gift tax is slightly over $550,000 and the estate tax a little over 
$4 million, or a total of about $4.6 million. 

2?See hearings before the Committee on Ways and Means on revenue revision of 1950, 
8ist Cong., 2d sess., pp. 6, 23 (1950). The second half of the example evidently assumes 
that over the 5-year period each child annually receives $6,000 and the wife $18,000. 
Each gift to each child is tax free because it falls within the annual exclusion. Of each 
$18.000 given to the wife, $9,000 is tax free under the marital deduction, and another 
$3,000 is tax free under the annual exclusion. The residue of $6,000 per year, or $30,000 
over the 5 years, is covered by the gift-tax exemption. The $120,000 left at death is 
free from estate tax because of the exemption of $60,000 and a marital deduction of 
$60,000. 

* Tbid. at p. 6. 

81 See ibid., at pp. 75, 77-82, 85. The transfers by gift include the amounts paid as gift 
tax, which are also removed from the estate-tax base. See further the excellent discussion 
in Pechman, Analysis of Matched Estate and Gift Tax Returns, 3 National Tax Journal, 
p. 153 (1950). Pechman points out that in order to “minimize gift and estate taxes, 
individuals with total wealth of $5 million or more should have transferred at least 70 
percent of their property during life.” Ibid., at p. 159. 
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lustrate the problem. Assume that A has $3 million, as well as a son 
Banda grandson C. A bequeaths his estate outright to B, and B simi- 
arly bequeaths his estate outright to C: For the sake of simplicity I 
also assume that neither B nor ‘C accumulates any additional wealth.* 
At A’s death the estate tax is $1,231,400, leavi ing a balance of $1,768,- 
600. At B’s death the tax is $622,070, leaving a balance of $1,146,530. 
At C’s death the tax is $359,446.70, leaving a balance of $787,083.30. 
However, the result is quite different if A bequeaths his $3 million in 
trust, if B and C are given successor life estates, and if the principal 
is ultimately payable to C’s issue. At A’s death the tax is still $1,231,- 
400, but no tax is due when B and C die. The residue at C’s death is 
then $1,768,600, or more than twice as much as the sum left if A, B, 
and © resort to outright bequests.** 

‘Once more a Treasury survey is illuminating.** It indicates that 
decedents who leave net estates exceeding $500,000 place about 45 per- 
cent of their total transferred property in trust. Though there is “no 
consistent pattern of variation by size of gross transfers,” those with 
larger accumulations put relatively more in trust than those with 
smaller accumulations. The transfers in trust range from one-third 
to one-half of gross transfers. To make matters worse, about 30 per- 
cent of the total transferred property is settled for two generations . 
or more, and so the estate tax is skipped twice or more. The larger 
the amount of wealth transferred, the longer the average duration of 
the trusts. Decedents who transfer gross amounts between $500,000 
and $1 million put less than 15 percent of their wealth into trusts 
for two generations or more. Decedents who transfer gross amounts 
exceeding $3 million put over 40 percent of their wealth into such 
trusts. It is “the wealthiest taxpayers” who “make the most effective 
use of the tax advantages of transfer ring property in trust.” ** These 
findings reinforce President Hoover’s conclusion on the same subject. 
As he expressed it, “fortunes have become so large, and lawyers so 
cunning that they can freeze them into trusts extending over more 
o- three generations.” *° 

I do not detect any persuasive reason why this condition should 
he allowed to continue. Nor do I understand why the creation of 
long-term trusts should be particularly encouraged. From the stand- 
point of the economy cogent arguments can be made that outright 
transfers should be taxed more leniently than transfers in trust. 
Private trusts are not conspicuous sources of risk capital.*? At the 
very least, however, outright transfers should not be treated worse. 


TT am also assuming that none of the hypothetical estates is reduced by a marital 
deduction. If a marital deduction is taken somewhere along the line, it does not alter the 
essential point of the example. See also note 34, infra. 

Cf. H. Rept. No. 327, 82d Cong., 1st sess.. p. 7 (1951). 

“See hearings before the Committee on Ways and Means on revenue revision of 1950, 
81st Cong., 2d sess., pp. 75-79 (1950). 

® The Treasury’s survey covered returns filed in 1945. It seems to remain valid except 
as it has been affected by the later adoption of the marital deduction. Simple life estates 
for surviving spouses do not qualify for that deduction (Internal Revenue Code of 1954, 
sec, 2056 (b) (1)), and hence less of those estates are created to the extent that other types 
of dispositions are used to obtain the deduction. But this is small comfort to the revenue. 
The surviving spouse can still set up life estates for the successors in interest, anc the 
mi arta) deduction gives them an additional tax saving which they would not otherwise 
enjoy 

% Vol. 8, The Memoirs of Herbert Hoover, p. 136 (1952). 

7 Cf. Friedrich, The Economics of Inheritance, in Social Meaning of Legal Concepts (No. 

1), p. 82 (Cahn edition, 1948). 
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From the original infirmities of the estate tax I briefly turn to those 
which have been added. Here I reach what Professor Simons called 
“the Realpolitik of taxation,” * The tax bar prefers to call the same 
thing a “technical amendment.” It does not agree with Shakespeare 
that a rose by any other name always smells as sweet. The policy of 
“the Realpolitik” or “technical amendment” may seem devious but 
it is never obscure. The lesson which it conveys is very simple. The 
best way to handle progressive taxes is to leave the rates alone and re- 
define the base through “technical amendments.” This formula for 
success is much more impressive than the method used by Secretary 
Mellon. The Secretary stubbornly persisted in making frontal at- 
tacks on the rate structure. He failed to realize that in tax law it is 
often wiser to be subtle than bold. Besides, “technical amendments” 
have other solid virtues which should not be overlooked. The tax 
reduction is more selective and the revenue loss is less disturbing. 
And, not to be overlooked, appearances are better maintained that 
way. The table of rates continues to look as effective as ever, and 
almost everybody continues to speak highly of ability to pay. 

The estate tax has been no more able to escape “technical amend- 
ments” than the income tax.*® Its base is meticulously defined and 
- efficiently eroded. And so, while the rates have not been touched 
since 1941, the burden has nevertheless diminished. In recent years 
the principal “technical amendments” have dealt with the marital 
deduction, gifts in contemplation of death, and the proceeds of life 
insurance.*° 

The marital deduction is an exemption which is felicitously called 
something else. It excludes from a decedent’s taxable estate his be- 
quests and other transfers to his surviv ing spouse.** If the decedent 
is married and fully uses the deduction, half of his entire net assets, 
as well as the $60,000 of exemption, passes tax free. It makes no dif- 
ference how substantial the estate may be. The larger the estate, the 
larger the deduction. Without restoring to the language of arith- 
metic, the marital deduction provides, in effect, an alternative rate 
schedule. It enables the decedent to divide his estate in two, so that 
each share is separately taxed. The share which is without the de- 
duction is taxed at the decedent’s death. The share which is within 
the deduction is later taxed at the spouse’s death.*? Regardless of 
what the rates may suggest, the top rate of 77 percent applies to tax- 
able estates exceeding $20 million rather than $10 million. 

I do not mean to imply that a marital deduction is inherently 
wrong in principle. Even Andrew Carnegie felt that a widow should 
be allowed a “moder ate” source of income after her husband was gone. 
My criticism is directed rather to the principle as now applied. It 
is not impossible to have a marital deduction which leaves the rate 
progression undisturbed. ‘To illustrate, upon the surviving spouse’s 


% Simons, Federal Tax Reform, p. 16 (1950). See also Simons, Personal Income Taxa- 
tion, pp. 218-219 (1938). 

39 See Randolph E. Paul’s paper entitled ‘Erosion of the Income-Tax Base and Rate 
Structure.’ 

“For present purposes I put aside the amendments provoked by the Supreme Court's 
decisions on reserved life estates and retained reverters in Commissioner \. Estate of 
Church (335 U. S. 632 (1949)), and Estate of Spiegel v. Commissioner (335 U. 8S. 701 
(1949)). 

‘1 Internal Revenue Code of 1954, sec. 2056. 

“If the surviving spouse makes gifts before death, as is often the case, the tax saving 
is still greater because of the gaping discrepancy between the estate tax and the gift tax. 
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death the amount previously allowed as a marital deduction could 
be taxed at rates determined by adding that amount to the first de- 
cedent’s taxable estate. The tax on that amount would then be merely 
deferred, not also reduced.* I fail to see why the size of the estate 
which finally passes to the children and other descendants should be 
more or less, depending on whether a marital deduction was previ- 
ously taken, The marital deduction should benefit only the marital 
partner.“ 

It is not easy to measure the revenue loss for which the deduction 
should be blamed. The calculation turns on how married decedents 
would have disposed of their property in the absence of the deduc- 
tion.” Here we can at best indulge in educated guesses. For example, 
one husband may bequeath all his property outright to his wife. He 
might well have done the same though the marital deduction had never 
been enacted. Another husband may leave half of his property out- 
right to his wife and half for her in trust. If there had been no de- 
duction, he might have preferred to place all his property in trust for 
her benefit. The tax reduction in the first case is not the same as in 
the second case.* 

While it is difficult to measure the revenue loss, it is at least pos- 
sible to make a conservative evaluation.“ A cautious appraisal is 
better than none. I have, therefore, approached the problem in the 
manner of Holmes’ famous “bad man.” * I have assumed that the 
prospective decedent very carefully calculates the best tax conse- 
quences available to him and makes his choice accordingly. I have 
eliminated any tax which the Treasury might collect, in the absence 
of the marital deduction, because of his negligence or indifference. 


If there were no marital deduction, our hypothetical decedent would 
place all his property in trust for his wife in order to skip a further 
tax at her death. In view of the marital deductiong he leaves her one- 
half outright and one-half in trust. As a result, the half left in trust 
is taxable at his death,*® while the half owned outright is taxable at 
her death, 


* A provision to this effect would have to be refined to deal with a number of problems, 
such as inter vivos gifts by the surviving spouse and community property. Since it is 
well-nigh impossible to do very much about community property, perhaps the only ultimate 
solution, if any comes, is a separate and higher rate schedule for marital deduction prop- 
erty and community property wheu the second spouse dies. 

“ There seem to be more decedent-husbands than decedent-wives. Of 753 returns filed 
in 1945 for larger estates, 343 or 46 percent represented husbands who died first, and 
only 56 or 6 percent represented wives who died first. These figures do not include spouses 
living apart. Among the other decedents, 105 or 14 percent were widowers; 153 or 20 
percent were widows ; and 79 or 11 percent were single. See hearings before the Committe 
on Ways and Means on revenue revision of 1950, 8ist Cong., 2d sess., p. 76 (1950). 
aie Apparently more than 52 percent of the wealthier decedents die married. See footnote 

, Supra, 

* Assume that each of these husbands leaves a net estate of $1 million before exemption ; 
that the tax due at his death is paid entirely out of principal; that, apart from this 
diminution of the estate, it remains the same until the wife dies; and that the wife has no 
other property. In the first case, without the marital deduction, the tax is $303,500 at his 
death and $193,475 at her death, or a total of $496,975 ; with the marital deduction, the tax 
is $126,500 at his death and $256,695 at her death, or a total of $383,195. In the second 
case, without the marital deduction, the tax is $303,500 at his death and nothing at her 
death, or a total of $303,500; with the marital deduction, the tax is $126,500 at his death 
and $126,500 at her death, or a total of $253,000. These computations are not reduced 


by the State credit. 

‘In 1948 the Teeny estimated the estate and gift tax loss at $250 million. See 
hearings before the Committee on Finance on H. R. 4790, 80th Cong., 2d sess., p. 24 (1948). 
In 1950 it appraised the loss as about $300 million, or one-third of the revenue from both 
taxes, Hearings before the Committee on Ways and Means on revenue revision of 1950, 
8ist Cong., 2d sess., pp. 5, 126, 130 (1950). These estimates, I gather, are too large 
because they do not take into account the tax later payable when the property is trans- 
ferred by the surviving spouse. 

* Holmes, Collected Legal Papers, pp. 170-171 (1920). 

“T am assuming that the tax on the half in trust is payable out of the trust. 
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On the assumptions which I have just made—which necessarily 
understate the revenue effects of the deduction ®—the reduction in 
effective rate varies between 14 and 100 percent for estates ranging 
from $100,000 to $10 million.*t The following table indicates the 
extent of the revenue loss at various levels: 


: | Effective rate | Effective rate | Percentage 
Taxable estate before exemption | without mari- | with martial of reduc- 
tal deduction deduction tion 





Percent Percent 
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$500,000 Bi ee : oe 23. ¢ 
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$5,000,000_ __ ; j ab dciebbohbs ~asicel 40. 

7,500,000 _ _ - : “4 46. 
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The reductions shown by the table are instructive in several respects. 
First, the estate tax is pretty much eliminated in the bottom brackets. 
Though the progression is very rapid there, it hurriedly leads no- 
where. Sec ond, the marital deduction drastically erodes the pro- 
gressive rate structure. As the last column indicates, the tax cut is 
more substantial where the progression would otherwise be more 
telling. The reduction in effective rate is 53 percent for an estate of 
$250,000, and 14 percent for an estate of $2 million. Third, the bene- 
fits do not respond to any intelligent principle of rate reduction. 
Why, for example, should the effective rate on an estate of $10 million 
be reduced by 1¢ percent, while the effective rate on an estate of 
$750,000 is reduced by 16 percent? Why should the percentage re- 
ductions for estates of $1 million and $2 million be the same? Why 
should the tax on an estate of $5 million be reduced almost to the same 
extent as the tax on an estate one-tenth its size? In fact, for estates 
within the sweeping range of $750,000 to $10 million the percentage 
of reduction varies only between 14 and 19 percent. If lawyers re- 
quested this kind of reduction by a candid revision of the rates, they 
would be greeted with appropri: ate displeasure. They have obtained 
precisely the same result vy a “technical amendment.” 

The next “technical amendment” involves gifts made in contempla- 
tion of death. The Federal estate tax has alws ays embraced gifts of 
this kind.®* Asthe Supreme Court has stated, “The dominant purpose 
is to reach substitutes for testamentary dispositions and thus to pre- 


«The understatement is particularly true of the smaller estates, since trusts and life 
estates are used more by owners of the larger estates. 

61] am referring here to taxable estates before the deduction of the $60,000 exemption. 

This table is constructed from the table appearing in hearings of the Committee on 
Ways and Means on revenue revision of 1950, 8ist Cong., 2d sess., p. 25 (1950). The 
effective rate in the third column represents the sum of the tax paid on half of the property 
at the husband’s death and the tax paid on half at the wife’s death, divided by the estate 
left at the husband’s death. The table reflects Federal tax liabilities after allowance of the 
maximum credit for State taxes. 

8The present provision appears in Internal Revenue Code of 1954, sec. 2035. For the 

development of the concept of “contemplation of death,” see Federal and State Death 
Taxes, Reports to the Joint Committee on Internal Revenue Taxation, pp. 55, 109 (1933) 
Bradford. Evolution of the Meaning of the Words “Gifts Made in Contemplation of Death” 
in Inheritance Tax Legislation, 9 Virginia Law Review, pp. 267, 269 (1923). 
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vent the evasion of the estate tax.” ** A gift is deemed in contempla- 
tion of death— 

where for any reason the decedent becomes concerned about what will happen to 
his property at his death and as a result takes action to control or in some 
manner affect its devolution.®° 

A decedent-to-be has the requisite concern, for example, if he makes a 
cift to avoid the estate tax.** In 1950, Congress provided that gifts 
in contemplation of death are not subject to estate tax if made more 
than 3 years before death.*’ 

Under the present dispensation avoidance is exceedingly easy. A 
donor may make any number of gifts in contemplation of death, and 
no estate tax is due as long as he survives 3 vears. It makes no differ- 
ence that the gifts derive solely from a desire to avoid the tax. Ad- 
mittedly, the contemplation-of-death statute has not been a model 
provision. Any statute which makes motive the touchstone of tax- 
ability breeds administrative difficulties. But a feeble statute is no 
substitute for a troublesome one—especially if the basic design is to 
prevent tax avoidance. Even the tax committees which approved 
the 3-year rule made a significant confession. “Undoubtedly,” they 
declared, “many gifts have escaped the estate tax because of the difli- 
culty which the Government encounters in reconstructing the motives 
of the deceased.” °* This “difficulty” was resolved by making avoid- 
ance less difficult.®® 

The third prominent “technical amendment” takes care of insurance 
on the decedent’s life. Under the 1939 code, as revised in 1942, insur- 
ance payable to specific beneficiaries was taxable if the decedent either 
paid the premiums or had any incident of ownership at death.®° This 
twofold rule disposed of a problem which was about as old as the 
estate tax. Originally the provisions of the tax omitted to mention 
life insurance. Before long the Ways and Means Committee made 
an unpleasant discovery. It learned that “wealthy persons” were 
“resorting” to the purchase of insurance as a “method of defeating the 
estate tax.” Insurance agents had “openly urged persons of wealth 
to take out additional insurance” because it would not be taxable.” 
The amendment of 1942 sought to make sure that this problem was 
adequately solved. It wisely recognized that, regardless of tax moti- 
vation in a particular case, life insurance is “testamentary” in nature.” 
For the essential function of insurance is to serve as a will. 

In its heroic tax revision of 1954 Congress methodically undid its 
solution of 1942. It abolished the premium payment test. Insurance 
is no longer taxable, though carried by the decedent, if he surrenders 


all incidents of ownership before death. Hence insurance proceeds 


% United States v. Wells, 283 U. 8S. 102, 116-117 (1931). 

5 Allen v. Trust Co. of Georgia, 326 U. S. 630, 635 (1946). 

5 Ibid., cf. Farmers’ Loan & Trust Co. v. Bowers, 98 F. 2d 794 (2d Cir. 1938), certiorari 
decided 306 U. S. 648 (1939); First Trust & Deposit Co. v. Shaughnessy, 134 F. 2d 940 
(2d Cir. 1943), certiorari denied 320 U. S. 744 (1943). 

57 1950 act, sec. 501 (a). This amendment is now incorporated in Internal Revenue Code 
of 1954, sec. 2035 (b). 

SH. Rept. 2319, 8ist Cong., 2d sess., p. 62 (1950); S. Rept. 2375, 81st Cong., 
2d sess., p. 57 (1950). See also hearings before the Committee on Ways and Means on 
revenue revision of 1950, 8ist Cong., 2d sess., pp. 74, 162 (1950). 

5° See H. Doc. 523, 80th Cong., 2d sess., p; 58 (1947). 

® Internal Revenue Code of 1939, sec. 811 (g), as amended by 1942 act, sec. 404. De- 
pending on the circumstances, insurance was also taxable if it was transferred before death 
and if the transfer was in contemplation of death, intended to take effect in possession or 
enjoyment after death, or subject to certain powers or interests in the decedent. See Paul, 
Federal Estate and Gift Taxation, sec. 10.39 (supplement 1946). 

* H. Rept. 767, 65th Cong., 2d sess., C. B. 1939-1, pt. 2, p. 102. 

® H. Rept. 2333, 77th Cong., 2d sess., p. 57 (1942). 

* Internal Revenue Code of 1954, sec. 2042. 
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should virtually disappear from the estate tax base. As a practical 
matter, the tax has returned to the situation of 1918. It is not too rash 
to assume that insurance agents are busily giving the same advice now 
that they zealously. gave then. If this assumption is for some reason 
erroneous, I must reluctantly conclude that they are strangely derelict 
in the performance of their duties. 

The avoidance which is now authorized may be illustrated by a 
small example. A 40-year-old individual has a wife and 3 children. 
He buys $900,000 of insurance for them by paying annual premiums 
of $6,000 per beneficiary. He retains none of the incidents of owner- 
ship. Each premium is a nontaxable gift because it falls within the 
annual exclusion. At the insured’s death the entire $900,000 is re- 
ceived taxfree.” I can add little to what Congressman Eberharter 
has said. As he has observed, “wealthy individuals” may again “—as 
they once did—pass on large portions of their wealth through the form 
of life insurance without paying an estate tax.” © 


B. The social objective 


I have yet to consider the operation of the estate tax in terms of its 
social objective—the leveling of hereditary wealth. Here the critical 
question is not how much the tax should produce, but how much the 
heirs should keep. A good deal of my prior analysis equally applies 
here. To the extent that the tax fails to corral available revenue it 
increases the shares which pass to the heirs. But the two questions are 
nevertheless separate and istinet: The permissible size of inherited 
wealth is an issue to be resolved on its own in the light of social policy. 
While one answer may collaterally yield more revenue than another, 
the wisdom of the answer has little to do with revenue. 

Having made this distinction, I am still not out of the woods. It is 
generally agreed that the estate tax should, in the language of the 
Finance Committee, “prevent undue accumulation of wealth.” * An 
undue accumulation, it seems, is an accumulation that is considered 
excessive for social reasons. Or, to state the obvious, a premeditated 
policy of leveling presupposes that if an estate left at death is too 
large, it should be made less large. But how large is too large? And 
how can we tell whether an estate which is overly ample has been 
adequately reduced? If we are to make an intelligent appraisal, we 
must have a discriminating standard which guides our appraisal. A 
word like “undue” may be convenient, but it is rarely instructive. 

In order to find some standard I return to the two Presidents who 
helped make the social objective of the tax politically palatable. Little 
would be gained by looking elsewhere. Insofar as Congress is con- 
cerned, they have articulated the only criteria which have been at all 
meaningful. 

The first Roosevelt was less than meticulous. He distinguished 
between “a small fortune” and “a very large fortune”—which he also 
called enormous and. swollen. And he advocated a heavy progressive 


Dee! mye hy Code of 1954, secs. 2503, 2513, 2523; Revenue Ruling 55-408, IRB 
55-26, p. 32. 

® See 94 Congressional Record 7906 (1948). 

% Ibid. at 7907. The 1954 code has added a cognate loophole. Benefits payable under a 
tax-exempt pension plan, attributable to the employer’s contributions, are not subject to 
estate tax. Internal Revenue Code of 1954, sec. 2039 (c). For some mysterious reason 
these benefits are considered more worthy of immunity than other property which passes at 
death. See H. Rept. 1337, 83d Cong., 2d sess., p. 90 (1954); S. Rept. 1622, 83d Cong., 
2d sess., p. 471 (1954). 

* See discussion at note 74, supra. 
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tax on all fortunes beyond a certain amount so that only a certain 
amount would pass to any one individual.®* But he failed to indicate 
when an estate is sufficiently swollen so that it should be leveled, and 
when an estate is sufficiently leveled so that it ceases to be swollen. 
At what point does a fortune cease to be small! Is an estate of $2 
million small or large? Or is any fortune small if it is not quite 
enormous! Even if everyone agreed on the size of a small fortune, 
an obtrusive ambiguity would remain. For the crucial words “a cer- 
tain amount” are too laconic to be informative. This phrase can be 
read as proposing an ultimate and absolute ceiling on inheritance. 
On the other hand, it may have inartistically expressed a more cus- 
tomary notion—that heirs of large fortunes should receive diminish- 
ing portions as the progressive rates move upward. 

The second Roosevelt was more helpful, though he, also, was not 
unambiguous. He contrasted “fortunes” and “accumulations” which 
are great and vast with a reasonable inheritance which adequately 
serves to provide security for one’s self and one’s family.®’ In his 
view a reasonable inheritance along these lines was enough. Of course, 
a reasonable inheritance does not carry the same arithmetical conno- 
tations to everybody. The most reasonable minds will quarrel over 
what is reasonable. Yet despite its ambiguity the concept employed 
by the President supplies a useful framework for analysis. It ex- 
presses an economic standard which has a familiar content, no matter 
how vague it may be at the outer edges. All large concepts are inevi- 
tably ambiguous. Nevertheless we use them since we cannot do with- 
out them. 

Now that we have the standard, let us apply it. On two occasions— 
in 1934 and in 1935—the rates were supposedly rearranged to level 
estates as well as raise revenue. In 1934, as I have already noted,” 
the Finance Committee constructed a new rate structure, reaching a 
inaximum of 50 percent on net estates over $10 million. Apparently 
the committee thought that the progressive rates below 50 percent 
would sufficiently appropriate any “undue” accumulation below $10 
million, and that the top rate would effectively remove any “undue” 
residue above that amount. More specifically, under the committee’s 
rates an estate of $10 million, including the exemption, would have 
borne a tax of about $3.4 million, or less than 35 percent of the for- 
tune left at death. Congress proceeded further. It increased the 
rates to a maximum of 60 percent, so that the tax on an estate of 
$10 million became about $4.4 million. In 1935 the committee raised 
its sights. It persuaded Congress to appropriate about 50 percent 
of an estate of $10 million, and about 65 percent of an estate of $50 
million.” 

Effective rates of this kind do not transform “large fortunes” into 
“a reasonable inheritance.” They are undoubtedly substantial and 
they obviously cut deep. But they still leave about $5 million in an 
estate of $10 million, and more than $17 million in an estate of $50 
million. Though Congress raised the rates twice after 1935," the 
increases are insignificant in the present context. Neither of them 


* See the discussion beginning at note 28, supra. 
*® See the quotation at note 78, supra. 

See discussion at note 74, supra. 

™ See discussion at note 80, supra. 

= See discussion at note 82, supra. 
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derived from any animus against the transmission of hereditary 
wealth. In any event, they do not particularly change the picture. 
If a full marital deduction is taken, an estate of $10 million now bears 
an effective rate of about 49 percent. On the same assumption an 
estate of $50 million bears an effective rate of about 70 percent." In 
either case the residue that lingers on—$5.1 million in one case and 
$14.7 million in the other—seems more than a “reasonable” provision 
for the “security” of one’s family. Indeed, I should confess that I 
am guilty of exaggeration. The tax burdens as I have computed 
them are a good deal imaginary. They do not take into account the 
tax avoidance that goes on via the loopholes in the base. Taxes are 
substantially reduced or entirely skipped. The proud possessor of 
$10 million is not prone to await the impact of the tax in helpless 
fashion. 

However, if all the loopholes were closed, the rate structure would 
still be seriously defective. A policy of leveling is rooted in the tacit 
premise that if an estate exceeds a certain amount—whatever that 
amount may be—the excess should be taken away. It logically fol- 
lows that as the excess becomes larger, the progression should become 
sharper. The rate structure of the estate tax is wholly at odds with a 
policy of leveling. As the size of an estate increases, the rate of 
progression decreases.’* ‘The rates do precisely what they should 
not do. 

Under a genuine policy of leveling it is not enough that the rates 
progress the right way. Congress must also decide upon the appro- 
priate size of a reasonable inheritance which adequately maintains the 
decedent’s family. Beyond that point the rates should be very high 


if the remainder of the estate is to be seriously leveled. The problem, 
then, is, when does an estate become more than reasonable? Herbert 
Hoover thoughtfully suggests that “moderate inheritances under, say, 
$100,000” are a reasonable “provision for dependents.” “Several mil- 
lions of dollars,” he feels, “is economic power and too often it falls into 
the hands of persons of little intention to use that power for public 
benefit either in expansion of enterprise and employment or for _ 


lic services. It is the breeding ground of playboys and playgirls of 


morally obnoxious and degenerating character. *75 While Hoover's 
views probe an absorbing question, Congress has preferred to leave it 


unresolved."¢ 
IIl. A Frnazt APPRAISAL 


It would be pleasant to end on a note of modest optimism. Unfor- 


tunately, I am considerably restrained by my own analysis. The 
estate tax, I believe, is in a period of decline. Unlike its predica- 


ment in the Mellon era, the present problem is not so much sudden 
death as chronic illness. If the past is a guide to the future, the tax 


7% These computations are before reduction for the State credit. They are made on the 
basis of the facts outlined in the discussion at note 48, supra, and presuppose that only half 
of the estate is taxed at the death of each spouse. In short, the calculated burden is the 
sum of the two taxes on the separate halves. 

™ See discussion at note 114, supra. 

% 3 The Memoirs of Herbert Hoover, p. 136 (1952). Through Hoover regards an in- 
dividual inheritance of $100,000 as sufficient, he seems reluctant to impose heavy rates im- 
mediately beyond that amount. He also thinks that a death tax on individuai shares is 
better than a death tax on the estate as a whole. Ibid. 

7% Though the English estate tax is often viewed as an effective leveler of wealth, the 
results are not so impressive as they are reputed to be. In the period 1911-138, 1 percent 
of the population held 65 percent of privately owned property. In the period 1946-47, 
1 percent still held 50 percent. See Tawney, Equality, p. 275 (1951 edition). 
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should continue to ail for some time. Very few seem to be concerned 
about its condition, and I see little help on the horizon. Until 1952 
the tax had a friend in the Treasury. That friend is now gone, too. 

The tax fares poorly when the economy is in high gear. What was 
true in the twenties has been true in the forties and fifties. Con- 
gressman Green has proved to be an accurate prophet. In “more 
prosperous times,” he wrote in 1933, a renewed war on the tax should 
be expected. “No purpose is more persistent in the minds of most 
of those who have large estates than increasing them and keeping 
them perpetually in the family. There are many exceptions, but this 
is the general rule.” ‘The tax has been popular in Congress only 
during war or depression. But even these crises no longer seem to 
suffice. Throughout our participation in World War II and the 
Korean hostilities Congress refrained from raising the rates or re- 
ducing the exemption. And since deficit financing has become more 
respectable, the tax may well be ignored in any future depression. 

Yet, apart from its limited base, it is hard to devise a better tax 
than a death tax.’* Estates represent ability to pay. And as they 
are mere windfalls to the beneficiaries, they should be taxed more 
heavily than any other kind of acquisition.” To quote an appraisal 
of Civil War days, “there is no property upon which a tax can better 
be laid than upon inheritances.” ®° The argument will, of course, be 
made that it is foolish to seek more revenue from the estate tax, since 
the additional yield will be relatively small. While this point is 
often made, it is always irrelevant. One may just as cogently con- 
tend that various income-tax loopholes should be ignored because they 
benefit only a few and hence the revenue loss is minor. The ques- 
tion is not whether the estate tax will produce much more or little more 
when compared with other taxes. The question is whether estates con- 
stitute available sources of revenue which are insufficiently tapped. 
Congress should seek its revenue wherever it may appropriately find it. 

The argument is too facile for another reason. Even if Congress 
is uninterested in obtaining more revenue, it should still enlarge the 
yield of the estate tax. The additional revenue would compensate 
for tax reductions which Congress might like to make elsewhere. For 
example, there is much talk these days of relief for the upper income- 
tax brackets. If we assume that this relief is desirable, the estate 
and gift taxes are available as an offset against the resulting revenue 
loss. By raising rates and lowering exemptions Congress could derive 
another $500 million from these taxes. Aside from replacing relin- 
quished revenue, this increase would improve the political feasibility 
of relief for high incomes. 

The income tax brings to light another role for the estate tax. It is 
no secret that the income-tax base is riddled with loopholes which I 
need not catalog. More and more taxpayers are relieved of the 
taxes which the progressive rates suggest that they owe. Apart from 
special dispensations for select groups, the corporate entity is a gen- 
eral sanctuary from the impact of progression. It permits the accumu- 


™ Green, The Theory and Practice of Modern Taxation, p. 171 (1933). 
*® Cf. Twentieth Century Fund, Facing the Tax Problem, pp. 415, 501 (1937). 
a Park & Tilford Distillers Corp. v. United States, 107 F. Supp. 941, 942 (Ct. Cls. 


. *° 32 Congressional Globe 1534 (1862). Cf. ibid. at Appendix 232. See also Smith, The 
United States Federal Internal Tax History From 1861-71, p. 107 (1941). 


19 
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lation of earnings after a top rate of 52 percent in lieu of 91 percent. 
In brief, there are discriminations between personal service income 
and investment income; between certain personal service income and 
other personal service income; between certain investment income and 
other investment income; and between individual income and corpo- 
rate income. By the grace of Congress various taxpayers are not bear- 
ing the burden which their fellow taxpayers are expected to endure 
with equanimity and fortitude. In these circumstances perhaps the 
only practical solution is a vigorously effective estate tax. Congress’ 
undue generosity would cease at death, and the estate tax would serve 
as a delayed income tax." Death taxes have often been justified as 
compens: atory levies on those who escape their share of the fiscal bur- 
den during life. Though this view is not without its defects, it still 
contains a hard core of truth. If the income tax fails to do its job, 
only the estate tax can assure an eventual day of reckoning. 
Finally, the estate tax should be made a true leveler of wealth 
beyond “a reasonable inheritance” for the “security” of the decedent’s 
family. I need not rehearse the old and familiar arguments which 
sustain this conclusion.** It seems sufficient to say that an economic 
sy stem which prides itself on equality of opportunity should level 
“unreasonable” estates without compunction.** Wedgwood has ob- 
served that there are three sources of economic inequality: unequal 
ability, unequal luck, and unequal inheritance.*® Unequal luck seems 
bad enough without unequal inheritance.*® The mere incident of birth 
is not a significant contribution to society. 
Obviously a system of private enterprise presupposes disparities in 
wealth; and inequality of property among parents engenders in- 


equality of opportunity among children. “To that extent we are 
committed to less than full equivalence of opportunity. But it does 
not follow that inequality justifies much more inequality. In other 
words, large differences in wealth do not inevitably imply the same 
large differences in inherited wealth. For that matter, inheritance 
of any kind is neither a necessary nor inherent attribute of private 
property.*’ It is not impossible to have individual ownership with- 


81 Bastable maintained that “the death duties” are ‘“‘a capitalized income tax levied only 
on accumulated wealth, and sparing those comparatively temporary parts of income that 
result from person! exertion.” Bastable, Public Finance, p. 594 (third edition, revised 
and enlarged, 1922). See also ibid. at p. 608, Cf. Pigou, The Bconomics of Welfare, p. 718 
(1938) : Shirras and Rostas, The Burden of British Taxation, p. 77 (1943) ; Stamp, The 
Fundamental Principles of Taxation, p. 163 (new and revised edition, 1936). 

82 See Seligman, Progressive Taxation in Theory and Practice, p. 214 (1894); Seligman, 
Essays in Taxation, p. 131 (seventh edition, 1911) ; Shultz, The Taxation of Inheritance, 

193 (1926) ;: Federal and State death taxes, reports to the Joint Committee on Internal 

evenue Taxation, p. 100 (1933). This argument played an important part in the devel- 
opment of death taxes in this country. See West, The Inheritance Tax, p. 204 (second 
edition, 1908). 

88 Many of them are stated with admirable brevity and clarity in Franklin D. Roosevelt's 
message of 1935. See H. Rept. 1681, 74th Cong., 1st sess., C. B. 1939-1, pt. 2, p. 643. 

% Secretary Mellon argued differently. He thought that an estate tax frustrated equality 
of opportunity. See Mellon, Taxation: The People’s Business, p. 128 (1924). 

8% Wedgwood, The Economics of Inheritance, p. 81 (Pelican edition, 1939). 

8° See Friedrich, The Economics of Inheritance, in Social Meaning of Legal Concepts 
(No. 1), p. 35 (Cahn edition, 1948). In 1930 Julius Rosenwald estimated that 95 percent 
of the large fortunes were due to luck. See Myers, The Ending of Hereditary American 
Fortunes, p. 236, note 8 (1939). 

8 See Seligman, Progressive Taxation in Theory and Practice, p. 214 (1894) : Seligman, 
Essays in Taxation. p. 122 (seventh edition, 1911); West; The Inheritance Tax, p. 223 
(second edition. 1908) : Cohen, Law and the Social Order, p. 29 (1933). John Stuart Mill 
sought to distinguish between intestate succession and testate succession. He reasoned 
that “the right of bequest, or gift after death, forms part of the idea of private property,” 
while “‘the right of inheritance, as distinguished from bequest, does not.” 1 Mill, Principles 
of political Economy. book 2, ch. 2, sec. 3 (fifth edition, 1894). But insofar as 
— heirs are concerned, this distincfion was insignificant in Mill’s scheme of 
thought. 
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out devolution by will or intestacy. However, I am not in the least 
inclined to argue for the abolition of inheritance. My position is a 
good deal milder. In my view, inheritance exhausts its useful pur- 
pose once it provides for the comfort of the surviving spouse and 
prepares the offspring to live by their own exertions. 

Many years ago John Stuart Mill made a proposal which we would 
do well to borrow and revise. The estate tax should fix a limit on 
“what anyone may acquire by the mere favor of others without any 
exercise of his faculties.” If “he desires any further accession of 
fortune, he shall work for it.” ** Or in Theodore Roosevelt’s exuber- 
ant language, he should “show the stuff that is in him when compared 
with his fellows.” *® When inheritance does much more, it gravely 
and inexcusably augments inequality of opportunity. It then becomes 
hereditary economic power, which is no more tenable than hereditary 
political power.°° As Roger Babson so succinctly put it, “I do not 
see why the control of ten or twenty thousand men should descend by 
inheritance through the death of some manufacturer, any more than 
the control of a city or a State should pass on to the son of a mayor 
or a governor.” *? 

Professor Berle has recently reminded us of Jefferson’s “picture of 
the ideal United States.” It was “a country in which none was very 
rich; none very poor; all were producers, all owners and consumers.” * 
Within its limitations the estate tax has much to contribute toward the 
consummation of Jefferson’s vision. 


PROPERTY DISPOSITION UNDER THE FEDERAL 
ESTATE AND GIFT TAXES 


A. JAMES CASNER, Harvard University 
INTRODUCTION 


The purpose of this paper is to describe the types of property dis- 
positions individuals make today largely because of the present Fed- 
eral estate and gift tax laws. No attempt is made herein to deter- 
mine whether such property dispositions are good or bad for the 
economy of the country or whether they are desirable or undesirable 
for the human beings who are the beneficiaries thereof. 

What is the test for determining what property dispositions are 
made largely because of the Federal estate and gift tax laws? Cer- 
tainly the test is not whether the sole motivation for the making of the 
disposition is to avoid Federal estate or gift taxes. Under such a test 
very few, if any, present day property dispositions would qualify 
because normally there are other influential factors that play a sig- 
nificant part in molding the final form of the disposition. The other 
factors may be Federal income-tax considerations, State tax laws, in- 


8 1 Mill, Principles of Political pesmeasy book 2, ch. 2, sec. 4 (fifth edition, 1894). 
8 


Mill would have controlled the size of bequests by a direct limitation. 
a See quotation at note 33, supra. 
See Nathanson, the Ethics of Inheritance, in Social Meaning of Legal Concepts (No. 1), 
Dp. 89 (Cahn edition, 1948) ; Cohen, Law and the Social Order, p. 31 (1933). 
», Myers, The Ending of Hereditary American Fortunes, p. 255 (1939). 
Berle, The 20th Century Capitalist Revolution, pp. 29-30 (1954). 
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dividual characteristics of the beneficiaries involved, the nature of 
the assets subject to disposition, etc. 

If the selection of a particular form of property disposition elim- 
inates or minimizes Federal estate or gift tax costs, it is believed 
fair to conclude that the property disposition involved is one made 
largely because of the present Federal estate and gift tax laws. Thus 
our search is for the types of property dispositions that meet this test 
and which reasonably might be made in normal family situations. 

Logically the next step would be to ascertain to what extent indi- 
viduals take advantage of such property arrangements. No scien- 
tific investigation has been made to determine how widely the prop- 
erty dispositions later described are used. Any statements made 
herein as to the extent of use are nothing more than guesses of the 
author based on his own personal experience in the preparation of 
estate plans and based on his discussion of the matter with lawyers 
and others in various parts of the country. 

The analysis which follows has three phases. They are as follows: 

First phase-—Property dispositions where the property owner de- 
sires to retain complete control of the subject matter involved until he 
dies but wants to reduce to the minimum the Federal estate taxes pay- 
able on his death. 

Second phase—Property dispositions where the property owner 
wants to eliminate from his gross estate for Federal estate tax pur- 
poses certain assets even at the expense of loss of control over such 
assets. , 

Third phase—Property dispositions where the property owner’s 
objective is to avoid the impact of estate and gift taxes on the trans- 


ferred property on the death of or on a transfer by a beneficiary. 


First PHaseE—ReEtTEentTION or CompiteTe Contro, Untin Deatu 


If the property owner desires to retain complete control over his 
assets until he dies, he will not encounter any gift tax problem be- 
cause by hypothesis he will not make any gifts during his lifetime. As 
far as estate taxes on his death are concerned, they can be reduced by 
his property dispositions taking effect on his death only to the ex- 
tent such dispositions either keep the value of the property dis- 
posed of from going into his gross estate or make such value deduc- 
tible from his gross estate. 


Exclusion from gross estate 


Section 2039 (c) of the 1954 code provides that there shall be ex- 
cluded from the gross estate of a decedent the death benefit payable 
under a qualified pension plan to the extent such benefit is not attribu- 
table to payments made to the plan by the deceased employee. If the 
plan is entirely noncontributory, the entire death benefit is excluded 
from the deceased employee’s gross estate. The section, however, is not 
applicable if the death benefit is payable to the deceased employee’s 
executor. Thus the manner of disposition of this asset has a direct 
we on the estate tax which may be imposed on the employee’s 

eath, 


1For an attempt to determine what proportions of wealth owned by individuals are 
transferred during life by matching estate- and gift-tax returns, see Joseph A. Pechman, 
Analysis of Matched Estate and Gift Tax Returns, National Tax Journal, vol. ITT, p. 153. 
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If it is determined that the liquid funds of the employee death 
benefit are needed to meet various death obligations of the employee, 
such benefit should be made payable to the trustees of an inter vivos 
trust established by the employee and such trust should contain a pro- 
vision authorizing the trustees to pay various death obligations of the 
employee. In this way, the employee death benefits will be kept out of 
the gross estate of the employee (assuming the death benefits are pay- 
able under a qualified noncontributory pension plan) because the same 
are not payable to his executor but they will be available to meet death 
obligations for all practical purposes to the same extent as if they 
had been payable to his executor. 

A donee of a power of appointment has control over the devolution 
of the appointive assets within the limits established by the donor 
of the power in the instrument creating power. Section 2041 of the 
1954 code defines the circumstances under which the value of the ap- 
pointive assets will be includible in the gross estate of the donee of 
the power. In two instances, the action taken by the donee of the 
power will cause the value of the appointive assets to be includible 
in his gross estate whereas if such action had not been taken such 
assets would have been excluded. 

The first instance is whether the donee’s power is a general one and 
was created on or before October 1, 1942, and the donee exercises the 
power. His action in exercising such power causes the value of the 
appointive assets to be includible in his gross estate. If he allows the 
property to pass to the takers in default of appointment, though in 
effect it is he who determines that they take by not exercising the 
power, the value of the appointive assets will be excluded from his 
grossestate. Thus, it is only under very special circumstances that the 
donee of such power should exercise the same. 

The second instance is where the donee has an exempt power of 
appointment but exercises the same by creating another power of ap- 
pointment which under the applicable local law can be validly exer- 
cised so as to postpone the vesting of any estate or interest in such 
property, or suspend the absolute ownership or power of alienation 
of such power, for a period ascertainable without regard to the date 
of the creation of the first power. Section 2041 (a) (3) provides that 
such action on the part of the donee of the power will cause the value 
of the appointive assets to be included in his gross estate. This pro- 
vision was inserted in the Internal Revenue Code to take care of the 
situation in Delaware where the validity of interests created by the 
exercise of a power of appointment, whether the power of appointment 
is general or special, is judged for purposes of the rule against per- 
petuities from the date the power is exercised rather than from the 
date the power is created. However, residents of States other than 
Delaware must be careful or the exempt character of a power being 
exercised may be destroyed under this section of the code. For ex- 
ample, if the donee of a special power of appointment exercises the 
same by giving the appointee a life interest in the appointive assets 
with a general power to appoint the same by deed or by will, he will 
destroy the exempt character of his power because he will have created 
another power of appointment which can be validly exercised to 
create interests the validity of which will be judged from the date 
the second power is exercised rather than from the date of the crea- 
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tion of the first power. This situation is within the language of 
section 2041 (a) (3) but does not present the danger that led to the 
enactment of that section because the value of the appointive assets 
will be includible im the gross estate of the donee of the second power 
whether he exercises the same or not. Section 2041 (a) (3) was en- 
acted to prevent the creation of an indefinite succession of new powers 
with respect to appointive assets that would keep the appointive assets 
out of the gross estate of each successive donee. 

Deduction from gross estate 

Property dispositions that will reduce the impact of estate taxes on 
the transferor’s estate because the value of the transferred property 
is deductible from (not excluded from) his gross estate in determining 
the taxable estate will be either estate-tax marital deduction gifts or 
charitable gifts. The marital deduction, of course, will be available 
only if the transferee is the transferor’s spouse ‘and survives the 
transferor. 

An estate-tax marital deduction gift may take the form of an out- 

right transfer, a transfer of a legal life interest in the spouse with a 
general power of appointment, a transfer in trust with the income 
payable for life to the spouse and a general power of appointment, or 
a transfer of a life interest (legal or equitable) to the spouse with 
remainder to her estate (other forms of transfer may also meet the 
tests laid down by section 2056 of the 1954 code). The probabilities 
are that the estate-tax marital deduction is causing a substantial 
amount of wealth to be placed in the so-called power- ~of- appointment 
trusts which give the surviving spouse the power to control the devo- 
lution of the property on her death, whereas if the marital deduction 
did not exist such control would not be given. 

If a person has control over the disposition of assets not includible 
in his gross estate (such as certain employee death benefits or certain 
appointive assets), it is unwise from a tax standpoint to give such 
assets to his surviving spouse in a form that will cause them to be 
added to the gross estate of such spouse. The transfer of such assets 
to the surviving spouse will never qualify for the estate-tax marital 
deduction because such deduction is available only with respect to 
property included in the deceased s panes: S gross estate. 

The net cost of making charitable gifts depends on the top estate- 
tax bracket of the transferor’s estate. Many charitable gifts which 
are made undoubtedly would not be made if no estate-tax charitable 
deduction existed. 

If a person plans to establish an inter vivos charitable trust so that 
the full amount of the income realized from property placed in the 
trust will be free from any income tax, it may be desirable estate tax- 
wise for him to set up such a trust so that it will remove the income 
from the trust property from his gross income for income-tax pur- 
poses, but not remove the value of the trust property from his gross 
estate for estate-tax purposes. By keeping the value of the trust 
property in his gross estate, the value will be deductible as a charitable 
gift, but he will increase the maximum allowable marital deduction 
available on his death and thereby decrease his estate-tax bill. He 
can keep the value of the trust property in his gross estate and at the 
same time remove the income from the trust property from his gross 
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income by making himself one of the trustees and providing that the 
trustees can terminate the trust at any time by paying out the corpus 
and accumulated income to such charities as may be selected by the 
trustees. The reservation of such a power of termination in the 
trustees will not cause the income to be taxable to the settlor of the 
trust because the income is irrevocably devoted to charitable purposes, 
but it would seem that such power of termination gives the settlor in 
conjunction with another the type of power referred to in section 2038 
of the 1954 code so that the property over which such power exists is 
includible in the settlor’s gross estate. In other words, section 2038 
seems to apply whenever there is a power to terminate a trust even 
though on termination the trust property must be paid over to a 
charity. 


Sreconp PHase—THe ELImMimation or Conrrot Prior to DraTru 


If a property owner does not take advantage of the Federal gift 
tax specific exemption (sec, 2521 of the 1954 code) and the annual gift- 
tax exclusion as to gifts of present interests (sec. 2503 (b) of the 1954 
code), he is passing up an opportunity to make his property available 
to others without any tax cost. Even after he has used up his gift- 
tax specific exemption so that future gifts in excess of the annual 
vift-tax exclusion will be taxable, it may be less costly taxwise to 
turn over property to his intended beneficiaries because the gift tax 
imposed will oe at the bottom of the gift-tax rates, whereas if the 
property is retained and passed on on death, it will be taxed at the 
top estate-tax rates. 

When a property owner undertakes to make inter vivos transfers for 
the purpose of eliminating from his own gross estate for Federal estate- 
tax purposes the value of the property transferred, he also desires to 
eliminate from his own gross income for income-tax purposes the 
income: from the transferred property. The mere fact that he has 
accomplished one of these objectives does not assure the accomplish- 
ment of the other because the income-tax rules and the estate-tax 
rules are not correlated. If he accomplishes both of his objectives, his 
loss of control over the transferred property is complete from a legal 
standpoint. Whether his loss of control is complete from a practical 
standpoint depends upon the willingness of the transferee to abide 
by the wishes of the transferor in regard to the transferred property. 

A husband normally does not regard the transfer of property from 
himself to his wife, though legally all control over the transferred 
property is given up, as effecting any economic change in his posi- 
tion. Due to the gift tax marital deduction, a substantial amount of 
property can be transferred from the husband to his wife tax free. 
For example, if the husband has not used up any of his specific exemp- 
tion, he can give outright to his wife $60,000 and in addition make 
annual gifts to her in the amount of $6,000 without any gift tax being 
payable on such transfers. The equalization of the respective estates 
of a husband and wife, particularly if the same can be accomplished 
without the payment of any gift tax, may save estate taxes because 
only one-half of the total estate will be taxed on the death of each 
one no matter in which order they die whereas if the equalization 
through inter vivos gifts is not made, the splitting of the estates for 
estate-tax purposes is only possible if the husband dies first. 
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If the transfer of the property is to be made to a person other than 
the transferor’s spouse, normally the transfer will be made only when 
the transferor is completely satisfied that the assets which will remain 
under his control after the transfer will be adequate to take care of 
his own foreseeable needs. In other words, the loss of legal control 
in such cases retards hasty action because of the realization that fu- 
ture developments might make the transferor dependent upon the 
transferee, which is an undesirable family development where the 
transferee is other than the transferor’s wife. Thus transfers to per- 
sons other than the transferor’s wife occur primarily in large estates 
whereas transfers to the transferor’s wife may take place in large or 
small estates. 

The factor which encourages in appropriate cases transfers to a 
member of a family other than the transferor’s wife is the income-tax 
advantage which may result by spreading the family income over sev- 
eral tax entities. This factor is not significant normally where the 
transfer is to the transferor’s wife in view of the fact that husband 
and wife can file joint returns and pay a tax which equals twice the 
tax which would be assessed on one-half of their total income. 

Section 2503 (c) of the 1954 code has cleared the way for the estab- 
lishment of a trust for a minor with no interest under the trust being 
deemed a future interest so that the annual gift-tax exclusion is avail- 
able with respect to contributions thereto. In order for a trust to qual- 
ify as a section 2503 (c) trust, the trustee must have the power to 
expend all the income and principal for the benefit of the minor dur- 
ing his minority. Consequently, the creator of the trust for the minor 
cannot himself be a trustee thereof without having a power to termi- 
nate the trust and when the settlor of a trust as trustee has the power 
alone or in conjunction with another to terminate it, the value of the 
trust property will be includible in his gross estate for Federal estate- 
tax purposes under section 2038 of the 1954 code? 

Not infrequently a property owner may desire to make inter vivos 
transfers that will not necessarily result in the intended beneficiaries 
gaining control over any of the property transferred. Such a result 
is obtained when the transfer is made in trust with discretion in the 
trustee in regard to the payment of income and principal to the de- 
scribed beneficiaries. Such a transfer does not create any present 
interest under the trust so that the annual gift-tax exclusion is not 
available with respect to contributions to the trust but the specific 
gift-tax exemption may be applied against the property placed in such 
a trust. As long as the settlor himself does not have the power in 
regard to the income or corpus, either alone or in conjunction with 
another, such a transfer in trust may remove the value of the trust 
property from his gross estate for estate-tax purposes. The income 
from the trust property, however, may be includible in the settlor’s 
gross income, even though he does not have the power alone or in con- 
junction with another to control the payment of income and corpus, 
because the income-tax rules (sec. 674 of the 1954 code) are not iden- 
tical with the estate-tax rules. To remove the income of the trust 
property from the settlor’s gross income in the type of trust under 
consideration, not more than one-half of the trustees can be in the 


2 See Lober et al. v. U. 8., 346 U. S. 335, 78 Sup. Ct., p. 98 (1953). 
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category of what are called subordinate trustees. Thus the trust will 
be one that not only legally eliminates the settlor’s control but will 
be one that very likely deprives him vf practical control because of 
the presence of the independent nonsubordinate trustee. 

The elimination in the 1954 code of the premium payment test as a 
basis of including in the gross estate of an insured the proceeds of a 
policy on his life (sec. 2042) has made available for transfer inter 
vivos the ownership of life-insurance policies when the objective is 
to eliminate from one’s gross estate the value of some of his presently 
owned assets. The selection of this asset for inter vivos transfer is 
often urged because the face amount of the policy is being removed 
from the transferor’s gross estate for estate-tax purposes whereas the 
value of the transferred property for gift-tax purposes will be sub- 
stantially below its face amount. Factors working against the selec- 
tion of this asset for inter vivos transfer, however, are the possible 
need for liquid assets to meet the various death expenses of the insured 
and the problems created in handling this asset in the estate of the 
transferee if he dies before the insured. 


Tuirp Puasr—BeEneEFICIARY Freep From Tax 


When the property owner desires to dispose of his property so as 
to eliminate or minimize the impact of estate and gift taxation on the 
property in the hands of the transferees, he has the choice of a long- 
range fixed and rigid plan or a long-range flexible plan. By either 
type of long-range plan, he can keep the property from being subject 
to an estate or gift tax as it passes from beneficiary to beneficiary 


for from 80 to 100 years in any State in which the common-law rule 
against perpetuities is in effect. 

The 80- to 100-year period is based on the likelihood that such 
period of time will normally elapse before the end of a trust that is 
to endure for 21 years after the death of the survivor of selected lives. 
If several of the selected lives are infants at the time the period of the 
rule against perpetuities begins to run, it will be quite likely that 
80 to 100 years will elapse before 21 years after death of the survivor 
of such selected infants. 


Long-range fixed and rigid plan 


By a long-range fixed and rigid plan is meant one that is fixed from 
the beginning not only as to beneficiaries but also as to the amount 
of income or corpus that each beneficiary is to receive throughout the 
duration of the property arrangement. Under such a plan if the right 
of each beneficiary to receive his designated share is contingent on 
such beneficiary living to the date of distribution with a succession 
of alternative beneficiaries so that under all conceivable circumstances 
the dispositive instrument spells out what is to be done with the prop- 
erty, no beneficiary will have any interest that will be subject to estate 
taxes as a result of his death before the termination of the plan. 

If a beneficiary is free to alienate his interest under a fixed and 
rigid plan he may make a gift thereof that will subject him to a gift 
tax. In many States, however, the alienability of his interest can be 
effectively curtailed by a so-called spendthrift clause. 

The long-range fixed and rigid plan is normally an unwise one to 
adopt because of the likelihood that as the years go by a change in the 
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financial or physical condition of the selected beneficiaries, or fluctua- 
tions in the worth of designated dollar payments, will make such plan 
completely out of tune with the times. Consequently, the better course 
of action usually is to insert in the plan flexibility to meet changing 
conditions to the extent that can be done without adverse tax 
consequences. 

Long-range flexible plan 

Flexibility in a plan may be obtained by giving to the trustee 
discretionary powers as to income or corpus or both (a discretionary 
trust) or by giving to the beneficiaries powers of appointment. The 
maximum flexibility is produced by including in the plan both dis- 
cretionary powers in the trustee and powers of appointment in the 
beneficiaries. Adverse tax consequences result from the inclusion of 
flexibility if the holder of a power is treated as the owner for estate 
and gift-tax purposes of the assets over which the power exists.’ 

Whether the discretionary powers in a trustee or the power of 
appointment in a beneficiary is under consideration, such power holder 
(assuming he is not also the creator of the power) will not be deemed 
the owners of the assets over which.a power exists for estate or gift-tax 
purposes if he cannot benefit himself, his creditors, his estate, or 
creditors of his estate by the exercise of the power (secs. 2041 and 2514 
of the 1954 code). 

It should be noted, however, that even though the power holder 
cannot be benefited by the exercise of a power such exercise may 
deprive him of the possibility of benefiting from the nonexercise of 
the power. For example, suppose that a trust is established under 
which A, as trustee, is given discretion to pay corpus to B the income 
beneficiary and on B’s death, the then remaining corpus is to be paid 
to A if he is then living and otherwise to someone else. A cannot 
benefit himself by the exercise of his power to pay out corpus but 
he may benefit from a nonexercise of the power. In such case, if A 
exercises the power and thereby gives up his contingent remainder to 
the extent of the corpus paid out he is making a gift for gift-tax 
purposes of such contingent interest but on his death before B his 
contingent interest is eliminated because of his failure to meet the 
stipulated requirement of survival and no intetrest under the trust is 
includible in his gross estate for estate-tax purposes. Because of 
the gift-tax result mentioned, however, care should be taken to make 
certain that the power holder cannot benefit from either the exercise 
or nonexercise of the power if no adverse estate or gift-tax result is to 
be present as a result of the creation of the power.‘ 

Even though the power holder may benefit himself by the exercise 
of the power no adverse estate or gift-tax consequences are present if 
the power falls into any one of the following categories: 

1. The exercise of the power is limited by an ascertainable standard 
relating to the health, education, support, or maintenance of the 
power holder (secs. 2041 (b) (1) (A) and 2514 (c) (1)). 


8 Adverse tax consequences also would be present if such holder was treated as the 
owner of such assets for income-tax purposes, but the income-tax phase of the problem 
is beyond the scope of this paper. 

* Another example of a situation where the power holder loses financially by the exer 
cise of a power is one where the trust instrument direets the trustee to pay income to A 
for life and to pay the corpus to A’s children from time to time during Re lifetime as A 
may specify in an instrument in writing delivered to the trustee. 
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2. The power holder can exercise the power only in conjunction 
with the creator of the power (secs. 3041 (b) (1) (C) (1) and 2514 
(c) (3) (A)). negli SS 

3. The power holder can exercise the power only in conjunction with 
a person aston a substantial interest in the property subject to the 
power which is adversely affected by the exercise of the power. _ 
Only category No. 1 above is significant when the objective is to in- 
troduce flexibility into a long range plan. Category No. 2 is ruled 
out because of the adverse tax consequences so far as the creator of 
the power is concerned and category No. 3 does not accomplish the 
objective due to the unlikelihood that the one having the adverse 
interest will consent to an exercise of the power. 

In one instance the power holder may benefit himself by the 
exercise of the power and there is only a slight adverse estate-tax 
consequence occasioned thereby. If the power holder cannot with- 
draw during any calendar year in excess of $5,000 or 5 percent of the 
aggregate value of the assets subject to the power, whichever is 
greater in amount, he will be deemed to have a general power of 
appointment for estate-tax purposes only over the limited amount 
subject to withdrawal in the year of his death. This restricted ad- 
verse estate-tax result grows out of the language in section 2041 (b) 
(2) which points out that the lapse of such a power will not be deemed 
an exercise thereof for estate-tax purposes and the language of section 
1514 (e) which recognizes that such lapse will not be an exercise of 
the power for gift-tax purposes. If the power of withdrawal exceeds 
the greater of the amounts mentioned above, each year in which the 
power lapses will be deemed an exercise for both estate- and gift-tax 
purposes to the extent that the property which could have been with- 
drawn by the exercise of the lapsed power exceeds in value the greater 
of the above-mentioned amounts. In light of the above, it is easy 
to understand why many long-range plans provide for a limited 
right of withdrawal ($5,000 or language which meets the 5-percent 
test) in a beneficiary to provide flexibility. 


ECONOMIC EFFECTS OF ESTATE AND GIFT TAXATION 
C. LOWELL Harriss, Columbia University 


After 20 years of Federal estate taxes at high (and generally stable) 
rates what do we know about the economic effects? The amount we 
can say with confidence, that is accurate, is rather small. True, some 
tendencies are reasonably clear, but there is little basis for measuring 
them. Consequently, it is difficult to judge the significance of a trend 
os undoubtedly exists. In other cases even trends are not marked 
clearly. 


DrirFicuLty or DreTERMINING Economic EFFEctTs 


Some of the economic effects are indirect, hidden, and generally 
mixed with others. They result because persons potentially subject 
to the tax act to reduce or eliminate their tax liability. Such actions 
probably have greater results (per dollar of revenue or per estate) 
than the comparable results for other taxes. 
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Death and gift taxes are to a large extent under the deliberate con- 
trol of the property owner. They are almost completely divorced 
from ordinary market transactions. The actions needed to reduce 
most other types of tax involve the two-sidedness of a sale, an employ- 
ment agreement, or other business matter. Saving a sales tax will 
generally require foregoing a purchase (or sale) which is desirable 
in itself. Rarely is it wise to give up income (in the broad sense of 
growth of economic power plus consumption and including desired 
leisure as a form of consumption) to save tax, for rates are not over 
100 percent. But death tax is hardly an incident of a transaction de- 
sirable on other grounds. Yet action to reduce death tax may involve 
relatively little sacrifice of what is desired for other reasons. The 
same may apply as regards gift tax, for (excepting charitable gifts 
and others of incidental amounts) the reason for making the gift is not 
always (or ordinarily) some strong, compelling search for a nontax 
objective. Hence normal economic considerations do not exert as 
strong a check on estate (or gift) tax avoidance as on the avoidance of 
some other taxes. So we expect owners of estates to try to escape 
death taxes—as they certainly do. The actions they take do not 
always leave traces clear enough to permit satisfactory analysis of the 
economic results, even if data potentially available were compiled. 

Another difficulty of studying this problem is that the magnitudes 
are small compared with those bearing on the economy as a whole. 
Death and gift taxes loom large in the economic calculation of wealthy 
families, but the $1.2 billion or so a year they bring government treas- 
uries cannot compare with income, property, sales, or even payroll 
taxes. Nor does this amount seem large in relation to annual savings 
or other of the more important magnitudes that apply to the whole 
economy. Something that is relatively small may tip a balance and 
have effects quite out of proportion to its own size—if it does, in fact, 
weigh at the margin. Yet it is not always clear what is bringing a 
disproportionately large result because it is operating at the margin. 
This is true of death and gift taxes; they are small in relation to the 
total economy but possibly large enough to have substantial influence 
at some points. 


RepuctTion or LARGE Fortunes 


One undeniable effect is the reduction of large fortunes. Despite 
the opportunities for escaping tax—and they are numerous—large 
holdings of private wealth have been taxed and depleted substantially. 
In 1951, for example, 11 gross estates of $10 million and over con- 
tained $183 million gross ($111 million net) and paid tax of $69 mil- 
lion. The average net amount left for distribution to heirs was under 
$4 million. The 34 estates of from $5 million to $10 million with $236 
million gross ($150 million net) paid tax of $74 million—leaving a net 
average of less than $2 million. These figures are reasonably typical of 
the years since the marital deduction became effective. Even smaller 
fortunes—large to most of us but less than the princely holdings of 


1The Treasury and a few State agencies assemble and publish useful statistics on 
death and gift taxes, but facts that are far from complete. In view of the preoccupation 
of economists with other matters and the lack of general interest in death and gift 
taxes, the use of more resources to compile data on these levies might be hard to justify. 
Yet it would not be impossible to get somewhat more information (even without revising 
tax returns) if Congress or the Executive felt that the need were sufficient. 
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the very wealthy—are being depleted. Perhaps 90 percent of the 
$1.2 billion combined Federal and State death and gift tax each year 
comes from families with wealth over perhaps $400,0002 A full 
generation of such taxation will dwarf the result to date. Beyond any 
question death taxes are cutting down private fortunes, and in gen- 
eral the biggest ones most, though the inequality with which taxes fall 
on family accumulations of essentially the same size may well seem 
distressing. Large estates remain, of course. But they are fewer, and 
they average less, than if there had been no estate and gift taxes. 

What are the economic effects of the reduction of large personal 
holdings of wealth? With only half a generation, 20 years—and 
these years of tremendous change in other respects—of truly high 
death taxes we cannot expect to see much of the long-run result. Nor, 
as the decades roll by, can we compare what comes to exist with what 
would otherwise have existed. In an important sense the country will 
never know the effects of the tax. In broad terms, however, one result 
is that the tendency of economic inequality to cumulate, to feed on 
itself, has been cut ; fortunes once started grow more slowly than if the 
estate and gift taxes were markedly lower.’ Beyond this generality, 
however, I venture no comment on the economic (or social) results of 
the reduction inequality. 


As Part or a Tax System 


One important aspect of the role of death taxes is their relation to 
other elements of the tax system. The importance lies not. in the total 
yield, for it is not large enough to permit significantly lower rates 
of other taxes. ‘The importance I have in mind lies in strengthening 
what in most cases are, or would otherwise be, weak spots, at least to 
my way of thinking. 

For one thing, death and gift taxes constitute the only progressive 
element other than the income tax. Views about the desirability of 
progression differ. However, since progression is part of national 
policy, use of death and gift taxes offers a method of achieving the 
objective. In principle they have some advantages over income taxes; 
the chief, perhaps, is that they fall on the net results of a full lifetime 
of economic activity. Moreover, they probably have less adverse 
effect on incentive to work and on the building of personal financial 
independence (and family business) than higher income tax rates 
yielding the same revenue. Our death taxes, unfortunately, are very 
far indeed from models of smooth, even, and equitable progression.°® 
‘Yet they are at least somewhat progressive in a system built largely 
on proportional and even regressive elements. Most of their yield 
certainly comes from upper wealth or income groups, so that, viewing 
the system as a whole, they can be considered progressive. 


*Even with the information on the marital deductions claimed, any estimate af tax 
according to family wealth rather than paparie’ estate is subject to an extremely wide 
margin of error, especially if the family is interpreted to include children and grand- 


children. Yet for the porous at hand this is the more important point because fortunes 


are more truly family than individual matters. 

* The income tax. of course. operates powerfully in the same direction. 

*When he is taxed on his net estate. the owner of a business in effect receives about 
as full offset of losses as could be reasonably desired. 
_* Since I have developed this point more fully in a recent article, I shall not use my 
limited space here to repeat the argument. See C. Lowell Harriss, Sources of Injustice 
in Death Taxation, National Tax Journal, vol. VII (December 1954), pp. 289-308. 
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Death taxes reach owners of two types of property that generally 
escape income tax—capital gains not realized before death and munici- 
al bonds. Since there appears to be little practical prospect of 
roadening the income tax to close the loopholes offered owners of 
such wealth, the estate tax prevents—crudely, of course—complete, 
permanent avoidance of tax on such property by many owners. Much 
the same can be said concerning wealth accumulated from receipts 
that are not fully taxed because depletion allowances exceed the 
owner’s investment.® 

Federal credit for State death taxes materially enhances the prac- 
tical power of States to impose estate and inheritance taxation. The 
amount of the credit is another matter; from various points of view it 
may seem either too large or too small. Yet if there were no credit, 
interstate competition as places of residence for persons of wealth 
would unquestionably develop to the point that significantly pro- 
gressive death taxation by the States would be extremely risky. Even 
flat-rate and rather low death taxes might seem unwise. Elimination 
of Federal taxation of estates—sometimes proposed as a device for 
increasing the ability of States to use this revenue source—would, in 
fact, curtail State power unless a credit were retained to enforce a 
minimum national standard. 

The gift tax helps somewhat to protect income tax, as well as es- 
tate tax, revenue. Incidentally, States with income taxes benefit a 
little from the Federal gift tax. However, the relation between effec- 
tive estate and gift tax rates so favors gifts that death and income tax 
revenues are protected less than Congress seems to have intended orig- 
inally. The absence of a Federal credit for State gift taxes helps ex- 
plain the failure of States to adopt such taxes to protect somewhat 
their death and income taxes.’ 


TRUSTIFICATION OF PROPERTY 


One major economic effect of estate taxes results from the oppor- 
tunity under the law to reduce the total tax over the years, reduce it 
substantially, by placing property in trust. Consequently, the use of 
trusts is stimulated by the taxes in their present form. Although 
there is no doubt about the tendency, no data for measuring it are 
available. Thus, knowing that over 25 percent of gifts reported on 
1950 gift tax returns were of property in trust, we still cannot say 
how much of this use of trusts was due to the tax system. Certainly 
some, probably much! And the extent will grow as the tax-saving 
advantages of trusts are recognized more widely and as wills now 
being made come into effect. 

What, then, is the economic significance of trusteeship of wealth! 
More cautious and conservative investment is one result. Although 


® Are there cases of the opposite sort in which death taxes put especially heavy burdens 
on property which may be taxed no less (or even more) than other under the income tax? 
Conceivably, this may be the case with common stock in estates which must be valued 
for tax purposes at abnormally high levels, especially if dividend income has in fact been 
subject to double taxation—a point beyond the ae of this paper. 

7 Where State gift taxes succeed in reducing gifts, Federal income- and death-tax reve- 
nues are increased. 

® See J. K. Butters, L. B. Thompson, and L. L. Bollinger, Effects of Taxation : Investment 
by Individuals, Graduate School of Business Administration, Harvard University, Boston, 
1953, pp. 370-372. Thustification of property has grown not only to save death taxes 
but for other reasons as well. Pension plans must now play a much more important role 
than death taxes. 
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trusts made today generally permit investment beyond the restrictive 
limits of the past, the tendency is to stick to relatively “high quality” 
assets. Another, and related, is greater emphasis on rationality in 
making investment decisions; specialized, technically competent per- 
sonnel generally guide the decision making. While the wisdom of 
trustees will vary widely, their influence will make the preservation of 
wealth more likely than if heirs were given greater responsibility and 
freedom for investment. The dissipation of inheritances that can 
come from foolish investment or —— spending by heirs who are 
free to use their property is largely prevented by trusteeing wealth. 
The economy as a whole, as well as the particular families involved, 
will benefit from any such reduction of folly and waste. 

On the other hand, the conservative and restricted nature of 
trusts removes wealth from markets where it might be available for 
more venturesome and risky investment. Fortunes in trust cannot, 
as a rule, be used for financing some of the most dynamic parts 
of the economy. Even the beneficiary of a trust seeking capital for 
his own business often cannot use assets which under a freer system 
would have been available to him. Yet it is the large concentration 
of wealth that can finance the scrutiny of new ventures and afford 
to take the extreme risks that are involved in true economic pio- 
neering. Of course, there is no way to determine how much, if any, 
of the wealth now in trust for rich families would in fact be used 
to finance dynamic ventures intelligently were it not for trustifica- 
tion. It is easy, perhaps, to romanticize a bit about the part existing 
fortunes would play in financing the expansion of economic frontiers, 
especially by new businesses, There can be no doubt, however, that 
much wealth now in trust cannot conceivably be used for such pur- 
poses; in addition there are assets which in fact will not be used 
for dynamic economic growth even though the trustees are not 
absolutely prohibited from doing so. 

However, there develops a group—not large in relation to the whole 
population—receiving income (about $2 billion a year before income 
tax) from trusts whose capital assets they do not fully own or con- 
trol and may not consume. Although the social and economic effects 
of such a development are not obvious, they will hardly assume the 
relative importance of those associated with rentier groups in some 
civilizations in the past. 


ENCOURAGEMENT OF INTER Vivos Girrs AND TRANSFERS TO THE 
Survivine Spouse 


_As intimated earlier, the differential between estate and gift tax 
liability on many distributions of property is large enough to en- 
courage transfer of property before death. There is also gift (and 
income) tax inducement to spread gifts among numerous heirs. A 
somewhat wider and earlier distribution of wealth results. More- 
over, there is “skipping of generations” to avoid taxable transfers. 


* Giant corporations now perform some of the venturesome undertaking once left more 
to individuals; the giants seeking funds for expansion may at times get them by sale of 
hew common stock to trusts. here is little basis for Judging how adequately estab- 
lished firms do the job or what gaps they leave that might be filled by use of private 
fortunes. My own eeling, which may be largely prejudice, is that innumerable oppor- 
Here wn net be developed by firms large enough to draw, directly or indirectly, on 

a rust. 
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Children and grandchildren will get property at a younger age than 
if their elders had no tax incentives to distribute assets before death 
and to spread gifts. Some transfers will be in trust, some outright. 
The effects are very difficult to isolate and identify. 

The marital deduction, among other things, leads to more owner- 
ship of property by women, especially elderly women. ‘This own- 
coat carries substantial elements of control (to qualify for the 
marital deduction). Here the tendency is to keep some of wealth— 
but not all—in the hands of a senior member of the family. The 
results in terms of investment and family life will vary widely. 
Conceivably, however, an apparently technical feature of the tax 
law may have significant economic and social effects. 


Liquipiry 


Estate taxes must be paid in cash (or selected issues of Federal 
debt). One result is that the tax creates an incentive to get an 
estate liquid before death. Inconvenience is likely if settling the 
estate is delayed by difficulties of obtaining cash. ‘ Worse still, if 
enough assets are not liquid, losses may result from the tax-induced 
pressure to sell after death at less than the best terms possible in 
the long run. Forced sales, even if the element of force is somewhat 
concealed or mitigated, can bring losses—and death is evident, not 
concealed. Liquidity under pressure may be extremely disruptive, 
and persons of wealth properly fear the results—perhaps unduly. 

In addition to some flexibility in valuation, the statute permits 
executors to apply for additional time up to 10 years to pay tax. A 
study some years ago found that relatively few estates requested such 
extensions and that additional time was granted wherever the need 
appeared to warrant it..° In the great majority of cases, however, 
estates had been made liquid enough before death to pay tax without 
forced sale of illiquid assets; this is probably still the case, but recent 
tabulations do not show the asset composition of estates. Certainly 
owners of wealth make greater efforts to get their estates liquid before 
they die than they would if the tax were substantially lower. 

Liquidity involves costs to the economy as well as to the taxpayer. 
The productivity of highly liquid assets, as measured by their yield, 
is lower than the productivity of many other types of wealth. The 
owner may sacrifice yield year after year because, not knowing how 
long he will live, he liquidates earlier than turns out to be necessary. 
The economy loses because wealth held in cash, savings accounts, 
Government bonds, or other such assets is not available for financing 
important types of economic growth, especially in equity form. A 
businessman accumulating highly liquid assets to pay death taxes can- 
not use the funds to finance the expansion of his business. The person 
with inherited wealth, the professional man, and the business executive 
are less attracted by venturesome business propositions because of 
death tax liquidity needs. The tax pressures to put wealth into highly 
liquid form reduce somewhat the funds available for uses that stand 
the chance of being most productive. The total amount of property 
thus shifted from higher to lower productivity is undoubtedly small 


10. Lowell Harriss, Liquidity of Estates and Death Tax Liability, Political Science 
Quarterly, vol. 64, ch. 4 (December 1949), pp. 533-559. 
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in relation to national wealth. Yet it is probably several times the 
death tax payable in any one year. Even then it will not be likely 
to affect the broad functioning of the economy so much as particular 
segments—relatively small local businesses that have good potential 
for growth but inadequate capital. 

One form of the shift to greater liquidity is the purchase of life in- 
surance. Liquidity is not the only reason why life insurance appears 
desirable to many persons with enough wealth to be potentially liable 
for death tax. Yet it is one, and more insurance is certainly sold 
than if death taxes created no liquidity problems. Life insurance in- 
volves costs to the insured (and to the economy)." In addition to the 
obvious costs of company operation, life insurance involves costs in 
the form of higher liquidity and lower productivity than some other 
type of investments. Virtually all assets of life-insurance companies 
brings yields distinctly below those of equity investment in industry 
after industry—more conservatism, less venture. There is no way of 
judging how much death tax payment considerations increase the pur- 
chase of life insurance and thus involve costs in addition to those of 
the tax itself. (No one knows what use would be made of funds other- 
wise.) The extent may be appreciable in relation to the amount of 
tax, but it is tiny in relation to the whole economy. ‘To some extent 
the action is illogical and perhaps more often excessive, spurred by 
skillful selling that may exaggerate liquidity needs. Many owners 
of wealth may not be able to judge their own best interest, especially 
since the time of their death is uncertain. 

Liquidity needs present especially difficult problems for persons 
having an appreciable part of their wealth in a closely owned business. 
This is more true of holdings of common stock or partnership interests 
than of preferred stock and debt. For one thing, probable valuations 
may be highly uncertain—for a variety of reasons, including the un- 
certain effects on the firm of the loss of the decedent’s participation. 
Hence the amount of cash needed to pay the tax is not known, perhaps 
by a wide margin. (When the net estate exceeds about $2 million, 
each dollar of change in valuation alters tax by 50 cents.) Even 
more serious, however, is the problem of arranging to get cash with 
a minimum of additional loss. The share involved (e. g., enough to 
pay just the tax) may not be large enough to carry control. If so, 
Stem = buyers may have good reason to keep bids well below the 
evel of otherwise comparable securities traded more widely. Owners 
of minority interests in closely held firms may suffer highly disap- 
pointing treatment and may be foolish to pay nearly as much as the 
securities might seem to be worth. If, on the other hand, control is 
involved, the selection of buyers may be limited to a very narrow 
group—those with enough capital and an interest in managing the 
type of business involved. The terms will be subject to great un- 
certainty. Heirs obviously forced by tax to sell may be compelled 
to accept what in some respects is a ridiculously low price. More- 
over, problems of continuity of management must often be faced, 
and tied in with disposition of the firm’s assets; if this is left for 
solution in the pressures after the death of a chief official, the resulting 


1 Other tax savings may offset such costs to the insured but presumably at equal loss 
to the general body of taxpayers. One nonliquidity reason for buying life insurance is 
to make convenient use of certain gift-tat avoidance devices. 
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complications can be serious. For these and other reasons the risks 
of delaying liquidation until after death may truly be excessive. 

Skillful use of gifts over a period of years can sometimes help mate- 
rially, by reducing the total tax and spreading the liquidation prob- 
lem. Or the property owner may accumulate liquid assets (perhaps 
in the form of life insurance) before death. As already indicated, 
this method deprives the firm of the use of wealth in ways that may 
be highly productive, retarding growth. Getting the funds out of 
the firm will also involve income taxes that might be saved (building 
up capital gains that would otherwise not be realized before death). 

Another type of solution is the arrangement of a merger. By con- 
solidating (in a tax-free reorganization) with a corporation whose 
securities are traded widely, an owner can go far toward solving the 
liquidity problem and without incurring serious income-tax penalty, 
Here is one explanation of some mergers in recent years. To help 
where merger is not the solution, Congress has acted twice to ease the 
income tax aspects of getting liquid funds out of the firm to pay 
estate tax. Yet the fundamental death tax problems remain. 

The family-owned business faces difficulties that need never worry 
business giants. The smaller firm finds continuity of ownership and 
management as an independent entity harder because of death taxes. 
The net result is to burden the closely owned business, to drive it, 
if possible, to merge with a larger, more widely owned, firm. To this 
extent, as well as for their effects on growth, death taxes conflict a 
little with other features of national policy. 

Liquidity problems are now greater than inherently necessary. 
They could be reduced. Today, law and practice put a premium on 
making the estate liquid before death. No useful purpose of public 
policy is served thereby. True, there are valid nontax reasons for 
many property owners to want to get their estates in form that permits 
prompt settlement. The Government, however, gains nothing from 
such liquidity except the miniscule temporary advantage of earlier 
payment (i. e., the only loss from a shift of policy would be some 
slight postponement). In principle, the line of solution is simple— 
allow as a matter of right to every estate generous time (up to perhaps 
5 years) for payment of tax on assets of low liquidity (with modest 
interest rates, none at all perhaps if the asset yields no income) ; addi- 
tional time would be given on proof of need. The estate might also 
be permitted to pay by turning over assets themselves at the valuation 
used in computing tax liability. Adoption of such proposals would 
not eliminate the problem entirely but would reduce its sériousness. 


PHILANTHROPY 


One social gain from private accumulations of wealth is that they 
have been used at times for financing art, religion, education, charity, 
and other such desirable activities—grouped here as philanthropy. 
Although estate and gift taxes cut these fortunes, the effects on philan- 
thropy are mixed, 

On the one hand, death taxes by reducing the wealth available to 
heirs tend to discourage generosity; on the other hand, the deduct- 


1223. K. Butters, John Lintner, W. L. Cary, Effects of Taxation: Corporate Mergers 
(Graduate School of Business Administration, Harvard University, Boston, 1951), ch: II. 
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ibility of charitable contributions reduces the cost of gifts that qualify 
so that the net loss to the donor and his heirs is less, at times much less, 
than the gain to the recipient agency. Moreover, a person poneng to 
make philanthropic bequests has an added incentive to make them be- 
fore death in order to reduce income as well as death tax. Conse- 
quently, some of the effects of the estate tax in encouraging (or not 
discouraging) philanthropy may be reflected in income, rather than in 
death, tax figures. One thing does seem beyond dispute—philan- 
thropic gifts will be larger when they are deductible than when they 
are not. The provisions of our law have encouraged philanthropy, 
compared with a law like the British which grants deductibility in 
far fewer situations. 

Estate-tax figures available show few conclusive trends in recent 
years; in 1951 the percentage of charitable, etc., bequests to gross 
estate was one-sixth below the 1922-35 average, hardly a strking 
change. Any such decline seems to me unfortunate for our seciety, 
but the one shown, especially if it is offset somewhat by larger gifts 
during life, is not big enough to be decisive. 


Errects on CaAprraL ACCUMULATION AND Business Ponicy 


Estate taxes were once condemned because they reduce personal 
fortunes and, it was argued, national wealth. Space does not permit 
discussion of this issue. Even if it has some validity, however, the 
net amounts today are insignificant in an economy the size of ours. 
Productive capacity depends upon things of vastly greater importance 
than death taxes. Except for considerations already discussed— 
especially those growing out of liquidity needs—the taxes have no 
discernible effect on business per Prices, financial structure, wages, 
location, competition, and other aspects of business are not influenced 
by estate and gift taxes (with the exceptions noted). 


MIscELLANEOUS 


Other effects may be noted though they are of less importance than 
those already mentioned. The taxes lead to costs of compliance and 
administration. The effort and resources used to comply with and 
enforce these taxes are smal! in relation to the whole economy, but in 
total they do represent use of some very high skills, more per dollar 
of revenue, I imagine, than any other tax. It would be nice if the 
talents required by these taxes were free for more creative contribu- 
tion. Some estates are involved in litigation or in other ways have 
settlement held up because of tax. 


ConcLupING STATEMENT 


American death and gift taxes are certainly not major elements of 
our economy—anothing like income, sales, or property taxes. Yet ina 
few respects—beyond those of raising revenue—they exert influences 
which are of some importance. Unfortunately, the information 
needed to measure the size and assess the significance of these influ- 
ences is very inadequate. Some of the effects are undesirable, but this 
is true of the consequences of any tax. Compared with other sources 
of revenue, death and gift taxes still seem to me relatively better than 
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the place they now occupy in the tax structure as measured by their 
revenue yield. In other words, greater relative use of death and gift 
taxes would permit lighter use of taxes which in my judgment have 
greater defects. 

Yet this conclusion must be modified, for it depends upon the kind 
and structure of death and gift taxes involved. Although my assign- 
ment does not include discussion of this point, I should like to make 
clear my belief that considerable improvement could be made. It 
would take the form of substantial broadening of the base, especially 
in the form of including life estates and other such interests, cumu- 
lating gifts and bequests into a single levy on gratuitous transfers, 
lowering the rates at the upper levels, and making other changes to 
remove inequities and ease payment. Rate reduction at the top seems 
desirable to permit serious efforts to close loopholes, to lessen the tre- 
mendous pressures toward avoidance that are inevitable in a tax like 
this, and to mitiate the inequities that are associated with these taxes 
in a world of flexible property arrangements, fluctuating assets values, 
and differing life spans and family composition. 


RECOMMENDATIONS FOR REVISION OF FEDERAL 
ESTATE AND GIFT TAXES 


Boris I. BrrrKer, Yale University 
INTRODUCTORY 


The subject assigned to me by the committee is recommendations 
for revision of Federal estate and gift taxes. But changes in the pres- 
ent system can be proposed and debated intelligently only after there 
has been an agreement on the objectives of the Federal estate and gift 
taxes, a subject that has been assigned to another consultant. Although 
I do not want to trespass on his ground, I think I should at least set 
out briefly the presuppositions upon which my recommendations are 
based. 

First, the Federal estate and gift taxes are not important sources of 
Federal revenue and, unless the need for Federal revenue falls off in a 
drastic and unanticipated manner, these taxes could not be converted 
into substantial revenue sources in the near future. Since World 
War II, they have yielded from $0.5 to $0.9 billion per year, out of 
total Federal revenue of $40 to $70 billion per year. Even the out- 
right confiscation of medium and large estates would not produce more 
than $2 to $3 billion a year. The Federal estate and gift taxes, then, 
are not and could not possibly become serious competitors of the Fed- 
eral income tax, or even of the Federal alcohol and tobacco taxes, in 
the production of revenue. 

Secondly, it is my belief that these taxes are not important tools 
of Federal fiscal policy. Like any other taxes, they have their effects 
on the national pattern of consumption, savings, and investment. No 
doubt Professor Harriss, to whom the committee has assigned the sub- 
ject of the economic consequences of the Federal estate and gift taxes, 
will illuminate this obscure relationship for us. But unless he pro- 
duces some unexpected new data, I suspect that we will be left with the 
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conviction that the impact of these taxes on consumption, savings, and 
investment is far more attenuated than is the impact of the Federal 
income tax and of the various Federal excises. And even if the rela- 
tionship between estate and gift taxation and consumption and in- 
vestment could be plotted with accuracy and the effect of changes in 
these taxes could be forecast with assurance, the total contribution 
that they could make to our economic stability would of necessity be 
slight. For these reasons, then, I do not look upon these taxes as im- 
portant tools of Federal fiscal policy. 

In my opinion, then, the objective of these taxes is neither to raise 
substantial amounts of revenue nor to stabilize the economy. Their 
function, rather, has always been the reduction of economic inequality 
brought about by inherited wealth. Although the Federal estate tax, 
to which the gift tax is ancillary, was enacted during World War I, its 
immediate roots may be found in speeches of Theodore Roosevelt on 
the subject of economic inequality and earlier in the popular labor and 
agrarian movements of the late 19th century. There inave; of course, 
been divergent opinions on the appropriate level of taxation, but over 
the years the Congress has adhered with substantial consistency to 
this conception of the objective of the Federal estate and gift taxes. 
It is an objective that commands a wide acceptance not because of a 
desire for economic leveling itself, but because so many persons— 
in many countries and through the ages—have believed that restraints 
on inheritance serve to open up economic opportunities for all. 

It is on this conception of the Federal estate and gift taxes (stated 
with extreme brevity and deliberately oversimplified, to avoid tres- 
passing on Mr. Eisenstein’s territory), then, that my recommendations 
rest. 


1, Rates 

Although for some years there has been no change in the estate 
and gift tax rates as such, their actual weight has been drastically 
lightened, most notably by the “martial deduction” and “split gift” 
provisions of the Revenue Act of 1948 and, more recently, by the 
abandonment in 1954 of the “premiums paid” test for taxing life-in- 
surance proceeds. Both changes in effect reduced the tax rates for 
many taxpayers; there have been some other changes in the statute 
that in effect increased the rates, but the increases are probably small 
by comparison with these reductions. Our information about the 
actual weight of these taxes is very unsatisfactory. There has been 
one study of matched estate and gift tax returns, and a further study 
long this line by the Internal Revenue Service itself would be useful, 
especially if the effect of the 1948 and 1954 statutory changes referred 
to above could be interpolated into the statistics. A summary that I 
compiled recently from Treasury statistics indicated an effective Fed- 
eral estate tax rate (for returns filed in the period 1947-50) of about 
27 percent for gross estates of 1 to 2 million dollars and of about 49 
percent for gross estates of $5 million or more.2 These figures, which 
are necessarily crude because of the form of the published statistics, do 
not reflect the 1954 change in the taxability of life insurance at all, and 
they reflect the 1948 “marital deduction” provision only to a limited 


ing (een Analysis of Matched Estate and Gift Tax Returns, 3 National Tax Journal 
oe ¢ . 
? Bittker, Federal Income, Estate, and Gift Taxation (Prentice-Hall, Inc., 1955), p. 894. 
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extent. Moreover, they do not reveal the extent to which the estate tax 
was avoided by the use of lifetime a Our inquiry, after all, should 
not be restricted to the tax cost of transmitting proper at death; we 
must rather ascertain the aggregate tax, estate and gift, on the trans- 
mission of wealth from one generation to another. 

In the light of the function of the estate and gift taxes, these esti- 
mates, crude as they are, suggest that a rate increase would be war- 
ranted. I recommend that this committee initiate a statistical study 
of the type suggested as the first step in reassessing the level of the 
estate and gift tax rates. The study should, of course, embrace the 
State transfer taxes, as well as the Federal levies. 


2. Integration of the Federal gift and estate taxes 

Under present law, the gift tax is independent of the estate tax, hav- 
ing its own schedule of rates, its own set of exclusions and exemptions, 
and its own criteria for ascertaining when a transfer of property is 
sufficiently complete to be taxed. A gift of property may be subject 
to gift tax on the ground that the donor has relinquished so much 
control that ke should no longer be regarded as the-owner, but the 
same property may later be included in his estate because the transfer 
was not sufficiently complete to satisfy the estate tax’s standards. In 
such a case, the gift tax paid during life may be credited as a “down- 
payment” on the estate tax (subject to some complicated restrictions) ; 
while this mitigates the shortcomings of the existing structure, it does 
not serve to justify it. Moreover, the overlapping applications of the 
2 transfer taxes have become more numerous in recent years as the 
result of an abandonment by the courts of an earlier tendency to con- 
- strue the 2 taxes, whenever possible, as in pari materia. 

Many commentators have called attention to this problem of over- 
lapping application of the estate and gift taxes. Of course, there may 
be transfers that ought to be subject to gift tax without relieving the 
donor of estate tax on his death; and I do not subscribe to the common 
view that overlapping is necessarily objectionable. But we now have 
a haphazard system under which overlapping occurs without plan 
or purpose, and under which the gift tax will be credited only within 
certain limitations that have little or no connection with the standards 
that goverv taxability. 

Moreover, overlapping of the estate and gift taxes is not the only 
undesirable product of the existing independent structures. The gift 
tax contains its own exemption of $30,000 per donor (which rises to 
$60,000 for a morried couple taking advantage of the “split gift” 
provision), available in addition to the estate-tax exemption of $60,000 
(or, in effect, $120,000 if the “marital deduction” is employed). Full 
employment of the 2 exemptions permits a married man with $180,000 
of property to give $60,000 during his life to his children and to divide 
the remaining $120,000 between his wife and children at death, with- 
out payment of either gift or estate tax. (Any part of the widow’s 
$60,000 left on her death could be bequeathed by her without estate 
tax, because of her own $60,000 estate-tax exemption.) If the life- 
time gifts had not been made, however, and the husband had left 
$120,000 to the children and $60,000 to the wife, his taxable estate 


®In point of fact, an even larger amount could be transferred without payment of gift 
tax, by virtue of the gift-tax exclusion that will be discussed in the next recommendation. 
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would be $60,000 (1. e., $180,000 less marital deduction of $60,000 and 
exemption of $60,000). The gift-tax exemption cannot be carried 
over for use at death. Along with the independent gift-tax exemp- 
tion goes a lower schedule of rates for those lifetime gifts that exceed 
the exclusions and exemption. Property given away during life, in 
other words, is subject to a lower transfer tax than the same amount 
of property held until death. 

We have only very skimpy information about the extent to which 
the separate transfer tax systems are in poe exploited by tax- 
payers. Except for a possible inference that lifetime gifts to avoid 
the heavier estate tax are made primarily by those in the highest 
brackets, we do not know how extensive is the practice of lifetime 
gifts, what types of property are involved, or to what extent the 
transfer tax savings may be offset by higher income taxes. It has 
sometimes been suggested that a separate set of exemptions and rates 
for lifetime gifts serves the policy of encouraging the relaxation of 
economic control by older taxpayers, with a concomitant increase in 
the managerial role of younger men and women. Assuming that this 
is desirable and that gifts are actually employed to transfer property 
where there is a difference of economic outlook between donor and 
donee, it should not be overlooked that despite the elaborateness of 
our estate-tax structure, there is more than one way by which the 
donor can insure a continuity of his investment policies. 

| recommend that the estate and gift taxes be integrated as to stand- 
ards of taxability, except where there are persuasive reasons for apply- 
ing different standards. An excellent foundation for an integrated 
structure was laid 8 years ago by a distinguished advisory committee 
to the Treasury Department, working jointly with the Treasury’s 
experts.® 


3. Gift-taxw exclusion 


When the gift tax now in effect was first enacted, it granted an 
annual exclusion for each donor of the first $5,000 of gifts made in 
any 1 year to each donee. (Gifts of future interests did not qualify 
for the exclusion.) The amounts of this annual exclusion has been 
twice reduced; it is now $3,000. But in 1948, Congress enacted the 
“split gift” provision (now found in sec. 2513 of the Internal Revenue 
Code of 1954), by which a married donor may give as much as $6,000 
per year to each of any number of donees without tax. Thus, a mar- 
ried man with 3 children may transfer $18,000 annually to them tax 
free; over a 20-year period, for example, this would come to $360,000. 
(The amount would be increased by the income produced by the 
donated property, and this income might be subject to a lower income 
tax than would have been imposed on the donor had he retained the 


*If $90,000 were left to the wife and the balance to the children, the husband's estate 
would be only $30,000 (i. e., $180,000 less marital deduction of $90,000 and exemption of 
$60,000). But then the wife’s taxable estate would be $30,000, assuming that she lived 
on the income alone and that there were no changes in the value of the assets (i. e., $90,000 
less exemption of $60,000). 

®° Property subject to the estate tax takes the value at death as its basis for computing 
gain or loss on a sale by the heir, while property subject only to gift tax ordinarily has as 
its basis in the hands of the donee the donor’s cost. his tends to enecssage the holding of 
property until death, and it may offset the tax advantages of lifetime gifts for some families 
and come types of property. These “basis’’ provisions merit reexamination by this 
committee. 

® Federal Estate and Gift Taxes: A Proposal for Integration and for Correlation With 
the Income Tax (1947), recs jointly by an advisory committee to the Treasury Depart- 
ment and by the Office of Tax Legislative Counsel. 





868 FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 


sroperty until death.) Moreover, the children would not necessarily 
end received complete control over the property, especially as a 
result of a statutory change (sec. 2503 (c)) enacted in 1954. 

For a married donor, then, the annual exclusion is in effect larger 
today than it was in 1932. During the same period, of course, most 
Federal tax exemptions—espec ially the income-tax exemptions—have 
been drastically reduced. This is obviously not a reason for changing 
the gift-tax exclusion, but it does perhaps suggest an inquiry into its 
function. It was intended to make unnecessary the reporting of 
Christmas and birthday gifts and similar transfers of modest amounts, 
But the literature of “estate planning” treats the gift-tax exclusion 
as an important tool for shaping intrafamily transfers so as to avoid 
both gift and estate taxes. I do not know how many families con- 
sistently employ these elaborate schemes for ‘ ‘exploiting” the gift-tax 
exclusion that are put forward with such persuasiveness, indeed ur- 
gency, by the estate planners. No doubt many donors never adopt 
the plans that are pressed upon them; and of those who commence to 
act according to such plans, no doubt many abandon them soon after- 
ward. But even if only a few donors make this use of the gift-tax 
exclusion, it is serving quite a different purpose from what the Con- 
gress intended. I should think that an exclusion of $500 would be 
quite adequate to protect ordinary Christmas and birthday gifts from 
the requirement of reporting, the function that the Congress envisaged 
for the gift-tax exclusion. Beyond this, gifts may properly be treated 
as transfers of the type that should be reached by the gift tax, once 
the donor’s lifetime exemption of $30,000 is exhausted. 

Life insurance 

The inclusion of the proceeds of life insurance in the estate of the 
deceased has been a perennial problem to the Congress. From 1942 
to 1954, the estate tax was imposed on the proceeds of life insurance 
if the insured retained until his death any of the “incidents of owner- 
ship” of the policy (such as the right to obtain its cash surrender 
value) or if he had paid, directly or indirectly, the premiums. In 
1954, the “premiums paid” test was dropped from the statute, and 
ownership of the incidents of control by the decedent was made the 
sole test for taxing the proceeds to his estate. The theory was that 
even though the policy was paid for by the insured, if he had sur- 

rendered the incidents of ownership during his life, the transfer 
should be treated like any other lifetime gift because the donee had 
been vested with control over the policy. The argument is super- 
ficially appealing, but in my opinion it is fallacious. It overlooks the 
most distinctive feature of life insurance: that it is basically an in- 
strument for providing for one’s heirs. The fact that the donee of a 
policy can cash it in (ordinarily at a sacrifice of important values) 
nes to me, if not irrelevant, at least relatively unimportant. For 
many years, ‘the estate tax has reached property in trust if the donor 
retains the income for his life, even though the donee may be able to 
sell his remainder interest at will. Similarly, the full value of prop- 
erty held in joint tenancy is taxed to the husband (if he paid for the 
property and dies first), even though during his life the wife could 
have obtained half of the property by partition. There are numerous 
other examples of transfers that are incomplete for estate-tax pur- 





FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY S69 


poses, notwithstanding the donee’s ability to turn the gift into cash 
during the donor’s life. If any thread runs through these instances, it 
is that the transfer is testamentary at its core, notwithstanding the 
— of the donee’s rights during the donor’s life. Life insurance 
belongs in the same ¢ categor y- 

For these reasons, I recommend a return to the premiums paid test 
for taxing life insurance. 

. Transfers in trust 

For some years, the estate tax has been levied on property trans- 
ferred during life if the transferor retained until his death any of 
certain vaguely specified erg of control over the property. The 
tax 1s imposed whether he retains such a power by himself or vests it 
jointly in himself and another person. In the case of a joint power, 
it is irrelevant that the other person who must join with the transferor 
to exercise the power may have an adverse interest, e. g., an economic 
motive for refusing to join with the transfer in a proposed exercise 
of the power. The income. tax, on the other hand, distinguishes be- 
tween powers held by the transferor jointly with an adverse. party and 
powers held by him jointly with a nonadverse party ; only those joint 
powers that fall in the latter category are charged against the trans- 
feror for income tax purposes. The theory, of course, is that the 
transferor of property has relinquished effective control over it if 
he can alter his disposition only with the consent of a person with 
a financial stake in the status quo. In my opinion, there is no reason 
why joint powers should be judged by different criteria in applying 
the two taxes. The standards should be correlated and, while there is 
an air of unreality about the concept of an “adverse” party when a 
member of the immediate family is involved, the income tax’s criterion 
is more consonant than the estate tax’s with the current recognition of 
bona fide intrafamily gifts. 

A related problem i is the power vested in a third party alone. The 
income tax quite arlieteaatie equates such a power with one vested 
jointly in the transferor and a third party. The estate tax, however, 
draws a distinction between the two, for no reason that I can perceive. 
The estate tax should be correlated with the income tax at this point 
also. 

There is yet another point at which there is an unwarranted diver- 
gence between the estate and income taxes. Following the decision 
of the Supreme Court in the Clifford case, a set of standards to govern 
the income-tax liability for certain categories of transfers in trust 
was developed, initially by the courts, then more systematically by 
Treasury regulations, and finally by the Internal Revenue Code of 
1954. As enacted by Congress, these standards differentiate among 
the many powers that may be retained by a transferor (or be v rested 
by him in a third party), imposing the income tax on him as the price 
of retaining certain powers while relieving him of liability with re- 
spect to others. ‘The distinctions are based on the nature of the power, 
the length of time it is retained, the relationship among the transferor, 
the person who possesses the power, and the persons affected by its 
exercise, etc. The estate tax, on the other hand, has long been im- 
posed whenever the grantor retains the power to “alter, amend, re- 
van or terminate” a trust or other transfer. While some trivial or 
restricted powers may escape the statutory phrase, it is clear that it 


68595 — 55——_56 
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reaches many powers that Congress thinks are not important enough 
to justify the imposition of income tax on the transferor. This area 
ought to be reexamined. In general, if a power may be retained with 
impunity under the income-tax law, it ought not to call forth an estate 
tax on the transferor’s death. 

Gift-tax liability in this area is in an unsettled state, owing to the 
lack of any statutory standards, but in general the gift tax has been 
interpreted by the courts consistently with the estate tax. In the 
absence of persuasive reasons to the contrary, changes in the estate tax 
should be accompanied by parallel changes in the gift tax. 


6. Powers of appointment 

For many years the Federal estate-tax law contained only a rudi- 
mentary provision relating to powers of appointment. During this 
period a person could be given virtually the same degree of control 
over property as an absolute owner, but the property would not be 
subject to Federal estate tax on his death. In 1942 the law was dras- 
tically revised in the direction of uniformity between the possessor 
of a broad power of appointment and the absolute owner of property. 
In 1948 the law was changed again to provide that only general powers 
of appointment (as defined by what is now sec. 2041 (b) of the In- 
ternal Revenue Code of 1954) are subject to estate tax. Under this 
provision, a person may be vested with a substantial degree of control 
over property—sometimes virtually absolute control—without having 
it included in his estate. 

It is not easy to justify excluding from a decedent’s estate property 
that he could have used during his life as he desired. Moreover, while 
property subject to the control of a disinterested fiduciary should not 
be included in his estate, a person having (for example) the un- 
limited power to divide property among his relatives as he chooses 
or to allow it to go to charitable institutions, instead, should be treated 
as an owner.’ The principal argument to the contrary starts from 
the fact that under present law the life tenant of a trust is not taxed 
on his death; it is urged that to permit taxpayers to take advantage 
of this feature of present law without employing the rigid pattern of 
a life estate with remainders over, certain powers of appointment 
should be exempt from estate tax. But this amounts to saying that 
a loophole through which property can be transmitted free of a gen- 
eration of estate taxes should be enlarged. Proposals to close the 
loophole itself are not without their complexities, but surely there is 
no warrant for enlarging it. 

I recommend a complete overhaul of the powers of appointment 
provision, to the end that significant powers held by a person related 
to the potential takers of the property will be subject, as a general 
rule, to estate and gift tax. At the same time, the treatment of life 
estates should be reexamined. 


7 With provision, of course, for imposing the burden of the tax on the recipients of the 
property in question, as under sec. 2207 Of the Internal Revenue Code of 1954. 
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AVERAGING, CUMULATIVE ASSESSMENT AND 
RETIREMENT INCOME PROVISIONS 


WILLIAM Vickrey, Columbia University 
INCOME DEFERMENT SCHEMES 


Many provisions have recently been introduced into the income-tax 
law, and still others are being advocated or are in the air which have 
as their purpose the exemption of amounts of income in one way 
or another set aside for the payment of retirement benefits or for use 
as a means of maintaining income after the main earning period has 
passed. In their most blatant form these provisions and proposals 
not only exempt the income set aside but also either exempt the corre- 
sponding benefits entirely when it is realized or in some cases provide 
for application of the capital-gains rates. While this is in effect what 
occurs with some forms of social-security and life-insurance benefits, 
to permit it to occur without very caretill limitation of the exempt 
benefits to relatively minor amounts represents a flagrant breach of 
the principles of the income tax. 

In the more reasonable forms of such proposals, however, the income 
set aside for future use is eventually taxed when it is made available. 
In such cases the proposals amount to a combination of tax deferment 
and averaging, and would perhaps not be too objectionable were it 
not that their specialized form creates incentives to observe certain 
forms in investment that seem on the whole undesirable. If such pro- 
posals are justifiable at all, presumably it would be still better to have 
a completely general provision that would be available alike to all 
taxpayers and which would not require the funds to be tied up in any 
special manner. 


CUMULATIVE ASSESSMENT AS AN ALTERNATIVE 


Actually the legitimate aims of such proposals can be achieved in 
« much simpler and more general way by the application of the cumu- 
lative method of assessment, which would not only eliminate discrim- 
inations among taxpayers that now occur because of differences in 
the way their income happens to be allocated between years, but would 
also provide automatically for partial refunds of past taxes in years 
of very low income, or very low tax burdens in years of reduced 
income. In this respect it would be the complement, for medium and 
high incomes, of the carry back of unused exemptions. 

Unlike the more usual forms of averaging provisions, which tend 
to get more and more cumbersome as the number of years of averaging 
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is increased, cumulative assessment contemplates carrying a running 
account with the taxpayer from year to year; the only figures that 
need to be carried forward from year to year are the accumulated tax 
balance, the cumulated income balance, and the date with which the 
accumulation process is deemed to have started. No other reference to 
the past is required, and it is not even necessary to file the successive 
returns of the taxpayer together: All that is necessary is to continue 
carrying forward the 3 figures from 1 year’s return to the next, pos- 
sibly by means of stubs, much as in New York and many other States 
the information on automobile license forms is carried forward from 1 
license to the next. The amount of recordkeeping and administrative 
work required is substantially less than with any of the various aver- 
age schemes that have been proposed, with the possible exception of the 
exponential averaging plan in which each year’s tax base is obtained 
by forming a weighted average of the previous year’s tax base with 
the current year’s income. But the large number of simplifications 
which the cumulative method facilitates in various other directions 
and the more satisfactory behavior of the tax burden and the patterns 
of payment which it produces make of it much more than merely an 
elegant averaging device; cumulative assessment is in fact a key to the 
solution of a wide variety of income-tax problems. 


THE UNDERLYING CONCEPT OF CUMULATIVE ASSESSMENT 


Cumulative assessment in effect treats the entire income received by 
an individual since a specified initial date as a unit to be assessed as a 
whole at rates graduated with due regard to the period over which the 
income was received ; ; past income- tax payments are treated as deposits 
in an interest- bearing account, the balance of which is to be credited 
against the tax liability thus finally computed. Ultimately, therefore, 
no taxpayer will be penalized because his income was concentrated in 
a few years, or because it happened to be realized for tax purposes in 
1 year rather than another. It will be seen at once that this method 
of assessment makes it possible to drop or suspend a vast assortment 
of rules and regulations that operate primarily to determine the time 
at which income is realized, since the ultimate tax burden is not af- 
fected by them. 


AUTOMATIC RETIREMENT BENEFITS 


But the important matter in the present context is that cumulative 
assessment makes possible a universal and equitable approach to the 
problems to which the various retirement fund proposals are at- 
tempted solutions. To begin with, without any special provisions, 
cumulative assessment brings the ultimate tax burden of those whose 
earned incomes are concentrated in a few years of productive work 
into line with those whose investment incomes are more evenly spread 
out over the years. In addition, if a taxpayer comes to his retirement 
years with little or no income other than the small amount of interest 
on his savings accumulated for his retinement. the normal operation of 
cumulative assessment will, through the application of rate schedules 
to his aggregate income that are appropriate to longer and longer 
periods gr: radually revise his aggregated tax liability downward and so 
provide for the payment of refunds from his accumulated tax account, 
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which will operate to supplement his other retirement funds in a 
manner somewhat similar to the results produced by the carryback of 
unused exemptions for persons with lower incomes; for that matter 
nothing prevents the two types of refunds from being paid concur- 
rently. A wide range of effects can be produced, as desired, by appro- 
priate adjustment of the rate schedules applicable to incomes accumu- 
lated over different periods of time. 


SUPPLEMENTARY INCOME DEFERMENT 


Over and above the normal operation, however, with cumulative 
assessment it becomes possible, without introducing new discrimi- 
nations, to offer relatively unrestricted opportunities for deferring 
the realization of income for tax purposes, where this corresponds to 
a genuine need for liquidity on the part of the taxpayer and does not 
merely represent an attempt to arrange for eventual tax avoidance. 
For example taxpayers may be permitted to select any of their assets 
and designate them as a retirement reserve writing their basis down 
to zero and taking an immediate deduction from income for tax pur- 
poses, thus reducing immediate taxpayments; when these assets are 
later disposed of, their full value would be then reported as income. 
This option could be offered freely and with few restrictions, since in 
the end there would be no avoidance of the proper tax burden, only a 
change in the timing of the payment of taxes; moreover there would 
be no excuse for asking for a special capital gains rate in case the 
realization is concentrated in a single year since the operation of 
cumulative assessment would prevent the application of unduly high 
bracket rates. 


FLEXIBILITY OF CUMULATIVE ASSESSMENT 


Besides being a convenient method for dealing with the retirement 
income problem, cumulative assessment is an extremely flexible device 
capable of being adapted with little or no additional complication to 
producing a wide variety of patterns as these may be deemed to be 
more or less desirable. The tax schedules for the various assessment 
periods can be so correlated as to produce the effect of a simple aver- 
aging of income over time, or they can be arranged to have the effect 
of allocating income over the years in accordance with any standard 
pattern deemed to be appropriate, or they can be adjusted to reinforce 
or mitigate the retirement refund characteristic, and this to differing 
degrees at different levels of income. All of these adjustments can 
be made with no change whatever in the procedure or additional com- 
putation by the taxpayer. For special circumstances, such as tax- 
payers living abroad for 1 or more years, correlated adjustments can 
be made in the accumulated income and in the accumulated tax-deposit 
account, 

Even though cumulative assessment would be simple enough in 
practice to apply to all taxpayers alike, it is entirely feasible to limit 
its application, at least at first, to upper bracket taxpayers. For tax- 
payers subject only to the first bracket rate, there would be relatively 
little difference between the results of cumulative assessment and the 
results of a simple carryback of unused exemptions, so that there would 
be no undue discrimination in thus limiting its application. Upper 
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bracket taxpayers could then compute their tax in 2 parts, a basic tax 
at the first bracket rate and the cumulative assessment for which an 
additional exemption of $2,000 ($4,000 for joint returns) would be 
allowed. This would allow the new method to be applied at first to 
a relatively small number of more sophisticated taxpayers. It would 
even be possible to restrict the initial application even further by put- 
ting the first 2 or 3 brackets aside in a normal tax, since the degree of 
progression in this range is not sharp enough to give rise to much 
discrimination. 


THE GENERAL VERSUS THE PIECEMEAL APPROACH 


At any rate it would be of every great advantage to begin as soon 
as possible, on however a restricted scale, to apply a general and 
fundamental scheme for dealing with the problems connected with 
the distribution of income over time, so as to avoid a further prolifera- 
tion of detailed and cumbersome provisions designed to take care of 
this, that, or the other special situation. Because such provisions often 
must be narrowly circumscribed in order to prevent abuse, they fre- 
quently provide another area for the intrusion of tax considerations 
into decisions that should preferably be taken on their economic merits. 
Cumulative assessment, on the other hand, opens the door to the neu- 
tralization of the income tax on a vast scale, so that decisions that now 
require careful examination into the tax angles will be freed of ca- 
pricious tax consequences so that they can be made more exclusively 
on their intrinsic economic merits. Cumulative assessment is not 
only an attractive approach to the retirement problem but provides 
the key to a simple, uniform, flexible, and equitable treatment of a 
wide range of thorny problems such as lumpy income, depreciation, 
accelerated amortization, annuities, capital gains, maintenance versus 
improvements, expensing versus capitalization, depletion, reserves of 
all kinds, trust fund payments, and the like. 


TIMING OF TAX PAYMENTS 


It is perhaps worth noting specifically that with cumulative assess- 
ment the taxpayments remain reasonably closely in step with the 
income reported as realized, so that the difficulties that arose with 
simple averaging schemes such as that of Wisconsin, where large tax- 
payments based on past incomes became due in years of lowered in- 
come, will not arise. Indeed, the general tendency of the method is 
to accentuate the drop in taxes that corresponds to a drop in income, 
while mitigating the increase in tax corresponding to a temporary rise 
in income. Moreover there is no interference with any desired coun- 
tercyclical variation in rates; indeed, countercyclical rate policy is 
favored in that such a policy will no longer lead to capricious discrim- 
inations in tax burden according to the degree to which individual 
incomes fluctuate with or counter to the general cycle, so that there 
will be less objection to sharp or frequent rate changes. 


SIMPLICITY OF PROCEDURE 


From the point of view of the taxpayer, the procedure required 
under a cumulative assessment scheme is quite simple. The taxpayer 
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carries forward three figures from the return for the previous year: 
the cumulated income, the tax-deposit balance, and a code number 
indicating the beginning of his cumulation period. He computes 
interest at say 5 percent on the tax balance, adds this to the tax bal- 
ance and on the other hand includes it in his net income for the current 
year. This net income for the current year (after exemptions, etc.) 
is then added in to the cumulated income, and on this total a tax is 
computed (in the same manner as at present) according to the schedule 
corresponding to his code number, against which is then credited the 
previous tax balance, including the interest, and the result indicates 
the tax due. As compared with the computations required on a 
straight annual basis, the only new elements are the carrying forward 
of the 3 figures from the previous return, the application of an interest 
rate, 3 additions, 1 subtraction, and the selection of the tax table corre- 
sponding to the code number. There is probably no other reform of 
the tax laws that promises to save the taxpayer so much in the way 
of problems and headaches in return for so little in the way of addi- 
tional arithmetic. 

On the administrative level, the only new requirement is that the 
figures carried forward from the previous return will require check- 
ing. While the most straightforward method of doing this might 
well be to file the returns for a particular taxpayer together, even this 
could be avoided by the simple expedient of attaching to each return a 
stub to be filled in by the taxpayer with his name, address, and the 
three figures to be carried forward for the subsequent year. When the 
return 1s filed with this stub attached, it will then be an extremely 
simple matter to compare the figures to see that they correspond with 
those on the return, stamp the stub certifying to this correspondence, 
and then detach the stub and return it to the taxpayer who would then 
be instructed to attach the stamped stub in filing his return for the 
subsequent year. The figures carried forward to this subsequent 
return could then be checked against this stub without having to refer 
to the files or collate the returns in any way. The entire compliance 
and administrative burden involved in cumulative assessment ‘vould 
seem to be far less, for example than that now involved in handling 
the returns and payments of tentative tax. 

Unlike most averaging proposals, cumulative assessment entrains 
no additional difficulties in cases where past returns are reopened for 
additional assessment, or other adjustment. It is in nearly all cases 
entirely unnecessary, with cumulative assessment, to carry the ad- 
justments or corrections through the returns for the intervening years. 
It is entirely possible, indeed, to carry whatever adjustment is made 
in the net taxable income directly as an adjustment to the cumulated 
total income of the last year for which a return has been filed, or even, 
if the delay is not too great, to leave the adjustment to be incorporated 
in the cumulated income of the next return. 


POTENTIALITIES OF CUMULATIVE ASSESSMENT 


The recent trend in the income tax law has been to proliferate at an 
alarming rate the number of special provisions, among which it is 
already becoming hard to distinguish those that correspond to a 
genuine need or hardship and those that represent the success of a 
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well-organized interest group in getting its scheme past an overworked 
and bewildered Congress. The ordinary taxpayer is having increased 
difficulty in ferreting out the various provisions from which he might 
benefit ; the businessman is increasingly afraid to make a move without 
securing expert counsel concerning the tax consequences, the distort- 
ing influence of specialized tax provisions on the organization of the 
economy is becoming Sacummane pervasive, and the amount of non- 
productive effort that is going into tax expertise is growing. Cumula- 
tive assessment is the one way in which this growth of complexity can 
be arrested, by substituting a rational, coherent, general, and automa- 
tic provision for these special sections. 

Cumulative assessment has somehow acquired the reputation of 
being a complicated and unworkable scheme. Complicated it may have 
appeared at first in the contest of the relatively simple income tax of 
the 1930’s. Even then, the complication was far more one of concept 
than one of practical application. In the context of today’s law the 
oractical complexities of cumulative assessment appear trivial. Even 
if all that the adoption of cumulative assessment were to accomplish 
would be the wardlies off of further agglomerations, one would have 
to consider cumulative assessment as a net simplification rather than 
an added complexity. And when it is considered that cumulative as- 
sessment could well result in the eventual discarding of up to a third 
of the present income-tax regulations, it would appear not. as an added 
complication but rather as a master stroke of simplification. 

Even were the practical difficulties all that anyone has imagined, 
an adequate appreciation of the widespread benefits to be realized 
would seem to indicate that the difficulties would be well forth facing. 
Greater equity in the distribution of the tax burden; elimination of 
concern over the precise dating of transactions; automatic supple- 
ments to retirement funds; greater freedom and effectiveness in coun- 
tering recessions via tax cuts; the basis laid for a rational approach 
to the capital gains problem; eventually the elimination of concern 
over amortization, depreciation, expensing, capitalization, and the 
like; and the gradually more and more complete exorcising of the tax 
consequences ghost from the management table; these are gains for 
which even a substantial increase in complexity would seem well worth 
while, and the more so if on balance the complexity vanishes as the 
remainder of the tax law is accommodated. 

Cumulated assessment would be worth considering were the only 
issue involved the proper treatment of income earned over a limited 
productive period. But in the larger context it would seem foolish 
to brush it aside without full examination merely because when each 
of the problems to which it offers a solution is considered singly, it 
may not appear to be an outstandingly attractive solution. In the 
context of tax reform as a whole, it warrants careful consideration 
as a key element. 
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PERCENTAGE DEPLETION—A CORRESPONDENCE? 


Rex G. BAKER, general counsel, Humble Oil & Refining Co.; Erwin N. Griswo xp, 
dean, Harvard Law School 


[ Eprror’s Norr.—On September 18, 1950, Dean Erwin N. Griswold 
made a speech before the tax section of the American Bar Associa- 
tion,? in which he referred to “gross inequities of the law in favor 
of the oil and gas interests.” 

[A number of newspaper accounts of the speech reported this as 
an attack on the percentage-depletion provisions of the Internal Reve- 
nue Code.’ On the basis of these reports, Mr. Rex G. Baker, general 
counsel of the Humble Oil & Refining Co., wrote the letter that began 
the correspondence reproduced herein. Neither author had any in- 
tention to publish these letters at the time they were written. No 
revisions have been made except to eliminate those parts irrelevant 
to the percentage-depletion controversy and to add footnotes where 


it has been thought useful to refer to source materials. } 
SEPTEMBER 22, 1950. 

Dear DEAN GRISWOLD: You will recall our conversation in Washington con- 
cerning the percentage-depletion allowance for oil and gas wells. 

Your remarks before the tax section regarding the depletion allowance received 
widespread publicity, and I am afraid they will be very damaging to the pro- 
ducers of oil and gas in view of your reputation and the responsible position 
you occupy in the educational world. 

Both in peace and in war the country must have and is very dependent upon 
oil and gas. Our civilian economy and the national safety would be jeopardized 
if we failed to maintain adequate reserves of petroleum and a backlog of reserve 
producing capacity. This means that it is essential to our country’s welfare and 
safety that the exploration for oil and gas within the United States be con- 
tinued at an accelerated rate due to increasing demands for petroleum and its 
products year after year. 

The exploration for petroleum is an extremely costly and hazardous business. 
Oilmen must lease vast areas, must spend large sums in geophysical operations, 
must drill very expensive wildcat wells, of which 4 out of 5 on the average are 
dry holes, and must then make enormous expenditures of money in developing 
proven or semiproven acreage. Risk capital is not invested unless there is hope 
of reward. 

The producer of oil depletes his capital asset. If he is to stay in the business 
he must find and develop new sources of supply. If the depletion allowance 
were taken off, our present tax laws would tax away a large portion of his 
capital. 

It must be remembered that a large percentage of exploratory activity is 
carried on by the independent wildecatter. He often spends a lot of money and 
goes broke without finding anything. To say that he would be protected by 
charging off losses ignores the fact that until he finds oil he has no income 
against which to charge off his losses. This is quite typical of the wildcatter. 
If he finally succeeds in finding oil he creates new capital and must be rewarded 
for the risks he has taken. This reward can be adequate only if the depletion 
allowance is maintained. 

The fact of the matter is that the oil industry has consistently spent in 
exploratory effort a geod deal more than the 2744-percent depletion allowance. 
It has thus had to look elsewhere for funds with which to help finance its quest 
of oil. 


1 This correspondence appeared in the Harvard Law Review, vol. 64, No. 3, January 1951, 
and is reproduced here with the permission of the authors and the Harvard Law Review. 

2 See 36 A. B. A. J. 999, 1057 (1950). 

* Internal Revenue Code, sec. 114 (b) (3), provides as follows: “In the case of oil and 
gas wells the allowance for depletion under sec. 23 (m) shall be 27% percent of the gross 
income from the property during the taxable year, excluding from such gross income an 
amount equal to any rents or royalties paid or incurred by the taxpayer in respect of the 
property. Such allowance shall not exceed 50 percent of the net income of the taxpayer 
omg er mr without allowance for depletion) from the property, except that in no case shall 
the depletion allowance under sec. 23 (m) be less than it would be if computed without 
reference to this paragraph.” 
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The 27%-percent depletion allowance was established in 1926. Congress 
has made searching inquiries on several occasions since as to the necessity for 
the depletion allowance and the wisdom of maintaining it at 27% percent. Each 
time after full investigation and inquiry it has sustained the 27%4-percent 
allowance. This fact alone should, it seems to me, cause anyone to be sure 
of his ground before he launches an attack upon the depletion allowance. 

Herewith I enclose some material which I believe you will find helpful in your 
future consideration of this matter: a booklet entitled “Let’s Keep on Hunting 
Oil,” some statistical data which will show that the 30 leading oil companies 
have found it necessary to secure new capital by issuing stock and borrowing, 
that their net worth has consistently been lower than the comparable figures of 
manufacturing companies, that a large percentage of the net investment of the 
30 leading oil companies is in oil and gas producing facilities, data showing the 
ratio of dividends to net income, the cost of replacing crude petroleum, this cost 
having steadily risen, financial information for the 25 leading oil companies 
which shows moderate incomes, and a chart showing a comparison of petroleum 
prices with the price of coal and all commodities. This chart shows that the 
public have been the beneficiaries of the depletion allowance in the form of 
low prices for petroleum products. 

Your attention is also invited to the hearings before the Committee on Ways 
and Means of the House of Representatives relating to the 1950 revision of the 
revenue laws.‘ 

Yours sincerely, 
Rex G. BAKER. 


SEPTEMBER 25, 1950. 


Dear Mr. BAKer: Thank you very much for your letter of September 22, which 
has reached me this morning. I particularly appreciate its fair and restrained 
tone. This is in considerable contrast with the attitude which is often taken 
on this matter by others in your area. 

As a matter of fact, I said nothing at all in my speech in Washington about 
percentage depletion. My remarks were directed entirely to the so-called in 
oil payment provisions which had been added to the bill by the Senate.® This 
seemed to me, and still seems to me, to have been a rather clear matter of special 
privilege. Naturally I am pleased that it was finally eliminated by the con- 
ference committee. 

As I have indicated, I did not talk about percentage depletion and had no 
thought of doing so. There is lots to talk about there, though. In the first 
place, I would want to make it plain that I have never advocated eliminating 
the depletion allowance. That would be taxing capital. There would be no 
more sense in it than in eliminating the depreciation allowance. 

Nor do I disagree with you at all as to the importance of oil in our economy, 
and the desirability of encouraging the industry, particularly with respect to 
exploration. I do think, though, that there is real reason to question whether the 
present 27% percent depletion allowance is not excessive, whether it does not 
cost more than other ways of achieving the same results, and whether a very 
large proportion of the benefits do not now go in fact to persons who are not the 
ones who do the exploring and take the risks. 

How about direct subsidies to explorers, for example? Might this not be a 
better way and, at the same time, a cheaper way? We use subsidies in maritime 
shipping and elsewhere in our economy. It might be a much more effective stimu- 
lus than the present backhanded way of doing it through the depletion al- 
lowance. 

For example, may I call your attention to the sentence in your letter which 
reads as follows: “To say that he would be protected by charging off losses 
ignores the fact that until he finds oil he has no income against which to charge 
off his losses.” I think you will agree that this is really no argument, since it 
is equally applicable to the percentage depletion deduction. The wildcatter gets 


4 Hearings before Committee on Ways and Means on H. R. 8920, 81st Cong., 2d sess., 49- 
60, 100-101, 119, 133-134, 177-309, 733-740, 818-895, 901-926, 1267-1269, 1282-1286, 
2975-2985, 2999-3001. 3017-3026, 3028-3029, 3040-3046 (1950). 

5 The Revenue Act of 1950, as reported by the Finance Committee of the Senate, provided 
that the amount received from the sale of the right to obtain a stated amount of on, 
tion from an oil, gas, or mineral property, while retaining a continuing interest in such 

roperty, should be treated as proceeds from the sale or exchange of a capital asset. H. R. 
920, 8ist Cong., 2d sess., sec. 214 (1950) (as passed by Senate) ; see S, Rept. 2375, 81st 
Cong., 2d sess., 66, 91 (1950). 





FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 879 


no depletion deduction until he finds oil. In other words, the method I sug- 
gested then, as far as this point is concerned, would be just as effective, indeed, 
even more effective (because I would allow a 100 percent deduction until all 
principal costs had been recovered while percentage depletion allows only a 27% 
percent deduction) than is the percentage depletion allowance. 

You must know of situations where the present system of taxing oil pro- 
duetion works out outrageously. I hear about actual cases from time to time, 
and they must come to your attention much more frequently. What I would 
like to see us do is to work out a system which would maintain adequate incentive 
and stimulate further production of oil without granting enormous tax advan- 
tages to drones and others who take little or no risk. I think it is a very real 
problem and it would be a great contribution if people in your area, who are 
familiar with the situation, would devote themselves toward developing a sound 
and sensible solution to it. 

At any rate, having the benefit of percentage depletion, it would seem to me 
to be the heart of wisdom for persons interested in the oil industry not to jeopar- 
dize that advantage by seeking to get additional tax favors which are less war- 
ranted. I refer, of course, to such things as the “in oil” provision, and others 
which are suggested from time to time. There is a good deal of feeling about 
percentage depletion but it is very likely that nothing can or will be done about 
it. I would point out, though, that the community property problem was finally 
solved, though it seemed for many years at least as difficult. The surest way that 
I can think of to focus attention of other parts of the country on the percentage 
depletion situation, and possibly to produce fairly strong reaction, is to push it 
even more in the way of tax privileges. 

Very truly yours, 
ERWIN N. GRISWOLD. 


OcTOBER 11, 1950. 


Deak DEAN GRISWOLD: I did not have an opportunity to hear your speech in 
Washington. My information came from remarks made by people who did hear 
it and from press reports. It is reassuring to be told that you had nothing to 
say in your speech about percentage depletion. As for the “in oil” payment pro- 
vision referred to, I quite agree with you that this proposed legislation was not 
justified. I do not know who sponsored it. It is my belief that no responsible 
person in the oil industry did so. I, too, am pleased to know that the confer- 
ence committee eliminated this measure from the bill that was finally passed. 

It helps clarify our thinking for you to state that you have never advocated 
elimination of the depletion allowance. I agree with you that to do so would 
amount to taxing capital. The question is at what point the depletion allowance 
should be placed in order to encourage the generation of risk capital so essential 
in finding oil. Those of us in the oil industry who have lived close to the subject 
believe that the 27% percent depletion allowance is more than justified. 

The rate of 274% percent for the depletion allowance has resulted over a 
period of years in a depletion which has been very nearly equal to the actual 
expenditures for finding oil by the industry. A survey by the Mid-Continent Oil 
and Gas Association of companies producing approximately half of the oil in 
the United States showed that in the period 1925-48 the expenditures for finding 
oil were within 10 percent of the allowable depletion. In 3 of the 5 years, 
1944-48, the expenditures for finding oil exceeded the allowable depletion of this 
group of producers and for the 5-year period, 1944-48, allowable depletion was 
within about 6 percent of the expenditure for finding oil. These close relations 
indicate that the allowable depletion does have a direct effect on expenditures 
for finding oil and that the amount is not excessive in relation to the capital 
risked in the search for oil. 

The rate of 2714 percent for depletion was determined by Congress after study 
of experience on the part of the industry in the years immediately prior to 1926 
when this method was first adopted. The rate has been reexamined subsequently 
a number of times and approved by Congress in spite of attack by the Treasury 
Department. The depletion provision has encouraged the search for oil, resulting 
in great discoveries and supplies. Even if the rate of 27% percent had been too 
high at one time, it has become part of the industry’s cost and price structure 
so that any change in the rate now would tend to affect supply and price. 

You raised the question whether the 27% percent depletion allowance does not 
cost more than other ways of achieving the same result. Percentage depletion 
probably costs less than any other way which could be devised to compensate 
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for the risks involved in the exploration for oil and to encourage the necessary 
amount of exploration. This is probable from an economic standpoint, because 
the provision stimulates efficiency on the part of operators, since depletion is 
limited to 50 percent of the net profit margin. The operator has, in addition to 
the normal stimulus of profit from efficiency, the further attraction of a tax 
incentive under the present law. The depletion provision also attracts into the 
search for oil some capital that otherwise never would be risked in the industry, 
some of which adds to the discovery of oil and some of which is lost forever. 

Direct subsidies to explorers probably would cost more and be less effective 
than percentage depletion. In the year 1949 there were 14,109 dry holes drilled 
in the United States. The average cost of these wells was at least $50,000 and 
the total cost was about $700 million. The Treasury Department has never 
claimed that taxes could be increased by any amount approaching such a figure 
through a change in percentage depletion. Even if Government subsidies in- 
volved paying only part of the cost of dry holes instead of the complete cost, 
the cost of the program might be greater than $700 million a year because of 
the additional number of dry holes that could be encouraged by the subsidies. 
A drilling contractor, unable to find sufficient work to keep all of his rigs busy, 
for example, very probably would be led by subsidies into drilling wells even if he 
did not expect to establish production. Efforts to limit the cost of the subsidy 
by controlling the drilling location of wells would involve the Government in 
endless details and expense regarding geology, geophysics, and other matters, 
and subject the industry to stifling controls by men in Government who know 
nothing about the business of finding oil. 

Subsidies in maritime shipping are closely related to the fact that the Govern- 
ment has imposed regulations on the shipping industry which result in high costs 
relative to the merchant marine of foreign countries. There is no comparable 
reason for subsidies in petroleum production. The oil-producing industry feels 
that it is entitled to reasonable tax treatment to avoid the taxation of the capital 
which it creates through the discovery of new reserves, but it does not seek 
subsidies which at best would be destructive of efficiency, difficult of interpretation 
and administration, and extremely expensive to the taxpayers. Oilmen are by 
nature individualists and. are opposed in principle to Government subsidies. 

You further inquire whether a very large portion of the benefits from the 
depletion allowance does not go to persons “who are not the ones who do the 
exploring and take the risks.” Statistics cited by the Treasury Department in 
its latest proposal to reduce percentage depletion make it clear that the great 
majority of the benefits go to the companies—both small and large—which are 
now engaged in exploration and development.’ All of the large oil companies, 
which produce wore than half of the oil in the United States, are engaged in 
extensive and expensive exploration and development programs. A review of 
the annual reports of these companies demonstrates the vast sums of money, 
running into the billions of dollars, which have been poured into the search for 
and development of new reserves within the past few years. The small opera- 
tors, similarly, are spending sums proportionately as large considering their 
production. It is not true, as sometimes alleged, that the small operator 
searching for oil today sells his property upon development of production. Occa- 
sionally some operators sell producing properties, principally to put their estates 
in liquid condition to pay inheritance taxes, but the great majority of the opera- 
tors who discover production today develop their properties and produce them. 
Such operators are receiving the benefits of the reasonable tax provisions appli- 
eable to oil production as a result of taking risks in exploration and development. 

The purchaser of a proved property, who is still taking considerable risks with 
respect to the amount of recoverable oil and the future price, generally pays a 
price which means that percentage depletion is of no benefit to him because it is 
less than cost depletion. At the present time, for example, developed oil reserves 
in the ground generally sell for about $1 a barrel which exceeds the percentage 
depletion, amounting to a maximum of 71 cents a barrel on the present price of 
$2.58 a barrel. If the percentage depletion provision is applicable and appears 
to place the purchaser in a position to save taxes, it influences the price he is 
willing to pay for the property and so results in a benefit to the operator who 
found and developed it. An inflationary trend which raises the price of all com- 
modities may result in tax benefits even to a purchaser whose cost depletion at 
the time of the purchase exceeded the prevailing percentage depletion, but that 


* Hearings before Committee on Ways and Means on H. R. 8920, 81st Cong., 2d sess. 
49-60 (1950). 
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is reason for criticism of the conditions which bring about inflation and not for 
criticism of the operator who purchased an oil property on the basis that it 
was a reasonable investment at the prices then prevailing. 

Perhaps the criticism that the benefits of percentage depletion go to persons 
who are not the ones who do the exploring and taking of risks is meant to apply 
to royalty owners. Even the royalty owner, however, may take risks and there 
are, in fact many royalty owners who are also engaged in exploration and 
drilling. In fact, many independent operators regularly buy royalties as part 
of their business. Basically, however, the reason for application of percentage 
depletion even to the royalty interest is to protect the capital of the royalty 
owner which arises from the discovery and development of oil. The royalty 
owner, as much as the producer, has a known capital value as soon as production 
is established and is entitled to protection of that capital value before his 
income is subjected to the ordinary tax rates. 

In your comments relative to the “in oil’ provision you seem to imply that 
percentage depletion is an advantage amounting to a tax favor, even though 
you can see it is warranted more than the provision regarding oil payments.’ 
In the opinion of the oil industry the percentage depletion provision is merely a 
recognition of the penalties inherent in the risks involved in finding oil, and is 
necessary to avoid a tax penalty amounting to taxation of its capital to which it 
should not be subjected. Percentage depletion merely places the oil industry, 
insofar as the taxing of capital is concerned, on an equal footing with other 
industries which do not create new capital through discovery of hidden resources. 

Yours sincerely, 
Rex G. Baker. 


Ocroner 14, 1950. 

Dear Mr. BAKER: The figures which you cited in your last letter are interest- 
ing and significant. However, they do not, I believe, take account of the fact 
that a large proportion of these expenses are deducted in computing income 
taxes, in addition to the percentage depletion deduction. I am referring, of 
course, to the optional deduction allowed for “intangible drilling costs,” and 
other similar deductions.’ The figures you give would be more persuasive to 
me if they showed a comparison between the costs on the one hand, and the 
aggregate deduction on the other. By aggregate deduction, I mean not only 
percentage depletion, but also the deduction allowed for intangible drilling 
costs and other expenses. I do not believe that the comparison would be nearly 
as favorable as the figures you give indicate. Indeed, I should think this might 
be a major weakness in your argument, 

Now let me turn to the last paragraph of your letter. The basic difficulty 
here, it seems to me, is one which is rarely disclosed in discussions from the 
oil country. This is the “discovery” allowance which is implicit in percentage 
depleton. I know of no other area in our tax law where very large increments 
in capital value are wholly exempt from taxation. You say that percentage 
depletion is necessary to enable the industry to preserve its “capital.” But 
this is obviously using capital in a double sense, and in a sense which is not 
applicable to other taxpayers. For other taxpayers, that capital, recoverable 
through depreciation, or on sale, or otherwise, is their investment in the prop- 
erty. Only in the oil business do “discoveries” become capital for tax purposes. 
Frankly, I find some trouble seeing why this should be so. 

You suggest that this is necessary because of the “risks involved in finding 
oil.” I do not minimize these risks. I know that, in a sense, they are very 
great. However, I think a pretty good case can be made for the proposition 
that large outfits, like the Texas Co., or the various Standard Oil companies 
do not take very substantial risks, except in a sense analogous to that in which 
it is said that the New York Life Insurance Co. takes risks. Or, to put it. 
another way, when the operations are on a large scale, as in the life insurance 
business, the probability that things will come out somewhat as planned is very 
great. I do not mean to say that the probability is nearly as great in the oil 
industry as in the life insurance business. Nevertheless, experience has shown 
over the past 20 years that the big oil companies stand a high probability of 
success. They have no difficulty recovering the costs of their unsuccessful ven- 


7 See p. 365 supra. 
®* United States Treas. Reg. III, sec. 29.23 (m)—16 (b) (1943). 
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tures from the products of their successful ones. I really seriously question 
whether it can be shown that percentage depletion is a necessary compensation 
for risks taken in these cases. The situation with respect to wildecatters, and 
the problem of stripper wells, are quite different. But the big companies ac- 
count for a very large proportion of the production. It is far from clear to me 
that percentage depletion is ever necessary either (a) to compensate them for 
risks taken or (b) to safeguard their capital investments. 
Very truly yours, 
ERwin N. Griswor. 


. OcToBER 16, 1950. 
Dear DEAN GRISWOLD: Enclosed is a section of yesterday’s Houston Chronicle 
which contains a good deal of information concerning the oil and gas industry.” 
It will give you some idea of the enormous cost involved in finding and develop- 
ing oil and gas, and of the tax burdens borne by the industry. 
Yours sincerely, 
Rex G. Baker. 





OcrTosBER 20, 1950. 


DEAR Mr. BAKER: It was good of you to send me the oil progress section of last 
Sunday’s Houston Chronicle. I have looked at this with much interest. 

1 must confess, though, that I am still not impressed by the “tax burdens borne 
by the industry.” I have no doubt that the industry presents many problems 
and bears a good many burdens. But its tax burdens would surely seem to be 
lighter than those carried by most other industrial enterprises. Take a look 
someday at the proportion of taxes to net income for 3 large oil companies, on 
the one hand, and 3 large nonoil industrial enterprises, on the other. The figures 
are astoun ting. 

If you say that you are not talking about the big companies, but about the 
little fellows, then I think we might meet on common ground. But a very high 
proportion of the tax benefit goes to the big companies. 

Very truly yours, 


ERwin N. GRISWOLD. 





OcTOBER 26, 1950. 


DEAR DEAN GRISWOLD: It is a pleasure to receive your letters of October 14 and 
20 on the subject of taxes paid by the oil industry. Your interest in this subject 
leads me to set forth a few additional points about the operations of the oil 
industry, for it seems that the lack of general understanding of the pecularities 
of cil production is one of the principal reasons why the tax provisions relating 
to oil production are often criticized. 

A ervcial point, as brought out in your letter of October 14, is the question of 
the contribution of the developer of oi] production and the measure of the capital 
which he is entitled to recover free of tax. Two points seem pertinent on this 
question. 

In the first place, let us consider 2 individuals investing $500,000 each, 1 in 
the search for oil and the other in an office building. The individual searching 
for oil may spend $100,000 on each of 5 different leases and establish production 
on only 1 of the leases. The other individual erects an office building with his 
$500,000. Would it be fair to allow the oil operator to recover as capital on his 
productive lease only the $100,000 that he put into that lease? If the individual 
is to risk his money in the search for oil it would seem that he would do so only 
with the prospect that he would recover more than the $500,000 spent on all of 
his ventures if he is successful. There is always the chance that he may find no 
production with his investment and all of his capital may be lost. To offset that 
risk there must be the attraction of a reward commensurate with his success if 
he finds oil. Another individual might venture $500,000 in the search for oil 
and discover twice as many barrels of reserves as his competitor, due to skill and 
good fortune. In this latter case he has made a contribution to society which is 
worth twice as much as that of his competitor. As soon as the vil is discovered 
and developed it can be sold in place, without being produced, for a known capita! 
value, and, in case of such sale, taxes are on the basis of capital gain rather 
than current income. 


® Houston Chronicle, October 15, 1950, sec. B. 
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The second point is that a producer of oil realizes two distinct kinds of income: 
namely, a capital gain on the sale of an asset which has been held for a long 
period of time and a short-term income on the operation of a producing property. 
The capital gain is measured by the difference between his investment in estab- 
lishing the production and the price at which he could sell the oil in place and 
turn it over to someone else who would then make the current profit on the 
operation of the producing property. The percentage-depletion provision results 
in substantially the same rate of taxation as would result from the separation 
of income into its 2 component economic parts and the taxation of 1 part as 
capital gains and 1 at current income-tax rates. In the absence of such con- 
sideration in the income-tax laws, operators discovering and developing oil 
would be encouraged to sell their oil in place rather than to continue in business. 
It would seem to be in the public interest for tax policy to permit and encourage 
successful operators to stay in the business rather than to sell their properties 
to others who may have been less successful in the search for oil. 

You raise the question whether the operations of large oil Companies do not 
in effect reduce the risks of this business to those comparable with a life-insur- 
ance company and suggest that the probability that things will come out some- 
what as planned is very great. I am sure you would find that the life-insur- 
ance eompanies do not consider their business in any way comparable with 
that of oil production, else with their large funds they would already have 
entered this business. A life-insurance company not only knows the risks but 
also the precise amount of money which it is going to spend and take in. The 
company engaged in the search for oil has no such assurance. It only knows 
that if it has average experience more than 1 out of 3 wells that it drills will 
be dry, but it has no way of knowing how much oil its productive wells will 
develop or what the value of that production will be when the oil is produced 
over a period of 20 or 40 years. A decline in the price of crude oil, for example, 
such as occurred between 1926 and 1933, can wipe out the apparent profits 
anticipated on the basis of cost and price realizations at the time of the invest- 
ment. Naturally, the investments of the oil companies made during the depres- 
sion seem very successful, but so do practically all other investments made at 
the same time. That fact does not provide any assurance against a decline in 
prices. The big oil companies are definitely taking very substantial risks which 
may break them as well as make them in the future. The Humble Oil & Refin- 
ing Co., for example, has spent millions of dollars in Florida and to date estab- 
lished only a very small production. Unless our efforts and luck in that area 
improve, we stand to lose a very large sum of capital that Humble has risked 
in the venture. If we do lose our investment, we can deduct it in calculating 
our income-tax payments just as any other business could deduct its losses on 
an unsuccessful investment, but that does not return to us the capital which 
Humble has risked. In the year 1949 alone Humble’s dry-hole costs were 
$32,267,000, and even after consideration of the reduction in income taxes due 
to such loss it is clear that we risked and lost a very substantial sum of money. 
We can have no hope of realizing a return on that investment. Indeed, the 
investment itself is wiped out. 

One final observation may help to throw additional light on the question of 
the oil industry’s risks and the relation between its costs and deductions. I 
mentioned in the previous letter that a survey by the Mid-Continent Oil & Gas 
Association showed a close relation between the expenditures for finding oil 
and the allowable depletion. In your letter of October 14 you ask about the 
optional deduction allowed for intangible drilling costs. The same study pre- 
viously referred to shows that the investment of the companies included in the 
survey in drilling and equipping productive wells exceeded their expenditures 
for finding oil. The sum of the expenditures for finding oil and for drilling 
and equipping productive wells was approximately twice the total allowable 
depletion of the companies for the period 1925-48. The investment in drilling 
and equipping productive wells was recovered only once as a deduction of in- 
tangible drilling costs and depreciation of tangible drilling costs. I did not 
mention this fact in my previous letter because percentage depletion relates to 
the depletion of the oil itself and, therefore, to the expenditures incurred in 
the search for oil rather than to the tangible and intangible investments in 
drilling, which are recovered through the option te expense intangible drilling 
costs and the depreciation of other drilling costs. This evidence is quite sig- 
nificant on the point which you considered a weakness in my previous argument. 

In your letter of October 20, 1950, you suggest that we look at the propor- 
tion of taxes to net income for 3 large oil companies on the one hand and 
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3 industrial enterprises on the other. The point you are referring to can be 
illustrated from the comparison of the reports of United States Steel and 
Humble. In 1948 United States Steel showed a net income before Federal 
income taxes of $239 million, compared with Humble’s net income on the same 
basis of $240 million, while United States Steel paid Federal income taxes of 
$109 milion and Humble paid $54 million. In 1949 United States Steel paid 
$126 million in Federal income taxes on a net income before taxes of $292 mil- 
lion, whereas Humble paid Federal income taxes of $18 million on an indicated 
net income before taxes of $138 million. The explanation of the difference in 
the effective rates lies, of course, in the fact that a considerable part of Hum- 
ble’s net income really represents capital gain on the sale of its oil, and this 
capital gain should be taxed at 25 percent rather than at the normal corporate 
income-tax rate, also in the fact that Humble is taking its depreciation on in- 
tangible drilling costs as it makes such investment rather than spreading the 
depreciation over the life of the properties. If Humble were to quit drilling 
or to reduce its drilling operations, the effective income-tax rate would mate- 
rially increase. Over a period of time the only difference between the effective 
tax rate on a steel company and an oil-producing company would be because 
of the percentage depletion, which is thoroughly justified in order to afford fair 
treatment of the capita] gains realized on the sale of oil as it is produced. 

I have taken the liberty to write at length on points suggested by your letters 
because you have shown a genuine interest in an objective inquiry about the 
facts with respect to the tax provisions on oil production. We find in our own 
operations that the business of exploration for and development of oil and gas 
is very complicated and not always fully understood even by some of the oper- 
ators engaged in this business. It has been my endeavor to set forth information 
which may help to give you a better picture of the problems of oil production. 
We believe that the problems and peculiarities of the oil-producing business war- 
rant and require the tax provisions now applicable with respect to percentage 
depletion and the option to expense intangible drilling costs. 

Sincerely yours, 
Rex G. BAKER. 


NOVEMBER 6, 1950. 


Dear Mr. Baker: Please let me thank you for your letter of October 26. I 
have read it with much interest, and I would like to make certain observations. 

In the first place, it seems to me entirely clear that the costs of any oil opera- 
tions should be fully deductible from income, including subsequent income from 
other operations, where there is no current income against which the costs may 
be deducted. Taking as an example the situation given near the beginning of 
your letter, if a person spent $100,000 on each of 5 different leases, and established 
production on only 1 of the leases, I would allow the full $500,0000 to be deducted 
against income, either current income from any source if there was such in- 
come, or against subsequent income from any source.. This could be done by a 
system of carryovers. If the present 5-year limit * on carryovers is not enough, 
I would have no objection to its being extended. I am entirely in favor of taxing 
no more than the net income of oil operations. I still find it somewhat difficult 
to see why we should tax less than that net income, which may be, and often 
is, the result of the 27\%4-perecent depletion allowance, which goes on without 
limit, and without relation to (a) actual depletion sustained or (b) the aggre- 
gate amount invested by the taxpayer in oil production. 

The rest of your letter is devoted to what seems to me to be the heart of your 
argument. In substance, you seem to be saying that all income from oil pro- 
duction should, in effect, be taxed as capital gain, and that this gives an ade- 
quate justification for the present depletion allowance. .This argument, I must 
confess, I find very hard to follow. 

Is it not clear that income derived from oil production is business income? 
Is there any other sort of business income which is taxable as capital gain? When 
the grocer sells you a can of peas, he sells you property, but the gain is taxable 
as ordinary income, no matter how long he has held the peas. The same is true 
of a manufacturer, or of a real-estate operator. Indeed, the same is true of 
every other sort of business income. Why should income derived from oil pro- 
duction be treated in any other way? Perhaps the answer is that all income 
should be treated as capital gain. That would of course be attractive, and it 
would not result in discrimination between different types of business activity, 


2% Internal Revenue Code, sec. 122. 
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as is the situation now. But it would hardly produce the revenue which, for 
better or for worse, is necessary under current conditions. 

You mention the fact that in the year 1949 alone Humble’s dry-hole costs were 
$32,267,000. But every nickel of that was deducted against other income, and 
Humble was not taxed on anything in excess of its net income. On the contrary, 
Humble paid taxes on much less than its economic net income, as can easily be 
shown by comparing the company’s net income, in its reports to stockholders, 
and the much lower figure for net income which was undoubtedly given on 
its income-tax return as a result of the 2744-percent depletion deduction. It is 
true that Humble risked and lost a lot of money on dry holes. But it is also 
true that it made even more money on other activities. And no one suggests 
that it should be taxed on anything more than its net income, after making 
full allowance for all the losing ventures. Frankly, I find it very hard to see 
why the dry-hole costs, fully allowed as tax deductions, have any bearing on 
the justification of the depletion allowance. There are many other industries 
which have to risk large sums, without any immediate or current tax deduction. 
I need to refer only to the steel industry for an illustration. There, large sums 
must be spent which are capital costs, and not deductible at all, except through 
carefully measured and limited depreciation deductions. In this respect, it 
seems to me that the oil industry has a great tax advantage, quite apart from 
the unlimited depletion deduction. 

When all is said and done, your argument seems to boil down to the proposition 
that income from oil production should be taxed as capital gain. This appears 
near the end of your letter where you state that the percentage depletion deduc- 
tion “is thoroughly justified in order to afford fair treatment of the capital 
gains realized on the sale of oil as it is produced.” This argument sems to me 
to be clearly unsound. I can see no reason why, if valid at all, it would not be 
equally valid to all other income from production. Take, for example, the 
income from farms or from manufacturing. The farmer produces property. The 
manufacturer produces property. Yet no one has ever seriously argued, I 
believe, that their gains on the sale of this property should be taxed as capital 
gains, or that they are capital gains. The income from the conduct of the 
business is clearly business income. Oil production is clearly a business. I 
can see no reason why the income derived from the business of oil production 
should not be taxed as ordinary income. I repeat that I refer only to the net 
income, after full allowance for all costs incurred and for all capital actually 
invested in the business. But the percentage depletion deduction goes far 
beyond this. It gives a very large deduction, which bears no relation either 
to costs or to actual capital investment. I am still puzzled why anyone should 
think that it has a proper place in a fair and equitable tax system. 

I have no hostility to the oil industry. On the contrary, I admire its great 
achievements, and its great contributions to the country, its economy, and its 
defense. But there are also many other forms of activity which contribute 
greatly to the country, its economy, and its defense. Why should they not all 
be treated the same? Why should the oil industry be the recipient of a tax 
deduction, enormous in the aggregate, which bears no relation to its costs, or to 
the capital invested in oil production? 

Very truly yours, 
ERWIN N. GRISWOLD. 


NovEMBER 8, 1950. 


DEAR DEAN GRISWOLD: Your letter reveals the difficulty that even a man of your 
ability has in understanding the real nature of the oil business and the risks in- 
volved in finding and producing oil. After all, the basie principle involved in 
the depletion allowance is rather simple. The man who explores for oil must 
invest vast sums of risk capital. He may lose this capital altogether on unsuc- 
cessful ventures. He may through luck or skill succeed in finding an oilfield. 
If he does, he creates new capital. In producing that oil he depletes the corpus, 
and if the taxing away of his capital is to be avoided he must have a depletion 
allowance. Only in this way can he, under our existing tax rates, have enough 
left with which to do further exploratory work with the hope of finding new 
reserves to replace those depleted by production. 

There is no way to compare his real situation with that of the steel manufac- 
turer or the farmer mentioned in your letter. The man who builds a steel mill 
can depreciate every dollar of his investment in time, and through depreciation 
get his capital investment back tax free. The farmer who raises a crop does 
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not deplete the corpus of his farm, for he is able to grow a new crop year after 
year. Therefore, any sums he may realize from the sale of his crops are ordi- 
nary income. Of course, he can charge off depreciation on his tools and equip- 
ment because they wear out and must be replaced. 

Thus in its essentials depletion does nothing more than afford the oilman an 
opportunity to replace his capital. This is exactly what is done with the owner 
of the steel mill who is allowed depreciation on his plant investment. To me 
this analysis is simplicity itself and I cannot see how its validity can be 
questioned. 

I sincerely hope that you will be able to come to Texas some day. Perhaps 
you would enjoy a trip to the oilfields and an opportunity to witness the wide- 
spread wildcat operations which are taking place in this part of the country. 
Then I believe you could better understand why the enormous risk capital in- 
volved in operations must be regenerated out of the depletion allowance on the oil 
that is found and produced. 

Sincerely yours, 
Rex G. BAKER. 


NOVEMBER 27, 1950. 

DeaR Mr. BAKER: It seems to me that your position boils down essentially to 
one matter, namely, that oil producers are entitled to special tax treatment be- 
cause their income is essentially capital gain. 

The argument that the present percentage depletion allowance is necessary to 
enable you to recover your actual cost will not stand up, particularly as applied 
to a company like yours. I have made it plain that you, or any other oil producer, 
should be able to recover all of your actual investment before any tax liability 
is incurred. As a matter of fact, though, the combination of the deduction of 
intangible drilling costs plus percentage depletion gives you, and most oil pro- 
ducers, a deduction far in excess of your costs. I have no doubt, for example, 
that the aggregate of these two deductions taken by Humble in the years since 
percentage depletion became available is far in excess of the aggregate of 
Humble’s actual costs in those years. There is no other type of business enter- 
prise in this country which receives deductions in excess of costs through de- 
preciation or otherwise. 

In the case of certain independent wildcatters, it may be that a succession of 
dry holes will produce costs which cannot be offset, under present laws, against 
subsequent income. This should be largely taken care of, however, by the 
present provision of the law allowing losses to be carried forward for 5 years. 
If this is not enough, I would have no objection whatever to any change in the 
law which would make it plain that no oil producer was subject to tax until he 
had received deductions equal to all of his costs which had not previously been 
effectively deducted from gross income. 

Let us try to test your capital-gains argument. Suppose we had a tax, like 
the English tax or the Canadian tax, in which capital gains are not taxed at all. 
Could you successfully maintain the position that income from oil production is 
not subject to tax at all, because it is capital gain? It seems to me that the 
answer to this is quite plainly “No.” 

The tax systems which do not tax capital gains all draw the line closely 
between what they regard as capital gain and profits from “trade or business.” 
It is clear that the operations of oil production are a trade or business, within 
this concept, as well as under our own law. 

We do not have to speculate about this. The Canadian income tax is a clear 
example. Under that law, capital gains are not taxed. But it has never been 
seriously suggested, as far as I know, that the income from the production of 
oil and gas in Canada should be wholly exempted from ‘tax on the ground that 
it is capital gain. On the contrary, it is clear that it is regarded as income from 
trade or business, and subject to tax as income. It is true that there is special 
allowance for depletion under the Canadian tax law. This may, however, be a 
reflection of the special deduction allowed in the United States law. 

On the whole, it seems to me that the best position you have developed is 
the capital-gain one. Even on that basis, though, I think you claim too much. 
Under our law capital gains are taxed, though at a maximum rate of 25 percent. 
But the nercentage depletion deduction is supposed to reflect the old ‘discovery 
value” allowance. The effect of this was to make the capital gain on the dis- 
covery of oil «(or other mineral) wholly exempt from tax. In other words, dis- 
eovery value—and therefore percentage depletion, to some extent—clearly goes 
too far. I think I could understand a provision which said that income from oil 
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and gas production should be taxed as capital gain, and which, accordingly, 
completely eliminated the percentage depletion deduction. Trying to get both 
capital gain treatment, and the percentage-depletion deduction, as in the recently 
defeated proyision about “in oil’? payments, is clearly trying to get too mach. 
And if income from oil production was taxable as capital gain, I should feel that, 
under current conditions, the present 25 percent rate was far too low. 

However, it still seems to me that taxing income from oil production as capital 
gain would be quite wrong. Such income is clearly income from the conduct of 
a trade or business and is not capital in its nature, even though it arises, in a 
sense, out of increases in the value of property. After all, the income of any 
manufacturer or retailer likewise arises out of increases in the value of property, 
namely, the property which is manufactured or sold. Such income, however, 
is clearly not capital gain. There is no better reason, as far as I can see, why 
the business income of oil producers should be taxed as capital gain merely 
because it is derived by selling the property that they produce. 

You suggest at various places in your letters that the oil producer should be 
able to get tax free “the capital he has produced.” I do not know any other 
line of activity in which a person recovers tax free any capital he may have 
produced. Even in the ease of capital gains, the basis for determining gain 
or loss will be only the amount actually invested in the property. It is only the 
oil industry which gets a return free of tax in excess of its actual capital 
investment. 

Thus, the percentage depletion allowance turns out to be nothing more than 
a special subsidy. If that fact were more generally understood, I cannot help 
wondering whether the present allowance would be continued unmodified. 

Very truly yours, 
Erwin N. Grisworp. 


DeceMBer 12, 1950. 


Dear Dean Griswotp: As I interpret your letter of November 28, you insist 
that oil producers receive special and unwarranted tax treatment and that all 
their income should be taxed as ordinary income, despite the fact that in your 
letter of September 25, you concede that oil producers are entitled to a depletion 
allowance, merely questioning the advisability of placing it at 27% percent. 
Actually, the depletion allowance is applicable to relatively few oil-producing 
properties. In practice, cost depletion applies to the poorer properties. Fur- 
thermore, percentage depletion is limited to 50 percent of net income derived 
from a producing property. Thus, in general, it is improper to refer to 274% 
percent depletion rate as applicable to all oil properties. 

The producer of oil receives two different kinds of income. He realizes a 
capital gain or loss on the sale of an asset held over a long period of time and 
a normal income on the operation of a producing property. The income-tax 
law authorizes the taxation of income and not capital. Therefore, any capital 
gain from the sale of an asset held over a long period of time should not be 
taxed as normal income. Only the income derived from producing operations 
can justly be taxed as normal income. Consequently, the depletion allowance, 
which makes it possible to avoid the taxing away of capital, does not give special 
treatment to the oil industry and is completely justified. This is proved by the 
fact that the profit figures for the oil industry clearly follow the same pattern 
as for other industries. 

There is no evidence that the tax provisions have resulted in advantage for 
oil producers as compared with businesses in general. The fairness of a tax 
cannot be judged by merely looking at the most successful operators, but must 
be tested instead by considering the average results for all operators. 

The function of such profits as are realized after taxes is to direct investment 
capital into different activities in proportion to need. There is no evidence that 
profits have been so high as to attract any more capital into the oil industry than 
is needed. While the oil industry has constantly expanded, the expansion has 
contributed greatly to the maintenance of low prices for fuels, to economic 
progress, and an expanding economy. If the profit rate on oil production bad 
been reduced by higher taxes, the capital attracted into the industry would 
have been reduced; additions to oil reserves would have been less. The smaller 
supply of energy would have retarded economic progress in the United States, 
and the price of gasoline and other petroleum products to the consuming public 
would have been materially increased. 

Thus, it seems clear that the wisdom of the depletion allowance is more than 
justified, and experience has demonstrated that the depletion allowance is not 
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excessive but has been only enough to generate new risk capital required in 
exploring for oil. 
Yours sincerely, 


Rex G. Baker. 


EROSION OF THE FEDERAL CORPORATION INCOME 
TAX BASE 


WiitiAM F. HeLLMvuTH, Jr.,* Oberlin College 


Tax proposals and legislation which make the headlines usually 
focus attention on tax rates or individual exemptions. Of greater 
long-run importance, however, may be the far-reaching changes in 
definition of taxable income. The number of these changes over recent 
years, most of them technical and complex and each usually affecting 
only a relatively small group of taxpayers, runs into the hundreds. 
Most people are interested only in tax features which affect them and 
they either are not interested or do not understand other changes and 
their indirect effect on all taxpayers. Most individuals and groups 
agree, in the abstract, on the current need for high taxes to finance the 
Government and avoid inflation, but when it comes to specific tax 
rates and structural features they favor preferential treatment for 
themselves and high taxes on all other taxpayers. 

This paper considers from a broad point of view the effects of tax- 
base erosion, that is, the narrowing of the tax base as a result of exemp- 
tions and other tax provisions. It considers the subject, however, ay 
with reference to the measurement of corporate income and some non- 
corporate business income. In doing this, the paper has a threefold 
assignment : 

(1) Identify the specific provisions, especially recent statutory 
changes, in present corporation income-tax law and administra- 
tion which narrow the present corporate income-tax base. 

(2) Estimate the dollar amounts of erosion, both in total and 
for each specific feature, if possible. 

(3) Estimate how much present corporate income-tax rates 
could be lowered if the corporate tax base’ were broadened by 
eliminating all eroding features, assuming that the present 
amount of revenue from the corporate income tax is maintained. 

Erosion of the tax base has become a popular term among tax stu- 
dents and practitioners in recent months. It represents an evaluation 
of the effects on the tax base of the trend in tax legislation toward 
special treatment for an increasing number of special groups, with the 
result that a substantial amount of income is not subject to taxation at 
the regular rates.2 The direct effects of a narrower tax base are higher 
tax rates, larger budget deficits, or a combination of both. 

The corporation income tax is rated “our second best tax.”* This 
tax, the largest revenue source for most years 1913-43, has been the 


1The author is associate professor of economics, Oberlin College, on leave with the Divi- 
sion of Research and Statistics, Federal Reserve Board. The views expressed herein are 
the personal ones of the author and do not reflect the views of the Board. This paper was 

resented at the 48th Annual Conference on Taxation in Detroit on October 19, 1955. It 

Te here by permission of the National Tax Association. 

2W. L. Cary, Pressure Groups and the Revenue Code: A Requiem in Honor of the De- 
parting Uniformity of the Tax Laws, Harvard Law Review, March 1955; Walter W. Heller, 

. U. Ratchford, L. L. Ecker-Racz, et al., Symposia on Practical Limitations of the Net 
Income Tax, Journal of Finance, May 1952, Pp. 85-242. 

8 R. Goode, Corporation Income Tax, p. 217 (1951). 
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second best revenue source of the Federal Government, over fiscal 
years 1944-56, providing approximately 30 percent of budget receipts. 
Present record high corporate tax rates, continuing after reductions 
in individual income taxes and excise taxes have become effective, 
cause the regular corporate tax to operate nearer capacity than any 
other of our major Federal taxes. The present 52-percent rate com- 
pares with 38 percent in 1946-49, 40 percent in 1944-45, a high of 19 
percent during the 1930’s and a range of 11 to 13.5 percent during the 
1920’s. With the current and prospective high rates, tax considera- 
tions are more important in business decisions than if rates were lower, 
both as to what action to take and the form in which to act.* 

In addition, high rates, coupled with knowledge that some tax- 
payers already enjoy preferential treatment, spur others to try to 
obtain special treatment for themselves. And with high rates each 
different interest group can make a persuasive case that incentives or 
tax equity can be improved without undue revenue loss if only their 
type of activity is excluded from the full burden of ordinary tax 
rates. Also under high rates Congress tends to be more liberal with 
relief provisions,° 

The recent report of the British Royal Commission (Radcliffe Com- 

mission) opposed the use of the tax mechanism to encourage selected 
economic activities. Referring to tax allowances used to stimulate in- 
vestment in certain assets, the Commission said : 
* * * direct taxation at least is best resigned to a rather rigid principle of im- 
partiality between taxpayers and that a democracy supported by universal suf- 
frage ought to be peculiarly careful to guard itself against experiments in dis- 
criminatory taxation. * * * 

* * * from a public standpoint, discrimination by industry is not unreasonably 
associated with the pressure group and the parliamentary lobby.” 

Most provisions leading to erosion are not loopholes in the strict 
sense of unintentional or unforeseen avenues of tax avoidance. More 
frequently, they represent favorable treatment granted with the in- 
tention of promoting objectives deemed to be more important than 
revenue a equity considerations.’ The dominant consideration may 
be to provide an incentive to some highly desirable activity such as 
defense-plant expansion, to relieve a depressed area or industry such 
as coal, to help small business, or to remove existing discrimination 
by extending special tax treatment to comparable industries or types 
of income.* These considerations are largely responsible for narrow- 
ing the tax base, and are “the big, unsettled issues involving social 
and political judgments rather than narrow structural and revenue 
considerations.” ® 

Erosion of the tax base might go so far that it would threaten 
public confidence in our entire tax system. Tax justice depends not 
only on tax administration and enforcement which are uniformly fair 
for all taxpayers but also on tax legislation which the public believes 
to be equitable among different taxpayer groups. Loss of confidence 


“See, for example, D. T. Smith, Effects of Taxation: Corporate Financial Policy (1952). 

5 The Revenue Act of 1951, for instance, in which the major changes were rate increases 
on personal and corporate income, included 34 sections which reduced the tax burden 
generally or on some special group. Ratchford, op. cit., pp. 203, 208. 
(C ns nen m on the Taxation of Profits and Income, final report, secs. 418, 426 

md. . ‘ 

7 Roy Blough, The Federal Taxing Process, pp. 394-896 (1952). 

® Cary, op. cit., sec. III. 

°L. L. Eecker-Racz, op. cit., pp. 280, 233. 
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in either tax legislation or enforcement would lead to wholesale at- 
tempts at avoidance and evasion, especially if, as seems likely, rates 
on personal and corporate incomes continue high. 

Tax-base erosion and high rates thus chase each other in a vicious 
circle. High rates both contribute to business action designed to 
minimize taxes and create pressure to escape from high rates by 
special legislation. This activity may snowball, with those unable to 
find a legal route to avoid taxes resorting to illegal tax evasion. 

The antitax base erosion approach to these dangers is to widen 
the various tax bases and to reduce rates, thus reducing the impact 
of tax considerations on private economic decisions. It is pertinent 
to note that the NAM listed as a guiding principle for its current 
Federal tax program: 

The Federal tax system should be broadly based * * *. [This] means a broad 


spread of tax methods and * * * that each method should involve the largest 
possible tax base, that is, with as few exemptions or exclusions as possible.” 


STANDARDS FOR AN UNERODED TAX BASE 


What does “erosion of the corporate income-tax base” mean? At 
one extreme, all deductions and exclusions could be regarded as ero- 
sion; this would mean a gross-receipts tax. Another arbitrary yard- 
stick would be to class all changes which have narrowed the tax base 
after a given date, say 1945, or 1920, as erosion. It would be helpful 
to have some objective measure of an uneroded tax base, such as the 
Department of Commerce estimate of corporate profits. Unfortu- 
nately, the Commerce concept of corporate profits proves an inade- 
quate standard for tax purposes.” 

Rejecting these approaches makes necessary some yardstick to dif- 
ferentiate between desirable and undesirable deductions and exclu- 
sions. ‘Two standards are used in this paper for determining what 
constitutes erosion in specific instances. First, taxable income in 
most cases should correspond to commonly accepted business measures 
of net income consistently followed. Income for tax as well as for 
business purposes should be determined by matching revenues with 
the costs and expenses incurred in producing those revenues. Section 
446 (a) of the 1954 code, in language similar to that which has been 
in law since 1918, prescribes: 

GENERAL RULE.—Taxable income shall be computed under the method of ac- 
eounting on the basis of which the taxpayer regularly computes his income in 
keeping his books. 

D. T. Smith and J. K. Butters point out that differences between 
business and taxable income are numerous and important.” Three 
broad categories cover most of these: 

(1) “Differences in timing of various income and expense items.” 
Some differences are matters of judgment, such as rate of obsolescence; 
others vary as to degree of certainty, such as reserve for contingencies. 

(2) “Differences arising from use of surplus charges and credits for 


2A Tax Program for Beonomic Growth, pp. 7-8 (January 1955). 

1 Shortcomings for tax purposes of the Commerce concept of profits include: its interest 
in national aggregates while tax laws and collectors must deal with individual firms; its 
concern with only current production, excluding gains and losses on transfers of existin 
a— : = elimination of income from foreign sources; and its treatment of non-Feder 
ncome taxes. 

12 Taxable and Business Income (National Bureau of Bconomic Research, 1949), ch, 1. 
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business purposes * * * not accepted for tax purposes.” All changes 
which indicate taxable capacity must pass through net income for 
tax purposes; direct adjustments to surplus are not sufficient. 

(3) “Differences arising from policy decisions to accord special 
treatment to certain type of income or expense.” Smith and Butters 
summarize their position (at p. 22) on this special treatment for 
items such as capital gains and losses, percentage depletion, and carry- 
over of losses: 

* * * they do not have any counterpart in business accounting, nor do they 
arise as inherent elements of any underlying broad concept of taxable income. 
On the contrary, they represent deliberate congressional decisions to adopt for 
tax purposes rules based on criteria other than a correct determination of income 
in any sense of the word. 

In part the purposes of determining income subject to tax differ 
from purposes behind the measurement of business income. To pro- 
tect the public interest by maintaining revenue and preserving equity 
between different taxpayers, congressional legislation and Treasury 
regulations often must limit business discretion in reporting certain 
income and expense items available under accepted accounting prac- 
tice. This is necessary primarily to get uniform or closely comparable 
measures of taxable income for different taxpayers for each year. A 
serious limitation of this approach is that accounting principles pro- 
vide a flexible and shifting body of conventions rather than a fixed 
standard. In many cases tax accounting has forced observance of 
different rules than had previously been used for business purposes 
alone. As a result, there has been some interdependence between tax 
and business accounting. 

The other standard on which this paper leans is that taxes be neutral 
between different types of economic activity. Tax neutrality is used 
here in the sense that taxes be levied without discrimination and 
without favor between different forms of income, between different 
categories of expenditure, and between different industries. This 
viewpoint emphasizes revenue and equity and is consistent with an 
overall stabilization policy. Absolute neutrality is not possible, but 
at least relative neutrality can be a guide and the basic intent."* Thus 
some of the following decisions as to what constitutes erosion necessar- 
ily will be subjective, with reasons presented within the space limita- 
tions.* Readers who disagree with inclusions and omissions on this 
list may find the dollar estimates helpful in calculating a total based 
on their own list of eroding features. 

Thus our guides for discovering and measuring erosion in the cor- 
porate income-tax base will be the twin standards of tax neutrality 
and of taxable income generally coinciding with accounting concepts 
of business income. 

The second assignment, after identifying a specific provision in the 
present law which erodes the corporate-tax base, is to estimate the 
dollar amount of leakage. To do this, the tax base under present law 


It is impossible to collect and spend approximately $70 billion a year without many 
effects and repercussions on the economy. Federal tax and fiscal policy goals now include 
prosperity, high employment, a stable price level, and ec»nomic growth, al! decidedly unneu- 
tral objectives. But tax rates and structure can contribute to these aggregate goals with- 
out singling out particular industries or types of economic activity for preferential 
treatment, 

“The only prejudice in this paper known to the author is the inclination, other things 
being equal, to choose that measure of income which gives the largest tax base. 
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must be compared with the possible tax base with all erosion elimi- 
nated, forcing suggestions as to possible changes to stop the leakage. 
These suggestions are not intended to be tax-policy recommendations, 
nor will they be defended here as necessarily the best of several possi- 
ble ways to restore a broader, more equitable, and more accurate tax 
base. But some tax changes are necessary in order to quantify the 
amount of leakage from the current measure of taxable corporate net 
income; these proposals are unavoidable byproducts, not the major 
objective of this paper. Perhaps, on other grounds, you or I would 
prefer to retain provisions of the present law, or to end erosion 
through different changes. Estimates of loss to the tax base from 
different tax provisions are sometimes crude and often indicate the 
lower or midpoint of a range of possible amounts. 

The problem of the corporate-tax base differs from the individual 
in two ways. First, changes in revenue generally come from rate 
changes. There are no general exemptions to raise or lower to vary 
the base. Secondly, corporate taxable net income has been reduced 
largely by legislation deliberately granting preferential treatment to 
different income and expense items. There is relatively little evasion 
by underreporting or overdeducting. 

Because of the nature of the subject—the overall effect of specific 
provisions on the tax base—it is more important to cover the many 
provisions that permit erosion—in some cases a little sketchily—than 
to deal exhaustively with what appears now to be the major sources 
of erosion. The specific elements of erosion now in the corporate 
income-tax base are considered in the following order: 

I. Revenue excluded from the tax base. 
II. Expense deductions. 
III. Preferential tax treatment for.certain sources of income. 
IV. Special treatment for certain industries. 
V. Miscellaneous. 

The conclusion presents an estimate of possible rate reductions if 
corporate net income subject to tax were broadened to include all 
leakages attributed to erosion in this paper. 

To put the changes contributing to erosion in perspective, it should 
be noted that a number of tax changes have broadened the corporate- 
tax base in recent years. For example, the corporate-tax base has 
been extended and leakage reduced in the following fields: Collapsible 
corporations and nonrelated activities of educational and charitable 
organizations in 1950 previously tax-exempt cooperatives, mutual 
savings banks, and savings and loan associations in 1951, and pre- 
ferred stock bail outs and amortization of premiums on bonds with 
short-call dates in 1954.% During 1955, Treasury spokesmen have 
taken a firm stand against requests for tax deferral on pension funds 
set aside by the self-employed and for exemption from excise tax to 
stimulate production of color and UHF television sets.” 


% Acceleration of payment of corporate income taxes under the laws of 1950 and 1954 
might be regarded as a type of tightening, although this does not affect the measurement of 
taxable net income. 

% Testimony by Secretary of the Treasury Humphrey before House Ways and Means 
Committee, June 27, 1955, and wy Assistant to the Secretary of the Treasury Dan Throop 


Smith before a subcommittee of the House ‘Vays and Means Committee; October 5, 1955. 
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I. Income Exctupep From Tax Base 


Interest on tax-exempt securities of Federal, State, and local gov- 
ernments has been excluded from the Federal tax base since the begin- 
ning of the income tax. This tax exemption depends largely on pos- 
sible constitutional barriers to taxation by one level of Government 
of the activities and obligations of other levels under our Federal 
system. This exemption is also defended as a means of promoting 
public works by State and local governments which possibly have 
smaller tax potentials than the Federal Government. 

The growing volume of State and local issues threatens ever-in- 
creasing amounts of interest income wholly exempt from the Federal 
income tax. During 1955 there will be approximately $1 billion of 
interest on these outstanding obligations. This total has been in- 
creasing recently at a rate of almost $100 million a year. 

Ownership of tax exempts shifts primarily with relative corporate 
and individual tax rates.’7 Current corporate tax rates make these 
issues relatively more attractive to financial institutions subject to 
regular tax. In early 1955, commercial banks held over $13 billion of 
State and local issues and other corporations subject to regular tax 
over $4 billion, compared with about $14 billion held by individuals. 
These ownership data indicate about $400 million of corporate tax- 
exempt interest income in 1955, a clear loss to the corporate-tax base. 

The Federal Government unilaterally ceased new issues of tax- 
exempt securities in 1941, an important antierosion step. Commercial 
banks own over 90 percent of the 3 remaining partially tax-exempt 
issues and other taxable corporations most of the rest, exempting only 
from normal tax about $90 million of 1955 corporate income. Even 
this loss will not continue beyond 1960 if the Treasury continues to 
retire these issues at their first call dates. 


Tax-exempt securities—Gross amount outstanding, selected years, 1913-54 
[Billions of dollars] 
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Source: See footnote 16. 1954 data from FDIC, SEC, and Federal Reserve Board. 
Note.—Data are for June 30 of the different years, except year-end data for 1954. 


| 


IL. Expense Depuctrions 


This section is divided into two parts. The first deals with ex- 
penses which recover the cost of durable assets, which render service 


7G. B. Lent, The Ownership of Tax-Exempt Securities, 1913-53, Occasional Paper 47. 
(National Bureau of Heonomic Research, 1955.) 
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for a period of more than 1 year. The second part of this section deals 
with all other expense deductions. 


A. RECOVERY OF CAPITAL COSTS 


The deductions under this heading account for the bulk of all ero- 
sion in the corporate income-tax base.’* The principle of deductions 
to recover actual costs of capital assets is well established. But con- 
troversy does arise over the amount of dollars recoverable through 
tax-free deductions, the time period over which deductions are taken, 
and the pattern of distributing these deductions over years of use. 
By the tax-neutrality and business-income standards, deductions for 
depreciation, depletion, and exploration and development costs are 
excessive currently by more than $6 billion a year. 


1. Depreciation 


(a) Basis.—In the United States, both tax and business accounting 
have rejected replacement cost and continue to use original cost as 
the basis for depreciation charges. Depreciation based on original 
cost appears more neutral and equitable between different types of 
assets than would use of replacement cost.’® 

(6) Service lives—The usual accounting practice for both business 
and taxable income has been to spread original cost over estimated use- 
ful life. For tax purposes, bulletin F of the Internal Revenue Service 
suggests service lives for a wide variety of business plant and equip- 
ment items. It is debatable whether bulletin F data reflect accurately 
current average service lives for all items and for particular items. 
Some evidence indicates that bulletin F lives are too short, thus favor- 


ing the taxpayer.”? On the other hand, many business representatives 
contend that bulletin F lives are based on the depression experience 
of the 1930’s and fail to reflect the greater usage and faster obsoles- 
cence on at currently in use. They also claim that individual 


company differences in service life experience are not recognized, al- 
though a 1953 change in Internal Revenue Service regulations may 
reduce business complaints on this score." As the author is unable to 
evaluate the conflicting claims, no net error is attributed to average 
service lives used for ordinary depreciation and consequently no 
erosion. 

A limited amount of capital additions is charged to current expense. 
The Department of Commerce estimated $938 million of charges to 
current expense for tools and other small unit cost items for 1950. 
If a switch to depreciation accounting were made, the tax base would 


1% Smith and Butters concluded from their study covering 1929-36 that “book profit 
typically exceeded statutory net income, but usually by less than 10 percent,” with this 
excess approximately offset after tax audit. In mining and public utilities, book profit 
often exceeded statutory net income by 50 percent or more, largely due to differences in 
depletion and depreciation accounting (op. cit., p. 167). 

Pg So a Effects of Taxation: Depreciation Adjustments for Price Changes, pp. 

8- (1952). 

*® For example, studies indicate that the actual years of use of certain assets exceed 
their respective bulletin F lives. See Raymond Goldsmith, Studies in Income and Wealth, 
vol. 14, pp. 20-24, on buildings; R. Nassimbene and D. G. Wooden, Growth of Business 
Capital Equipment, 1929-53, Survey of Current Business, December 1954, pp. 18, 20, on 
transportation equipment: A. P. Brodell and A. R. Kendall, Life of Farm Tractors, SM 80, 
Bureau of Agricultural Economics, June 1950. In view of the expressed wish of the 
present Secretary of the Treasury to encourage private investment in plant and a 
ment, the recent reprinting of the 1942 edition of bulletin F without change of service lives 
is circumstantial evidence that the lives it presents are not too long on the average. 

21 Internal Revenue mimeograph No. 183, May 11, 1953: “* * * It shall be the policy 
of the Service generally not to disturb depreciation deductions and, revenue employees shall 
propose adjustments * * * only where there is a clear and convincing basis for a change.” 
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be increased immediately by perhaps $800 million, but this increase 
would be temporary and would disappear in a few years after the 
transition from expensing to depreciation, except to the extent that 
these expenses continue to increase. Conceptually depreciation ac- 
counting is correct for these items, but the accounting and inventory 
problems raised by capitalizing most of these expenditures would be 
very great for both private business and the Internal Revenue Service. 
Consequently only an arbitrary amount of $100 million a year is re- 
corded as erosion due to improperly expensing depreciable assets. 

Accelerated amortization allowing tax writeoffs over 5 years for 
plant and equipment costs is inconsistent with tax neutrality and 
often with accounting concepts of business income.** As of June 29, 
1955, about $18.3 billion of the cost of emergency projects are eligible 
for rapid amortization; this is 60 percent of the value of the out- 
standing certificates of necessity. Sonatas that no additional cer- 
tificates are issued, the Treasury estimates that the excess of acceler- 
ated amortization over straight-line depreciation will reach a peak of 
$2,020 million this year and decline thereafter, becoming a negative 
figure after 1959. 

If this program were terminated now, it will be 1975 or later (de- 
pending on ordinary service lives of property certified under this 
program) before the cumulative tax base of corporations with these 
facilities will be equal to what their taxable incomes would be without 
accelerated amortization. 

If accelerated amortization remains permanently in the tax struc- 
ture, the cumulative tax base will never catch up with the same base 
without these fast writeoffs. The size of the gap will depend on the 
dollar value of assets certified for 5-year tax amortization and the 
average service lives of these assets. 

(c) Time pattern of deductions—The most difficult problem here 
is whether the double-rate declining balance and sum of the year’s 
digits methods, first authorized by the 1954 code, contribute to erosion 
of the tax base. Both new methods, like the traditional straight-line 
method, spread recovery of cost over the full expected service life. 


But, unlike the equal annual deductions with the straight-line method, 
the pattern with declining balance and digits method concentrates 


larger deductions for depreciation during the early years of an asset’s 
service lifé, 

On two main grounds, the more liberal] timing patterns are being 
classed as erosion of the tax base: (1) The evidence is debatable 
whether the new methods improve the accuracy of measuring net in- 
come. The American Institute of Accountants holds the new deprecia- 
tion methods as well as the traditional straight-line method are among 
those which meet the requirements of being “systematic and rational. 
It continues: 

In those cases where the expected productivity or revenue-earning power of 
the asset is relatively greater during the earlier years of its life, or where 


maintenance charges tend to increase during the later years (these methods), 
may well provide the most satisfactory allocation of cost. 


“Secretary of the Treasury Humphrey described this program as “an artificial stimu- 
lus—not of universal application but is bestowed only upon some who especially 
ee * * *” Statement before Subcommittee on Legal and Monetary Affairs, House 

overnment Operations Committee, July 18, 1955. See also American Institute of Ac- 
countants, Research Bulletin 27, November 1946. 





896 FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 


The AIA recognizes that some firms will use declining balance or 
sum of the years’ digits depreciation for tax purposes but continue 
straight-line depreciation in general accounting.” Certainly if these 
new methods were superior for the correct measurement of all busi- 
ness income, the AIA would not have approved this double standard. 
Apparently at least a third of American businesses do not except to 
adopt the new methods, some giving the reason that the new methods 
would distort net income figures. Other firms will switch for tax 
purposes only, continuing former methods for financial accounting.” 

If future receipts are discounted, the equal annual deductions under 
the straight-line method already imply greater net earning power in 
the early years of use, rather than tniee A shift from this method 
requires proof that the decrease in usefulness is greater than allowed 
for by straight-line depreciation.* 

(2) Treasury spokesman and both House and Senate committee 
reports, referring to the 1954 depreciation changes, placed primary 
emphasis on the increased incentive to modernization and expansion of 
plant and equipment rather than on improved measurement of taxable 
income.”® 

Thus the 1954 depreciation changes seem to represent another ero- 
sion of the tax base. And unlike accelerated amortization which is 
temporary and selective, the declining balance and sum of the years’ 
digits methods are permanent and available to all new durable assets 
with service lives of 3 years or more used in trade or business. For 
a single asset the erosion of the tax base resulting from larger de- 
ductions in the early years of use is only temporary, but for the whole 
stream of new assets the reduction in taxable income and tax receipts is 
permanent. If the average annual level of investment in plant and 
equipment remains constant, the cumulative loss in the tax base would 
increase gradually over a replacement cycle, representing a permanent 
saving for taxpayers and a permanent revenue loss to the Treasury, 
estimated at $19 billion by the staff of the Joint Committee on Internal 
Revenue.” 

But if investment in plant and equipment continues to increase at 
the historical rate of 3 percent per year, this liberalization of deprecia- 
tion deductions will contiariatly reduce annual taxable Income below 
the corresponding figure with straight-line depreciation. This direct 
reduction in taxable corporate income, assuming a 3-percent annual 
growth in investment and adoption of the new methods for only 60 
percent of eligible assets, is estimated at about $1 billion in 1955, in- 
creasing to over $4 billion a year by 1965. After 1965, the annual loss 
will decline for a few years and then beginning in the 1970’s increase 
each year at the same rate as the increase in investment. The cumula- 
tive loss will increase every year. Additional depreciation erosion 


23 Journal of Accountancy, December 1954, Up. 757-758. 


2% National Industrial Conference Board, Business Record, February 1955, pp. 70-75; 
Mill and Factory, November 1954, pp. 73-74. 

*®Cary Brown, The New Depreciation Policy Under the Income Tax: An Economic 
Analysis, National Tax Journal, March 1955, pp. 81, 82-83. 

288d Cong., 2d sess., The Internal Revenue Code of 1954, hearin before the Com- 
mittee on Finance, Senate, voi. I, p. 95. Secretary Humphrey testified regarding the 

@ciation changes: “* * * the purpose is to stimulate employment, plant expansion, 

and modernization.” Committee on Ways and Means, H. Rept. 1337, pp. 22-24, and 
Committee on Finance, 8. Rept. 1622, pp. 25-29. 

7 83d g., 2d sess., Committee on Ways and Means, House, Internal Revenue Code, 
p. a This estimate assumed all eligible assets are depreciated by the more liberal 
new methods. 
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estimated at about one-fourth of corporate figures will accrue to 
individuals in trade or business each year. 

Investment in durable one goods may expand more rapidly 
due to the depreciation changes; this would tend to enlarge the tax 
base. Offsets to erosion in the tax base probably result from every 
tax incentive and selective reduction; the problem faced in this paper 
is how the whole array of selective reductions compares with an 
equivalent overall rate reduction. 


Direct reduction in taxable income due to depreciation erosion 





{In millions of dollars] 


Calendar year 


1955 | 1956 | 1960 


Corporations: 
Accelerated amortization-__- 2, 020 2,012 —Bh5 
1954 code 900 1, 500 3, 390 
Expensing capital additions = i 100 100 100 


3, 120 | a 


3, 045 


200 400 800 1, 000 


Source: Accelerated amortization data from statement by Secretary Humphrey before the Subcommittee 
on Legal and Monetary Affairs, House Government Operations Con nittee, July 18, 1955 (Treasury Depart- 
ment mimeograph); 1954 code estitnates derived from the author’s Depreciation and the 1954 Internal 
Revenue Code, Journal of Finance, September 1955, pp. 326, 344. The estinates here are 60 percent of the 
excess of sum of the year’s digits over straight-line depreciation, with 80 percent\ of this result allocated to 
corporations and the remainder to individuals. Esti nates are adjusted to recognize that assets in year of 
acquisition are depreciated at only half a full year’s rate. 

The conclusion on depreciation is that leakage here narrows the 1955 
corporate tax base by over $3 billion a year, and this annual tax base 
loss will continue in the $3- to $4-billion range for the foreseeable 


future. 


2. Depletion 


Present depletion deductions are probably the most glaring and most 
widely condemned source of erosion in the corporate income-tax base, 
These deductions may also be the ones which have been most liberalized 
and extended over the past 15 years. 

Corporations have been permitted a tax deduction for the exhaustion 
of oil and mineral resources since 1913. In economics and in our tax 
law, the principle is well established that the gradual exhaustion in 
use of a well or mineral deposit represents a cost of production for 
which deductions should be allowed in computing net income. Coen- 
troversy exists as to timing and total amount of depletion deductions 
allowable. 

On the basis of tax neutrality between different industries and eco- 
nomic activities, deductions from income over the life of a property 
would be limited to original cost, with annual tax-free recovery reflect- 
ing the portion of the total deposit which is extracted during the year. 
Using the business-income yardstick, there would be depletion deduc- 
tions based on actual cost or in some cases no deductions at all for 
depletion.” Full recovery of actual cost under cost depletion would 


*% Smith and Butters, op. cit., pp. 80-84. Some businesses make no deduction for deple- 
tion due to the difficulty of estimating the future life of a deposit accurately. 
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co nd to tax treatment of depreciation or amortization for other 
capital assets. 

xisting legislation allows taxpayers owning an economic interest 
in mineral deposits the choice of a depletion deduction based on cost 
or percentage depletion. Percentage depletion gives an annual deduc- 
tion equal to the smaller of a statutory percentage of gross income 
from mineral property or 50 percent of net income from the property 
before any allowance for depletion. Total tax-free deductions under 
percentage depletion are not limited or even necessarily related to 
capital cost. Annual percentage depletion deductions are related to 
production, prices, net income, and statutory percentages. There is 
no ceiling on the total amount of these deductions and over the life of 
a property they may total many times a taxpayer’s actual investment 
costs. Thus percentage depletion deductions diveras from allowable 
deductions which conform either to tax neutrality or to business-in- 
come concepts and are an important element of erosion. 

The dollar estimate of the excess of percentage over cost depletion is 
based on Treasury studies of those corporations which accounted for 
75 to 80 percent of all depletion allowances claimed by corporations 
during 1946-49. 


Excess of allowable over basis 
corpora- ‘as 
depletion | genletion Percent of | Percent of 


Amount allowable | net income 


Sources: 1946 and 1947 data from Revenue Revision of 1950, hearings before the Committee on Ways and 
Means, House, 8ist Cong., 2d sess., vol. I, pp. 194, 197; 1948 and 1949 data from E. E. Oakes, Incentives for 
Mineral Industries, the President’s Materials Policy Commission, Resources for Freedom, vol. 5, Pp. 141 

wa 


Admittedly adjusted-basis depletion is not identical to cost depletion but is based on cost less bie 
depletion (larger of percentage or cost depletion) in prior years. 

Nore.—See also an interpretation of the 1946-47 data by D. H. Eldridge, Tax Incentives for Mineral 
Enterprise, Journal of Political Economy, June 1950, pp. 222-240. 

This table indicates that total allowable depletion deductions were 
at least 10 times depletion deductions based on cost. As legislation in 
1951 and 1954 further liberalized percentage depletion and extended 
the opportunity to expense (currently or deferred) exploration and 
development costs so they never are charged to a depletion basis, allow- 
able depletion may now be nearer 20 times cost depletion. These 
figures conceal a wide variation between individual products. Per- 
centage depletion deduction as a multiple of cost depletion during 
1946-49 varied from a high of over 200 for sulfur to 19 for oil and gas 
down to about 314 for copper and coal. Note that oil and gas accounted 
for more than 80 percent of all depletion deductions. 
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Allowable depietion compared with adjusted-basis depletion for certain products, 
1946-49 combined 


[In millions] 


| 
Allowable as 
Allowable stjueme * | “multiple of | rupee Pr 
depletion cent of tota 


depletion onpeaass allowable 


1 Allowable depletion for sulfur was less than $300,000 for all 4 years combined. Individual years’ totals 
were too small to be reported in tables. Thus allowable depletion for sulfur was at least 200 times the amount 
of adjusted-basis depletion and possibly much more. 


Source: Computed from Treasury depletion studies of several hundred large companies for 1946-49, op. cit. 


The most recent Statistics of Income indicate corporate depletion 
deductions of $2,126 million for 1952. Corporate sr agp in 1955 
might amount to $2.5 billion, assuming increased dollar volume and 
another $100 million from the liberalization of depletion by the 1954 
code. Ninety percent of this total gives $2.25 billion as the conserva- 
tively estimated amount of corporate income excluded from taxable 
income due to overgenerous percentage depletion.” 

Erosion of the tax base due to depletion has been rapid in recent 
years and perhaps has now come to a position of equilibrium, at a posi- 
tion of great liberality, with percentage depletion now available to 
every metallic and nonmetallic mineral from anorthosite to zinc, in- 
cluding even oystershells and peat. Under section 613 (b) of the 
1954 Code, only “soil, sod, dirt, turf, water, and mosses, or minerals 
from sea water, the air, or similar inexhaustible sources” are not 
eligible for percentage depletion. 

But this peperier there will be no further erosion from deple- 
tion—is probably too optimistic. Industries entitled to a low rate of 
percentage depletion are continually pressing for higher rates; pass- 
through of depletion deduction opportunities to corporate stockholders 
in extractive industries has been requested. A Federal circuit court 
recently held that the value of finished brick could be used in the 
income measure for percentage depletion.” If this view prevails for 
brick, other industries will push for equal treatment, possibly even 
to the value of gasoline for a vertically integrated oil company. 

The statutory history of depletion is a superb example of at least 
three types of tax changes which erode the corporate tax base. 

The initial break from cost depletion came in 1918 when Congress 
allowed to the discoverer only tax-free deductions based on value of 
property at the time of the discovery or within 30 days thereafter. 
Chis was probably the first instance under the Federal income tax 
where increment of value after 1913 was not taxed. Usually, of course, 
discovery of oil or minerals increases the value of a property sub- 
stantially over cost. This higher value was justified as an incentive 


® Since corporaticns account roughly for 80 percent of all depletion, an additional $500 
to $600 million of depletion erosion would be estimated for the 1955 individual income-tax 
base. Revenue Revision of 1950, hearings before the Committee on Ways and Means, 
House, 8ist Cong., 2d sess., vol. LP: 180. 

%® Cherokee Brick & Tile Co. (122 Fed. Supp. 54 (5th Cir., 1955) ). 
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to exploration and discovery to meet the World War I emergency. A 
comparable situation arose during World War II when percentage 
depletion, restricted until then to oil and gas (1926), and sulfur, metal 
inines, and coal (1932), was extended in 1942 to 3 nonmetals and in 
1943 to 10 additional nonmetallic minerals. This expansion of per- 
centage depletion was limited to the period of the war emergency, to 
encourage production of minerals believed to be scarce for meeting the 
wartime demands. After both wars, these incentive features first intro- 
duced to meet temporary emergencies were not rescinded nor allowed 
to expire, but instead remained permanently in the tax structure. The 
tirst generalization is that temporary tax incentives are difficult or 
impossible to terminate. 

A second observation from experience with depletion is that sim- 
plifieation of tax administration is often advanced at the expense of 
revenue or equity or both. To overcome administrative difficulties 
from the use of discovery value, percentage depletion was allowed 
in 1926 for oil and gas wells. A figure of 271% percent of gross income 
was chosen, apparently to give approximately equal dollar deductions 
under the new method as had been available under the discovery value 
method. But this percentage method became more valuable as tax 
rates rose far above the 1926 corporate rate of 13.5 percent and as 
price levels increased, causing a high revenue cost to the Treasury and 
arousing the envy of other industries still restricted to cost or dis- 
covery value depletion. And the percentage depletion method, as 
noted above, unlike the cost and discovery value methods, has no over- 
all limit so that deductions continue as long as a property is produc- 
ing income. 

A third lesson is that it is difficult to limit tax favors to just those 
who discover a new oil or mineral deposit or even to a few selected 
entire industries, however justified this special incentive is on grounds 
of relative risks or probable scarcity relative to needs for economic 
growth and national security. The other extractive industries re- 
garded the availability of percentage depletion at liberal rates to a 
few industries as unfair discrimination and a tax deduction to which 
they were equally entitled. Politically the have-nots broke the dikes 
against percentage depletion in 1947, 1951, and again in 1954. Cover- 
age was extended, percentage rates were raised, processes covered were 
broadened, and even mine residues were made eligible for percentage 
depletion. Apparent discrimination against certain industries was 
ended by extending the liberal deductions to all.** Companies ex- 
ploiting sand and gravel pits and oystershells now, qualify for per- 
centage depletion Song with oil companies and uranium prospectors, 
though at different rates. 

The incentive value of percentage depletion for certain scarce min- 
erals has been blunted by extending the favors to all. One problem 
is that there are no yardsticks to indicate the incentives needed to get 
the socially desired amount of investment in different fields. Con- 
gress has no guide to determine which industries are entitled to per- 


*1 Such questions as what was a new discovery, determination of value just after the dis- 
covery, and whether the owner was the discoverer plagued tax administrators. 

*2No reduction in depletion rates has ever been voted by Congress. In 1954 every 
amendment extending percentage depletion was passed in the Senate. It was impossible 
even to get the necessary 10 Senators to request a record rolleall on any of these ‘votes. 
See Congressional Record, June 30, 1954, especially pp. 9301-9319. 
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centage depletion and what depletion rates produce the needed amount 
and distribution of investment in the extractive industries.** 

The economic defense of generous percentage depletion results from 
national policy to provide an incentive or subsidy for certain selected 
minerals for reasons of national security. But on grounds of tax 
neutrality, tax equity, and conformity to business income accounting 
practice, the excess of percentage over cost depletion reflects erosion 
in the mcome-tax base. In fact from the standpoint of accounting 
or economics, it is questionable whether these deductions are properly 
called depletion since they do not relate to any capital sum which is 
being exhausted. In some cases the income against which the statu- 
tory percentages apply includes not only extraction but also processes 
which are essentially manufacturing in character, such as finished 
brick or industrial tale. 

The excess of percentage over cost-depletion deductions reduces 
corporate taxable net income by about $21, billion in 1955 and this 
figure, under existing legislation, will tend to increase with an expand- 
ing economy. 


3. Eaploration and development costs 


Exploration and development costs are closely allied with the prob- 
lem of depletion for mineral and oil producers. Current tax legisla- 
tion allows these producers the option of capitalizing or expensing 
development and, with qualifications, exploration costs. 

Oil and gas producers have enjoyed this option since 1917, first by 
Treasury regulation, now codified by the 1954 Internal Revenue Code. 
Intangible drilling and development costs include all costs of labor, 
fuel, repairs, materials, and construction, except cost of assets which 
have a salvage value, the latter assets being depreciated. The devel- 
opment. costs eligible for expensing account on the average for about 
75 percent of the costs incurred in bringing in a well.™ 

The Revenue Act of 1951 extended this option even more fully to 
mining. A taxpayer with mining interests may now decide each year 
for each mine to expense or capitalize development costs. Mine explo- 
ration and development costs can be deducted currently or set up as 
deferred expense to run over the life of ore benefited. In either case 
a deduction in lieu of cost depletion is given, but percentage-depletion 
deductions continue undiminished. Before 1951 all development 
costs in excess of current net income from a property during the devel- 
opment stage had to be capitalized. 

This option to expense what are essentially capital costs is another 
loss to the tax base. Tax neutrality and conformity to business ac- 
counting would require that these costs be capitalized and amortized 
over the life of the assets or, if the assets cannot be moved, over the 
life of the mineral deposit, if it will be exhausted before the assets 
are fully depreciated. 

The erosion here is twofold. First, the option to expense develop- 
ment costs allows deductions to be taken sooner than if these costs were 
‘apitalized and deducted gradually over a period of years. This 


%3 The President’s Materials Policy Commission, op. cit., vol. I, pp. 33-35. The Commis- 
sion recommended that percentage depletion be retained because of its strong inducement 
to risk capital to enter the minerals field. It also recommended that no depletion rates be 
raised above the 1952 level and that recent additions to minerals eligible for percentage 
depletion be reexamined to see if incentives are needed for their production. 

* Oakes, op cit., p. 17. 


68595—55——_58 
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means that total deductions to any given date are larger than if these 
costs were spread over several years. Secondly, expensing of develop- 
ment costs combined with percentage depletion allows double deduc- 
tions for the same costs. To the extent that development costs are 
expensed, there is no need for depletion to recover investment. If 75 
percent of the cost of an oil well is expensed, only the remaining 25 
percent remains to be recovered tax free through cost depletion. But 
with percentage depletion, the annual and total deductions bear no 
direct relation to capital costs but depend on gross and net income. 
The dollar amount of deductions under percentage depletion is not 
influenced by the election to capitalize or expense. 

Thus, with the expensing of development costs, percentage depletion 
becomes more than ever an additional deduction which must La jus- 
tified on grounds other than recovery of costs for these are recovered 
through expensing. Leasehold costs cannot be expensed but they are 
usually in the form of royalty payments. Development costs may be 
offset against income from all sources, a feature which has attracted 
corporations (and individuals) primarily interested in other indus- 
tries to finance new oil wells, thus reducing or even eliminating their 
taxable income while building up their capital assets.* 

The Treasury study for 1946-47 cited above reported that 96.8 per- 
cent of all corporate development costs were claimed by oil and gas 
producers and that these deductions were about two-thirds of the 
excess of percentage over cost depletion. Applied to 1955, this sug- 
gests about $1.5 billion of costs which are expensed in addition to being 
recovered through percentage depletion. Without percentage deple- 
tion, to avoid any erosion these costs would still not be expensed but 
would be capitalized and deducted gradually over the life of the assets 
or the life of the well whichever is shorter; from this point of view 
erosion would be at least $1.1 billion a year at first, declining gradu- 
ally as annual depreciation charges accumulate for all such property 
in use, 

The great value of these tax-saving features to the oil industry is 
documented by published 1954 annual reports. The following table 
compares the tax position of 3 companies which specialize in crude 
oil production, 24 large oil companies combined (whose annual reports 
were available), and all corporations. Note that the effective tax-rate 
increases from 9.2 percent for Tidewater, to 22.6 percent for 24-com- 
pany aggregate, to 48.1 percent for all corporations. 


Federal tazves and effective tax rates for oil companies and all corporations, 1954 


Netincome} Federal Effective 
before tax | income tax| tax rate 


Millions 
Tidewater Associated Oil Co . 
Humble Oil & Refining Co 
Skelly Oil 
24 large petroleum companies 
All corporations. ............ 


Source: Annual reports; Department of Commerce estimate of corporate profits and Federal tax liability. 


* J. K. Butters, L. E. Thompson, L. L. Bollinger, Effects of Taxation: Investments by 
Individuals, pp. 201-202 (1953). Some investors regard investments in the oil industry 
as a source of tax-exempt income, competitive with State and municipal securities. 
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Since the Revenue Act of 1951, mining companies may expense a 
limited amount of exploration costs, even if for a productive property. 
The limit on such costs of a mining taxpayer was raised to $100,000 a 
year and $400,000 total by the 1954 code. The cost here is relatively 
small, although taxpayers are increasing their tax saving by incorpor- 
ating each mine separately. eee expenses above these limits 
by mining corporations must be capitalized. Only exploratory ex- 
penses which lead to dry holes may be expensed currently by the oil and 
gas industry. This conforms to neutrality and accounting concepts. 
4. Other capital expenditures 

Recent legislation further eroded the income-tax base by permitting 
several other types of capital expenditures to be written off as current 
expenses, instead of requiring that they be capitalized.” Dollar esti- 
mates of the erosion are available only for the soil and water conserva- 
tion item. 

(a) Circulation expense.—The option to deduct currently expendi- 
tures to establish, maintain, or increase the circulation of a newspaper 
or magazine was granted in the Revenue Act of 1950. 

(6) Research and experimental expenditures.—The 1954 law codi- 
fied the option for taxpayers to expense currently, treat as deferred 
expense or capitalize these expenditures. 

he treatment is more liberal than permitted by regulations under 
the 1939 code, although Revenue Service practice before 1954 was to 
permit such expenditures to be capitalized or expensed at the tax- 
payers’ option, 1f done consistently. 

(c) Sow and water conservation expenditures.—Before 1954, these 
expenditures were added to the capital value of the land and were re- 
coverable for tax purposes only upon sale of the land. The 1954 code 

ermits farmers to expense these costs up to 25 percent of gross farm 
income, with any unrecovered costs carried over to“following years. 
This provision is pe a tax subsidy to a particular type of capital 
improvements. ‘This provision will probably reduce taxable income 
(largely individual) from farming about $30 to $50 million in 1955. 

(d) Corporate organization expenditures—The new code for the 
first time allows a corporation to amortize nonrecurring organization 
costs over 5 years. Formerly these costs could be deducted only if 
the corporate charter provided a limited corporate life. 


B. OTHER DEDUCTIONS 


1. Compensation of officers 


Sizable and growing amounts of corporate tax deductions are for 
perquisities to executives and other employees. Although these bene- 
fits in lieu of higher pay differ in form between management and 
labor, the tax problems are similar. 

The tax-free deductions of certain partially personal expense is a 
widespread business practice. Everyone can cite spectacular cases of 
high living by “expense-account artistocracy” from his own observa- 
tion. Business cars, meals, world-series tickets, Broadway shows, 
nightclubs, vacations, reciprocal Christmas gifts, country-club mem- 


%*H. Silverson, Taxation and the Self-Employed: A Study in Retrogression. American 
Bar Association Journal, January 1955, pp. 50—54. 
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berships, and company airplanes are examples of these deductions. It 
is debatable to what extent these expenses are legitimate business ex- 
penses.** Lower tax rates on business might lead to a reexamination 
of some more extravagant practices. Others believe these expendi- 
tures vary with the level of profits. 

Best opportunities to claim the least-defensible deductions exist 
for closely held corporations, self-employed professionals and retail- 
ers, and farmers because their expenses do not have to be justified to. 
outsiders other than the tax collector. The double problem with cor- 
porations is to determine which expenditures are justified and how to. 
locate and disallow other expenditures. Perhaps the enforcement 
problem, in terms of both cost and interference with customary busi- 
ness practice, limits exclusion of these questionable deductions to the 
more flagrant cases. No accurate estimate of possible tax-base erosion 
from these practices is possible.* 


2. Employee fringe benefits 

Over the past decade, the greatest rate of growth for any deductions 
has occurred for pension plans and other fringe benefits. With pen- 
sions, annuities, and other forms of deferred compensation, the prob- 
lem is: Who should be taxed when? This question has been solved by 
making the employee taxable at the time he receives payments under 
these private plans, so the tax is only delayed, not avoided. But since 
these plans operate continuously and with increasing buildup of the 
amount of deferred compensation, the Treasury suffers revenuewise 
from this delay. Corporate deductions for amounts contributed 
under pension plans increased from $766 million in 1945, the first year 
this was reported separately, to $2,552 million in 1952, and over $3 
billion by 1955. 

Employer contributions to social-security benefits are a form of 
deferred compefisation which is tax deductible to the employer while 
all the benefits are entirely exempt from individual income tax. De- 
ductions for employment taxes levied on employers are estimated at 
over $3 billion for the current fiscal year. 

Other fringe benefits, such as hospitalization and medical care, life 
insurance, employee clubs, vacation resorts, subsidized meals and 
housing, ang perhaps guaranteed annual wage payments, are tax de- 
ductible to the employer and tax free to the employee. 

The 1952 issue of Statistics of Income itemized deductions for em- 
ployee benefits other than pensions for the first time, in the amount of 
$630 million. An estimate of $800 million to $1 billion seems reason- 
able for 1955. These benefits provide income which affects ability to 
pay as much as other types of income now subject to tax. Present 
treatment discriminates against employees and self-employed who re- 
ceived none or less than the maximum coverage of tax-free fringe 
benefits, to supplement their taxable incomes. And the opportunity 


7 Summer H. Slichter questioned whether such expenses are alleged sales promotion and 

pa relations and fone giving of Christmas gifts are in the real interest of stock- 

olders. He blamed high corporate income taxes and the much lower eapital-gains rates 
for encouraging these “questionable practices.” New York Times, July 30, 1955, p. 20. 

% A popular article made a crude estimate that expense accounts represent perhaps one- 
fourth of 1 percent of all expenses, based on one medium-sized company (B. Havemann, 
“Expense Account Aristocracy,” Life, March 9, 1953). This ratio, if applied to all corpo- 
rations, would indicate about $1 billion of deductions for expense accounts for 1955. 
The rapier may estimate or guess what fraction of this. amount does not represent legiti- 
mate uctions. 
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to avoid income taxes on personal compensation encourages labor and 
management to gang up by converting wage and salary payments into 
tax-free services with Federal revenues and other taxpayers the losers. 
This tax-avoidunce possibility tends to move our society “back to the 
status of a barter economy.” * Ratchford summed up the dangers if 
this tendency is contin : 


Perhaps the time will come when the individual unfortunate enough to receive 
all of his wages in money will have an impossible tax burden. “ 

In view of the great difficulty of reversing prevailing practices, the 
most that may be feasible is to limit by statute business fringe 
benefits which are tax deductible to a percentage of payroll, to pre- 
vent further erosion of the tax base from compensation plans. The 
rule discussed below recommended by the Treasury on refunds by cor- 
porations might apply here: the corporation (cooperative) can de- 
duct only those payments which become taxable income to the em- 
ployee toe) Pensions and other fringe benefits, as well as divi- 
dends, require better integration of corporate and individual income 
taxes, / 

The main question here is to whom should be taxed these approxi- 
mately $3 billion of employer social-security taxes and also $1 billion 
of other fringe benefits. These dollar amounts are listed separately 
from other elements of corporate tax base erosion, because solutions 
might better be handled through the individual income tax. 

3. Contributions or gifts 

Corporations are permitted tax deductions for charitable contribu- 
tions up to 5 percent of net income before deducting charitable con- 
tributions. The 1954 law made two liberalizing changes to permit a 
carryover of contributions in excess of the 5-percent limitation, and to 
insulate the amount deductible for contributions for any year from 
any subsequent net-operating-loss carryback. Both changes encour- 
age regular annual contributions. 

Tax deductions for charitable contributions put the Government 
in the position of encouraging certain types of private activities 
through tax subsidies. Regardless of how commendable these activi- 
ties may be, this preference conflicts with tax neutrality and May be a 
misuse of the tax system. Here accounting concept of business income 
and tax neutrality conflict ; a persuasive case can be made that many 
of these contributions do indirectly benefit the contributing business 
and therefore are legitimate business expenses. The higher the tax 
rates, the greater the Federal subsidy to these activities. Direct Fed- 
eral appropriations are a more clear cut and democratic method, if 
these activities are to receive any Federal assistance. 

Corporate deductions for contributions and gifts are estimated at 
about $500 million for 1955, projecting a rising trend from the $400 
million of deductions in 1952. 


*® Cary, op. cit., sec. IV D. 
# Op. cit., p. 211. 
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III. PrererentrAL TREATMENT FoR CERTAIN Sources or INcome— 
CarrraL GAINS 


The tax treatment of corporate capital gains in recent years has 
been a major and growing source of tax avoidance. The Revenue 
Act of 1942 extended to corporations for the first time preferential 
tax treatment on capital gains. Since then, several t of ordinary 
income have been converted by legislation into capital gains for tax 

urposes. This form of erosion appears to be still an open frontier 
ased on statutory changes in 1951 and 1954. 

A good solution for corporate capital gains is to tax them as ordi- 
nary income, with unlimited deductions for losses. The case for this 
revision is even stronger for corporations than it is for individuals. 
Many capital gains or losses represent realization of changes in value 
which have taken place gradually over a period of years. Taxing 
such gains at ordinary rates in a single year would be unfair to in- 
dividuals, without any income-averaging provision and under steeply 
progressive rates. But the corporate-income tax has only a 1-step 
progression and allows averaging of losses over an 8-year period. 

If all corporate capital gains were taxed as ordinary income, this 
would increase 1955 corporate income subject to normal and surtax 
rates by $1.7 to $2.5 billion.*t With the 1955 average effective cor- 
porate-tax rate estimated at 47.3 percent compared with the alterna- 
tive rate of 25 percent, this indicates a direct revenue loss of about 
$450 million on 1955 corporate income. The average revenue gain 
for future years probably will be smaller than this, especially with 
unlimited deduction of losses in bad years. 

Before 1942, capital gains and losses had been included in corporate 
income subject to normal and surtax rates.** The 1942 act also short- 
ened the holding period to 6 months and reclassified certain business 
assets for capital-gains treatment. These changes, together with the 
high wartime tax rates, made the 25-percent long-term capital-gains 
rate very attractive. 

Conceptually, capital gains and losses for corporations result from 
sale or exchange of capital assets. Capital assets are “fixed assets the 
owner eXpects to hold for the income they yield in money or services, 
not to use up quickly or to sell soon.” ** This yardstick would classify 
plant, equipment, and long-term investments as capital assets, and 
would definitely exclude inventory-type assets. And gains and losses 
on sale of borderline assets would be consistently classified either as 
ordinary income or capital gains and losses, not the present double 
standard. This double standard gives eligible taxpayers the prefer- 
ential low tax on certain gains and the more valuable deduction from 
ordinary income if losses result on the same type of transaction. 

The 1942 breakthrough permitting preferential tax treatment has 
led to erosion via two paths. First, the preferential tax treatment for 
certain types of transactions has changed business practices to convert 


41 Statistics of Income for 1952 reported for net income corporations an excess of long- 
term capital gains over short-term capital losses of $1,286 million, and net gain, sales other 
than capital assets, for $415 million. Business is improved over 1952, and the stock mar- 
ket. desnite recent sethacks, is at hich average level, suegestine increases over 1952 

42'This would enhance built-in flexibility for contracyclical effect 


— had been limitations on corporate deductions for capital losses beginning in 
1932. 
“1. H. Seltzer, The Nature and Tax Treatment of Capital Gains, pp. 48-49 (1951). 
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ordinary income into capital gains. This search for capital gains may 
take the form of selling a valuable asset, such as patents or plants, or 
even selling all assets, instead of obtaining ordinary income by operat- 
ing the property. Capital-gains treatment also contributes indirectly 
to other erosion. It is used as an argument to justify special parent: 
age depletion allowances on the grounds that percentage depletion is 
a reasonable counterbalance which prevents small operators from 
being forced to sell appreciated mineral properties to big companies 
for capital gains.** 

The second well-worn path is to obtain legislation sanctionin 
equally favorable tax treatment for special industries. A number of 
assets which closely resemble inventory now receive the preferential 
capital-gains ordinary-losses treatment. 


1. Timber 

Taxpayers owning or having a contract right to cut timber held 
more than 6 months were given this option by the Revenue Act of 
1943. The 1954 code overruled administrative interpretations and 
extended this treatment even to Christmas trees. The 1954 statute 
also granted sublessors the same privilege previously available only 
to owners. If alternative tax treatment is provided for any capital 
gains, this treatment would apply to a landowner who held a timber 
plot without cutting the timber while it grew toward maturity and 
then disposed of it. But large commercial operations now make tim- 
ber a crop which by selective cutting and reseeding yields a salable 
product each year. Projecting from 1952 statistics of income data for 
the forestry, lumber, and paper industries, roughly $250 million of 
1955 corporate income from timber is taxed only at the capital-gain 
rate, 


2. Unharvested crops 

The Revenue Act of 1951 made unharvested crops which are sold 
along with the land held more than 6 months eligible for capital-gains 
treatment. A 1951 estimate placed the revenue loss at $3 million a 
year on account of all taxpayers. 


3. Liwestock 


Livestock held more than 12 months for draft, breeding, or dairy 
purposes became eligible for capital-gains treatment in 1951, retro- 
active to 1941. Farmers are encouraged to hold animals for 1 to 2 
years and then sell, with a regular annual flow to market. So long as 
the animals are held beyond 1 year, the farmer is in a position to 
indicate the purpose for holding each animal. The erosion here pri- 
marily applies to animals held for breeding; a good case exists for 
classifying draft and dairy livestock as capital assets subject to depre- 
ciation. The entire sale price of livestock might be a capital gain 
since cash-basis farmers can expense costs of raising the livestock. 
The gate may be open for widening the preferential treatment; the 
1951 Senate bill included turkeys with livestock, but the turkeys dis- 
appeared in the conference committee. Poultry raisers may now 
claim discrimination. 


*R. G. Baker and E. N. Griswold, “Percentage Depletion—A Correspondence,” Harvard 
Law Review, January 1951, pp. 361-382. 

© 82d Cong., Ist sess., Report of the Committee on Finance, S. Rept. 781, Revenue 
Act of 1951, is used for this and other revenue estimates from the 1951 act. 











908 FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 


The annual revenue loss from this lower rate of tax was estimated at 
$15 million. 


4. Coal royalties 


The 1951 act extended the preferential capital gains rate to coal 
royalties received from the disposal of coal owned more than 6 months. 
This change was justified both as a relief measure for a depressed 
industry and as an extension to coal royalties of the treatment pre- 
viously available to timber, moving about $50 million from ordinary 
income to capital-gains-tax treatment. 


4. In-oil payments 

When an economic interest is an oil or mineral property is assigned 
in return for “in-oil or in-mineral payment right,” the proceeds 
constitute capital gains according to certain recent court decisions.“ 
“In-oil payment right” is the right to payments based on production 
until a certain amount has been paid or for a prescribed number of 
years only. This arrangement converts ordinary income into capital 
gains and percentage-depletion deductions accompany the income. 
Fortunately the Treasury has not acquiesced in these decisions. 

In addition securities held by traders (since 1934), commodity 
futures, and sale of five or fewer lots from real property acquired 
for investment (beginning in 1954) are classed as capital assets and 
taxed as capital gains. 

These assets which now qualify for capital-gains treatment are very 
similar to inventory or stock in trade. Transactions in these assets 
would best be included in computation of ordinary income, on the 
ground that they are not capital assets. 

Business depreciable assets and real operty.—Other assets which 
do justify the classification of ‘eamital aunt include real property 
and depreciable property used in trade or business. 

Section 117 (j), which had allowed capital gains treatment on gains 
but deductions from ordinary income for losses only on “involuntary 
sales and conversions,” was amended in 1942 to include depreciable 
assets used in trade or business. The twin objectives of promoting 
mobility of capital assets and voiding deterrents to early replacement 
of plant and equipment support this nonparallel treatment of gains 
and losses.“® But these objectives conflict with tax neutrality and with 
the business income yardstick. Equity and neutrality call for con- 
sistent use of either capital assets or ordinary income treatment, i. e., 
parallel treatment of capital gains and losses. 

The attraction of capital gains treatment has been increased by 
statutory changes which write off more rapidly the basis of the prop- 
erty. The 1954 depreciation changes and recent more liberal per- 
centage depletion increase the opportunities to realize capital gains.* 

Bank losses on sale of bonds.—Unlike other corporations which may 
offset capital losses only against capital gains, since 1942 banks have 
been allowed the full deduction from ordinary income of net capital 


4 RR, BE. Nail, 27 B. T. A. 33; Ortiz Oil Co., 37 B. T. A. 656; 102 F. (2d) 508; W. F. Weed, 
24 Tax Court No. 116. 

*U. S. Treasury Sogertment, tax advisory staff of the Secretary, Federal Income 
Tax Treatment of Capital Gains and Loss (1951), pp. 41-42. 

4? Large depreciation deductions in early years of use increase the possibilities for capital 
gains by resale of plant, equipment, and commercial real estate at a price above their tax 
‘basis. The Treasury is attempting to block this loophole by administrative action through 
special ruling, May 18, 1955. 
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losses on the sale or exchange of bonds and other debt instruments. 
Banks continue to enjoy the 25-percent maximum rate on net capital 
gains on sale of debt instruments. This differential between the tax 
rates on gains and on losses favors banks over other investors, except 
to some extent life insurance companies, which are not taxed at all on 
capital gains. 

Under these provisions security transactions of banks can be 
motivated by tax considerations. As the bond market fluctuates, due 
primarily to other factors, many banks may attempt to decide each year 
whether that year will be a gain or a loss year, since the advantage of 
the tax differential is lost if gains and losses cancel out in the same year. 
If the bond prices appear to be high, all gains may be realized. After 
another year starts, if prices appear low, bonds now held with a rela- 
tively high basis may be sold establishing losses to deduct from 
ordinary income. Ofisetting purchases may then be made to establish 
a low basis against which to realize future gains.*° 

All commercial banks realized net losses of 100 to 150 million dollars 
in each of 1952 and 1953, and net gains on securities of about $400 mil- 
lion in 1954. Based on current levels of bond prices, 1955 will be a loss 
year. If banks’ gains and losses on bond trading were taxed at 
identical rates, tax considerations would not motivate realization of 
largest possible gains or losses.** It is not possible to estimate future 
average annual net gains or losses on these transactions. 


IV. Spectan TREATMENT FOR PARTICULAR INDUSTRIES 
A, LIFE-INSURANCE COMPANTES 


Life insurance enjoys preferential treatment, apparently as delib- 
erate policy to encourage individuals to make private arrangements 
to protect their dependents against loss of income in case of death. 
By tax-neutrality standards, the different aspects of this favorable 
treatment are elements of erosion. 

If life-insurance companies were taxed as much like other cor- 
porations as their unusual operations permit, the so-called total 
income approach would apply regular corporate tax rates to their 
taxable income.®* Taxable income would equal premiums plus in- 
vestment income, including capital gains less (1) expense deductions 
as provided for all corporations, (2) total amounts paid to policy- 
holders, including policy dividends, and (3) net increases in policy 
reserves required by contract. 

Taxable income under this approach would be the sum of “free 
investment income” and “underwriting income.” Free investment 
income is the excess of net investment income over the contractual ad- 
ditions to policy reserves. For 1955, about 73 to 75 percent of ex- 
pected net investment income must be added to reserves to meet av- 


5° Banks can maintain their security portfolios practically intact by repurchasing the 
same issues after realizing gains and issues of slightly different maturities after realizing 
losses, thus avoiding ‘‘wash sales.” 

51 Bank Lending Profits Dwarf United States Bond Losses, Journal of Commerce, 
Qctober 10, 1955. 

® The tax advantage of deducting losses on sale of securities from ordinary income might 
dampen’ the effectiveness of Federal Reserve anti-inflationary monetary and credit policy, 
by making banks more willing to realize losses. 

83 For a concise discussion of this and alternative methods, see Taxation of Life Insur- 
ance Companies, report to the Committee on Ways and Means, House, by the Subcommittee 
on Taxation of Life-Insurance Companies, ch. IV (1955). 
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erage interest rate written into policies. Underwriting income is any 
excess of loading charges over operating expenses and any gain from 
mortality experience more favorable than indicated by the mortality 
tables. The Treasury recommends this method.* 

Under the possible laws which might apply to 1955," only part of 
free investment income would be taxed and none of the underwriting 
income would be taxed. Capital gains or losses would not be included 
in taxable income, but the pending bill would extend the tax base to 
cover previously untaxed royalties and profits from operation of a 
business. 

Free investment income is estimated at $750 to $800 million for 1955. 
Underwriting income was about $125 million in 1953; °* a direct esti- 
mate for 1955 is not possible. This indicates an estimated 1955 life- 
insurance company tax base of about $900 million. The yield on this 
amount of taxable income at ordinary corporate rates would exceed 
$400 million, compared to $218 million —— from the pending 
House-approved bill, an indication of probable amount of erosion 
here.* 

None of the 5 different approaches since 1913 to life-insurance taxa- 
tion has brought much of the investment income added to policy re- 
serves, within any tax base, individual or corporate. These additions 
to reserves, amounting to about $1.5 billion this year, seem legitimate 
deductions by the insurance companies, but appear very eligible for 
the individual income-tax base. This in another instance of the prob- 
lems of integrating the two income taxes, further complicated by 
problems of timing, bunching of income, and administrative 
complexities. 


B. MUTUAL SAVINGS BANKS AND SAVINGS AND LOAN ASSOCIATIONS 


Mutual savings banks and savings and loan associations were 
brought under the corporation income tax by the Revenue Act of 1951, 
but only earnings retained above 12 percent of deposits are taxable. 
However, accumulation of these tax-free reserves is much more gen- 
erous than comparable treatment for commercial banks. Commercial 
banks are permitted to accumulate tax-free reserves for bad debts 
equal to three times a moving average of losses applied to outstanding 
loans and discounts. Tax-free reserves for bad debts of commercial 
banks are currently about 1.5 percent of loans and less than 1 percent 
of deposits. 

Part of the problem here is the extent to which the tax laws should 
be used to encourage the building up of capital and reserves by these 
institutions which have no stockholders’ equity comparable to that of 
commercial banks. Many States require these mutual organizations 
to retain earnings until reserves are specified percentages of deposits 
or shareholdings, varying from 5 to 10 percent for different States. 





% 84th Cong., Ist sess., Committee on Finance, Senate, hearings on tax formula for life- 
insurance companies, pp. 20-21 (1955). Policy reserves require net investment income of 
roughly a 2.6 percent rate papipes an expected rate of earnings of about 3.5 percent. 

The tax law which applied during 1951-54 has expired, ostensibly making the 1942 
act effective. But a new bill, H. R. 7201, which would be retroactive to 1955 income, has 
passed the House and awaits Senate action. 

% Computation based on data’from The Spectator Insurance Year Book, 1954, pp. 
218A—219A, assuming all dividends to policyholders are from premiums, 

% Tax Formula for Life Insurance Companies, pp. 16-17. Yields estimated from other 
possible legislation against expected 1955 income: 1951-54 formula, $189 million; 1942 
formula, $274 million ; 1950 formula, $368 million. 
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If tax-free additions to reserves were limited to 5 percent of de- 
posits—perhaps with some stair-step arrangement to allow higher per- 
centages on the first few million of deposits—the present preferential 
treatment would be eliminated and the tax base would be increased. 
Mutual savings banks’ reserves were about 11 percent of deposits at 
the end of 1954; tax-free additions to their surplus and reserves in- 
creased over $100 million during 1954, approximately the same rate 
as the increase in deposits. Tax-free reserves of savings and loan asso- 
ciations were about 8.1 percent of 1954 savings capital, after a $303 
million increase during the year. If a 5-percent maximum applied on 
additions to tax-free reserves, most of the $400 million added in 1954 
might be taxable. However, this change might press mutual banks 
and savings associations to minimize taxable income by larger distri- 
butions to depositors and shareholders and by increased holdings of 
tax-exempt securities.* Perhaps half of this $400 million would re- 
main taxable to these institutions. 


C. COOPERATIVES 


The Revenue Act of 1951 first imposed the regular corporate income 
tax on undistributed profits of farmers’ purchasing and marketing 
cooperatives which are not allocated to patrons. The underlying 
principle was that all net income of cooperatives should be taxable 
either to the cooperative or, if paid in cash or otherwise, allocated, to 
the individual member or patron, except for refunds on items of per- 
sonal expense. Court decisions, however, have held that certain non- 
cash allocations of earnings on the books of cooperatives in the form 
of receipts with no market value, such as scrip or letters on intent 
with no payment date, do not represent taxable income to the patron.” 
To stop this leakage, the Secretary of the Treasury recently recom- 
mended that cooperatives, in computing their taxable income, be 
allowed to deduct in addition to cash distributions only those noncash 
allocations issued in a form that would be taxable to members receiv- 
ing them.” This change, if enacted, would end tax-base erosion for 
cooperatives and/or their eae which otherwise will be 
an estimated 100 to 150 million dollars in 1955. This tax measure 


would probably spur larger distribution in a form taxable to patrons 
so that perhaps only half of this amount would be added to the 
corporate tax base. 


D. MARITIME INDUSTRY 


Some preferential tax treatment is granted by legislation other than 
the Internal Revenue Code. The Merchant Marine Act of 1936, as 
amended, provides tax exemption or tax deferment on funds placed 
by shipping corporations in capital, special, and construction re- 
serves. Deposits in these reserves include depreciation based on a 
20-year life, earnings above 10 percent after taxes on capital neces- 


5 Competitive high payments to attract savings are primarily a problem for bank super- 
visory authorities, not a tax problem. 
ue Grain Dealers Association of Iowa vy. U. 8., U. S. District Court (S. D., Iowa) 


© Letter to chairman, Committee on Ways and Means, House of Representatives, from 
Secretary of the Treasury, July 26, 1955. The proposal also recommended withholding at 
the bottom-bracket rate on cooperative income distributed or allocated. 

« A report by the Secretary of the Treasury, Scope and Effect of Tax Benefits Provided 
the Maritime Industry, included in H. Doc. No. 213, 82d Cong. (1951). 
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sarily employed, gains on sale of ships, and, with Maritime Commis- 
sion approval, additional earnings. The funds must be used for ship 
acquisition and reconditioning, but even though tax-free funds are 
used the effective depreciation charges on ships so acquired are based 
on total acquisition cost. 

The annual revenue loss from this tax subsidy averaged $10 million 
a year from 1938 through 1951; more recent information is not avail- 
able. Capitalizing this amount indicates tax base erosion of over 
$20 million a year. 


E. WESTERN HEMISPHERE TRADE CORPORATIONS 


The 1954 code continues the 14 percentage point tax credit for 
domestic corporations, practically all of whose business is done in 
Western Hemisphere countries, excluding the United States. This 
is clearly unneutral and the reduction in revenue base is erosion. The 
tax credit for Western Hemisphere trade corporations was $137 mil- 
lion in 1951 and $140 million in 1950, suggesting about a $140 million 
tax credit for 1955. 3 


V. MisceLLannous Features 


A. NET OPERATING LOSS DEDUCTION 


Although there is no counterpart in business income for carry- 
back and carry-forward of business losses, conceptually this is not a 
factor contributing to erosion. This provision protects businesses 
from taxation of capital instead of income. The 5-year carry-forward, 
compared with the 2-year carry-back, reflects preferential treatment 
to encourage new businesses; this lack of symmetry indicates an ele- 
ment of erosion. However, this longer carry-forward is still consistent 
with the rule of avoiding taxation of capital. 

The 1939 code employed the so-called economic income concept, 
disallowing certain income, expense, and tax-credit items which re- 
duced the amount of loss to be carried over. The 1954 code follows 
more closely the statutory income concept of operating loss, allowing 
for the first time the excess of percentage over cost depletion to be 
included in the aomunt carried over and all tax-exempt interest to be 
excluded. Also the limitation on dividends-received deduction of 
intercorporate dividends to 85 percent of taxable income is now ap- 
plicable only in an income year, not in a loss year. This feature makes 
domestic dividends worth more to a company with a net operating 
loss than to a company with taxable income.™ 

Capitalizing the estimated annual revenue loss of $30 million from 
these features indicates a narrowing of the tax base of about $70 
million a year If the tax exemption of State and local interest and 
the use of percentage depletion is ended, as suggested earlier, this 
dollar amount must not be included in the erosion total to avoid double 
counting. 


62 Journal of Taxation, June 1955, p. 343. 

® Staff of the Joint Committee on Internal Revenue Taxation, Summary of the New 
Provisions of the Internal Revenue Code of 1954, pp. 21-28. This is source of most esti- 
mates based on 1954 code changes. 
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B. UNREASONABLE ACCUMULATIONS OF EARNINGS 


Section 102 of the 1939 code provided a penalty tax on accumulation 
of surplus beyond legitimate needs of the business. The intent of this 
section was to prevent corporations from being used as tax-avoidance 
devices by high-income stockholders. The 1954 code made two erod- 
ing changes: the burden of proving that retention of earnings is un- 
reasonable is shifted to the Government; any accumulation up to 
$60,000 need not be justified. Two other changes, making the special 
tax applicable only to the portion of earnings unreasonably accumu- 
lated and establishing “reasonably anticipated” needs of the business 
as legitimate basis for accumulation, seem to improve equity and cer- 
tainty. The eroding changes cause an estimated $10 million revenue 
loss a year. A 1955 change shifted the burden of proof to the Gov- 
ernment for any cases pending under old section 102 which had not 
already been brought to trial.™ 


C. PRIVILEGE FOR CERTAIN UNINCORPORATED BUSINESSES TO BE TAXED AS 
CORPORATIONS 


A new provision of the 1954 code permits unincorporated businesses 
with no more than 50 members to elect to be taxed as a corporation. 
This option is available only where capital is a material income-pro- 
ducing factor, or where at least 50 percent of gross income is derived 
from trading as a principal or from certain types of brokerage com- 
missions. The companion section recommended by the President and 
passed by the Senate permitting certain corporations to be taxed as 


partnerships was eliminated in conference, leaving this provision to 
benefit a handful of taxpayers.® Other firms such as doctors, account- 
ants, and lawyers doing business as proprietorships or partnerships do 
not qualify for this option. Because of this divergence from tax neu- 
trality, the estimated revenue loss of $20 million for fiscal year 1955 is 
included in the erosion total. 


D. OTHER 


Undoubtedly there are other provisions which erode the tax base 
of net business income. Seme tax features applicable to corporate 
reorganizations, partial distributions of both capital and income, 
family partnerships, and investors and their “angels” probably per- 
mit additional leakages from the tax base. Other deductions might 
be questioned, such as cost of inventory under LIFO accounting, cer- 
tain advertising expenses, payments on certain leases of buildings 
and equipment, and bad debts expense. One possibility of elim- 
inating divergent tax treatment of interest and dividends would be 
to eliminate the deduction for interest, which amounts to more than’ 
$5 billion a year. The possibility of including net income of 
Government-owned commercial enterprises such as electric power- 
plants could be raised. This paper has not touched on tax provisions 
which benefit particular taxpayers or which narrowed the excess- 
profits tax base.* 


* Public Law 367, amending 1954 code, secs. 534 (b) and (e). 

® Cary said this section “seems tailored to the needs of certain commission merchants in 
the South.” Op. cit., sec. II B. 

% Cary, op. cit.; Oakes, ‘“‘The Revenue Act of 1951: Excess Profits Tax Amendments,” 
National Tax Journal, March 1952, pp. 53-64. 
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CONCLUSION 


The concluding and most pleasant task of this paper is to estimate 
the extent to which corporate tax rates could be reduced if all leakages 
discussed in this paper were eliminated from the tax base. The 
accompanying table summarizes our estimates: 

(1) About $8.1 billion not now taxed would be added to the 
corporate tax base subject to regular corporate tax rates. 

(2) An extra $620 million would be added to tax receipts by 
applying ordinary tax rates to income now subject to tax at favor- 
able low rates. 

(3) In addition, about $1 billion would be added to the indi- 
vidual income-tax base, with the possibility of an additional $5.5 
billion if social-security payments, fringe benefits, and interest 
on life-insurance reserves were taxable. 

The revised corporate tax base would be $48.7 billion and could yield 
an additional $4.4 billion of receipts under existing tax rates, $3.8 
billion from the $8.1 billion increase in tax base plus $620 million by 
applying the full effective rate to income now taxed at lower rates. 

If the present yield of $19.2 billion remains the goal, the broader 
tax base would allow the current effective rate of 47.3 percent to be 
cut to 38.3 percent and still raise the same revenue. This would 
permit the present rates to be cut about a fifth or by 9 percentage 
points to 21-43 percent. 


Best Guess OF ToTAL HDROSION IN Business INCOME-TAx BASE, 
CALENDAR YEAR 1955 


Net income entirely excluded from tam base 


[In millions of dollars] 


Corporate |Noncorporate 


I. Exempt income: Wholly tax-exempt interest 

II. Expense deductions: 
Depreciation 
Depletion 
Exploration and discovery - - -- - 
Other capital expenditures 
Officers’ compensation 
En nc cdannmahdedgneneranixteaghaessawodgen 
Contributions or gifts 

IV. Special treatment: 

Life insurance companies 
Mutual savings banks and sa 
Cooneratives ___-- ; 
Maritime industry _.-............--...-.- 

V. Miscellaneous: Net operating loss deduction 


Excluded from present tax base 


4 Not included in total to avoid double counting. 
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Amounts now in taw base but taxed at low preferential rates 


} 
Revenue 
1 | 
Amount | loss 


. Exempt income: Partially tax-exempt interest $90 | $20 
I reterential treatment: 
2, 000 1450 


Cm od ee hh 65k hit dnd kh 
Western Hemisphere trade corporations ee ee oe a aid 140 
V. Miscellaneous: Unreasonable accumulation of surplus _. Ww 


Total revenue loss from preferential rates 620 
1In addition, noncorporate farmers account for most of the estimated $20 million annual revenue loss 
on livestock and unharvested crops. 


Possible reduction in effective corporate tag rate 


I. Effective corporate income tax rate for fiscal year 1956; Billion 


Estimated corporate tax receipts, fiscal year 1956__. $19.2 __ pt 
Estimated corporate profits, calendar year 1955__.. $40.6 ~* — 
II. Revised effective rate possible with broader tax base: 
(a) Corrected corporate tax base, calendar year 1955: 
Estimated corporate profits, calendar 1955 
Additional amount from end of erosion 


(b) Possible corporate tax receipts, fiscal year 1956: 
Corrected corporate tax base 
Present effective corporate tax rate 


(c) Revised effective rate to yield currently estimated receipts: 
Current estimate of corporate tax receipts, fiscal year 


Corrected tax base ($48.6 billion) times (new effective 


: __ $18.6 billion _ 
Revised effective rate= $48.7 billion =38.3 percent 


III. Percentage cut in revised from original effective rate: 
Change in rate= 47.3— —38.3 _ 9.0 ill adaliinea 
Original rate= ~ 473 473 © : 


Corporate tax rates 


Tax bracket Possible 


A 


Current 


First $25,000 30 | 21 24.3 
Above $25,000 Some 52 43 42.1 


The most important question this paper raises but does not answer: 
Which is best for the economy, assuming a given revenue is required 


trom the corporate income tax: 
(1) A uniform corporate tax with income broadly defined and 


deductions strictly limited with rates of 21-43 percent ? 
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(2) A corporate tax with certain incomes exempt or taxable 
at low rates and certain deductions more liberally defined, with 
higher regular rates of 30-52 percent? 

An alternative way to pose this question is to ask to what extent 
tax rates and structure should be used to discriminate between differ- 
ent economic activities according to national economic needs and 
political pressures? Or, if the Government wants to stimulate certain 
activities, are tax favors preferable to direct subsidies? 

If incentives for particular activities were removed from the tax 
system and put in the form of subsidies, the form and the amount 
of subsidy would be out in the open, subject to review with annual 
appropriation bills. 

A Treasury spokesman very recently stated this same position : 

* * * special tax treatment would be in effect a concealed subsidy. If it is 

desirable for the Government to do something to promote the manufacture of 
these [color and UHF TV] sets, it would be better to have a direct subsidy so 
that the cost would be known.” 
Once a preferential feature gets in the tax structure, it is lost to pub- 
lic view and even the amount of revenue subsidy involved becomes out- 
dated with changing economic conditions and variations in tax rates. 
This permanence and obscurity are perhaps major attractions of tax 
favors for preferred groups. 

Certain qualifications are needed here. Preferential tax treatment 
does tend to stimulate business activity in the favored industries. For 
example, the oil industry has probably been encouraged to increased 
discovery of reserves and greater productive capacity by preferential 
tax treatment; perhaps prices of oil products are lower due to gener- 


ous percentage depletion and other deductions. But what has been the 
total effect on the economy? ‘Taxes on other groups and = for 
) 


other products have probably been somewhat higher, probably de- 
terring many other activities to a slight extent. The allocation of re- 
sources has been shifted in the direction of the tax-favored indus- 
tries.* These incentive effects, for particular industries or for the 
entire economy, unfortunately cannot be measured accurately. 
These absolute questions of tax policy can, of course, be avoided if 
the goal is to halt the progressive erosion of the tax base. Then the 
question becomes what are possible solutions to this growing erosion 
of the tax base? First it is necessary to prevent further erosion and 
then to retrieve some of the existing leakage in base and rates, 
optimistically assuming that this erosion is reversible.” Considera- 
tion of this subject might require some qualitative distinctions be- 
tween the different types of erosion listed in this paper. Congress 
and the Treasury should be encouraged to resist using the tax system 
to stimulate different activities or to provide relief for particular tax- 
payer groups. The reward for a deaf ear to special pleas for tax 
favors would be lower rates for all taxpayers. One positive step 
would be stronger presentation of the general public interest before 
congressional committees. Roy Blough based on personal observa- 
tion and study of 1942, 1947, and 1951 tax legislation hearings con- 


%& Testimony of Dan Throop Smith, assistant to the Secretary of the Treasury, before 
subcommittee, House Ways and Means Committee, October 5, 1955. 

® Heller, op. cit., pp. 200-202. 

® Blough points out that not since the Revenue Act of 1937 has there been a law prima- 
rily directed at closing lo pholes. Op. cit., p. 395. 
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cluded that “general public interests are not adequately represented 
in the pressures that are brought to bear by taxpayer groups on Con- 
gress.” 7 

7 Basically more public education and understanding is needed if 
the political attraction of tax equity and tax neutrality is to be en- 
hanced, Tax experts can help the public to a wider and fuller under- 
standing of the overall effects of the recent trend toward erosion of the 
income tax base. With widespread public knowledge and political 
support, this trend could be reversed. A broader tax base and more 
uniform tax treatment would tend to minimize the importance of tax 
considerations on private decisions, to return the function of allo- 
cating resources more fully to the market place, improve tax equity, 
to simplify tax laws and administration, and to strengthen taxpayers’ 
confidence in the tax system. But the most important and most per- 
vasive gain from a broader tax base would be lower tax rates for all 
taxpayers. 


PERCENTAGE DEPLETION ALLOWANCE FOR COAL 


National Coal Association, Washington, D. C. 


I. ORIGIN AND PURPOSE OF PERCENTAGE DEPLETION ALLOWANCE 


The concept of percentage depletion as a deduetion against income 
from mining, oil, and gas was first accepted as part of Federal income 
tax law in the Revenue Act of 1926. It was adopted as a — 


solution and substitute for discovery value depletion. The allowance 
for cost or unit depletion was first allowed under the Revenue Act 
of 1913. 

The Revenue Act of 1918 made certain basic changes in the tax law 
with respect to depletion allowances. It permitted the following bases 
for computing depletion allowance in the case of natural resource 
industries, the taxpayer being entitled to whichever basis would give 
the largest deduction : 

1, Depletion based on cost. 

2. Depletion based on March 1, 1913, value. 

3. Depletion based on the fair market value of the property 
as of the date of discovery or 30 days thereafter, in the case of 
mines and oil and gas wells discovered on or after March 1, 1913. 
This discovery depletion was based mainly on the necessity for 
encouraging new discoveries of oil and gas wells and minerals. 
The necessity for such new discoveries had been made very ap- 
parent during World War I. 

During 1924 and 1925, a special committee of the United States 
Senate investigated the tax determinations made by the Bureau of 
Internal Revenue. This committee concluded that the discovery de- 
pletion basis was not equitable and that the analytic appraisal method 
used by the Bureau in valuing properties was uncertain and too elastic 
for tax determinations. As a result, the committee concluded, unfair 


7” Op. cit.. p. 41. For instance. all but 12 of the 150 organized groups testifying in 1947 
clearly represented. particular business, labor, agricultural, or professional interest. View- 
points of business and producer groups were best represented. Tax experts generally repre- 
sented clients’ rather than public interests. Loc. cit., ch. 2. 


68595—55——_59 
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competitive conditions existed among the taxpayers in the natural 
resource industries. In the Revenue Act of 1926 discovery value deple- 
tion was eliminated in the case of oil and gas wells, and percentage 
depletion was substituted therefor. The rate granted was 2714 per- 
cent of the gross income limited to 50 percent of the net income.’ This 
rate was selected in an attempt to allow about the same amount of 
depletion on the percentage basis as had previously been granted under 
cost and discovery value depletion. At the same time it was hoped 
that the percentage depletion method would spread the depletion 
allowances more oneal so as to put the taxpayers in the oil and gas 
industry on a fairer competitive basis. 

In the Revenue Act of 1932 Congress replaced discovery value 
depletion with percentage depletion for coal mines (5 percent), metal 
mines (15 percent), and sulfur mines (23 percent). These percent- 
ages were arrived at by an investigation as to the relationship of the 
cost depletion allowed to the gross income for the period 1922 to 1926. 
Unfortunately for the coal industry, it had never-secured any ad- 
vantages from discovery value and very little advantage from March 
1, 1913, values. The fact that coal was in competition with oil and 
gas was not taken into account in determining the percentage deple- 
tion rate for coal. As a result of these factors, coal was granted an 
unsatisfactorily low rate, and Congress partially corrected this situ- 
ation in the Revenue Act of 1951 when it increased the percentage 
depletion rate for coal to 10 percent of the gross income (limited, of 
course, to 50 percent of the net income), In increasing this rate, 
Congress stated that— 
the 5 percent rate allowed in the case of coal is of-little practical value, and:that 
the coal mining industry is peculiarly in need of more favorable tax treatment 


because of the inroads on its potential markets by alternative sources of energy, 
particularly oil and gas. 


II, THE IMPORTANCE OF COAL TO THE NATIONAL ECONOMY AND DEFENSE 


It has been recognized for decades that coal is one of the most im- 
portant natural reseources in the country. Even in today’s highly 
technical era of steel production, about 1 ton of coal is used for each 
ton of steel produced. Also, more than 50 percent of all electrical 
power is generated by the use of coal as a basie energy source. Win- 
ston Churchill stated during World War IT: “War is made of steel and 
steel is made of coal. Coal is the foundation, and to a very large ex- 
tent, the measure of our whole war effort.” In war or peace the na- 
tional economic strength is based largely on the production of steel 
and electrical energy. 

However, in recent years there has been some tendency on the part 
of the public to regard coal as outmoded and no longer essential. 
Nothing could be further from the truth. In 1952 the President’s 
Materials Policy Commission (the Paley Commission) recognized 
that in the not too distant future the United States will require a huge 
inerease in coal production to satisfy the Nation’s rapidly growing 
power needs and, eventually, to form the basis of a synthetie oil and 
gas industry to take the place of our vanishing reserves of natural 
gasand oil. In 1955 the Presidential Advisory Committee on Energy 
Supplies and Resources Policy recognized that the national security 
requires the maintenance of a sound coal industry capable of rapidly 
increasing its productive capacity for the national defense. 





FEDERAL TAX POLICY FOR ECONOMIC GROWTH AND STABILITY 919 


In spite of the glowing overoptimistic forecasts about nuclear power 
which have been given wide publicity in recent months, nuclear power 
probably will not contribute substantially to our energy requirements 
within the next decade. The world eae low-cost, practical energy. 
One day it may be available from nuclear power, but presently known 
methods for the use of such energy indicate it is much more costly 
than power from coal, gas, and oil. Further, top scientists have 
recently given public recognition to the fact that as yet we do not 
know how we can utilize nuclear power on a worldwide scale without 
endangering the continuance of mankind, because we do not yet know 
of any way effectively to dispose of large quantities of radioactive 
substances which result from nuclear powe” production. 

It is reasonable and logical to expect tnat this Nation’s dependence 
upon coal will increase with the passing years. Although coal pro- 
duction for the year 1954 was only 392 million tons, there are forecasts 
by reputable economists that the Nation will require coal at the rate 
of 1 billion tons a year within the next 20 years. 

The Federal Government estimates that as of January 1, 1953, 
there were remaining coal reserves in the United States amounting 
to 1,899,739 million tons. Assuming a 50 percent rate of recovery, 
this is a supply sufficient to last for 2,400 years at the 1954 rate of 
production. By contrast, recoverable oil reserves as of December 
31, 1954, were estimated by the American Petroleum Institute at 
29,560,746,000 barrels (equivalent to 13.1 years’ supply at the 1954 
rate of production). Recoverable natural gas reserves as of December 
31, 1954, were estimated by the American Gas Association at 211,710,- 
732 million cubic feet (equivalent to 221% years’ supply at the 1954 
rate of production). It appears from these figures that in the future, 
as it does today, the United States will rely primarily upon coal for 
its energy supply. 

While the Nation must rely upon coal as its primary energy source 
for the future, because coal is the only source with adequate reserves 
for long-range purposes, the remaining coal reserves are increasingly 
difficult to recover. The coal that has been mined to date has, of 
course, been mined from the more easily accessible deposits with the 
better locations from a utilization standpoint. In the future, recovery 
of coal will require more effort and expense than has been true in the 
past. 


lil. RECENT AND PRESENT ECONOMIC STATUS OF THE COAL INDUSTRY 


The difficulties that the coal industry has encountered in recent 
years are a matter of common knowledge. The industry is highly 
competitive within itself as well as being competitive with other fuels 
and sources of energy. Many of the policies of the Federal Govern- 
ment. have tended to cause the productive capacity of the coal indus- 
try to shrink below a safe re For example, social-security legis- 
lation, with its attendant direct payroll taxes, has resulted in dis- 
crimination against the coal industry because the coal industry has 
an extremely high ratio between labor costs and income (between 
60 and 65 percent of the price realized for coal] at the mine is repre- 
sented by labor cost—a far higher proportion than is true of oi] and 
natural gas). 
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In addition to the natural advantages d by the oil and gas 
industries over the coal industry, the Federal Government has in 
many ways fostered and encouraged their inroads, upon coal’s mar- 
kets. Recent congressional hearings have resulted in an awareness 
that the flood of imported residual oil, encouraged by Government 

olicies, has seriously impaired the productive capacity of the coal 
industry. Oil and gas have been the beneficiaries of far greater de- 
pletion allowances than has coal. Under the accelerated amortiza- 
tion program of recent years, the oil and gas industries have been 
permitted tax benefits which have made possible the construction of 
facilities which will greatly assist in further inroads on coal’s mar- 
kets, while the coal industry has benefited very little under this pro- 
gram. The Federal Government sanctions State compacts which 
permit the oil- and gas-producing States to regulate the production 
of oil and gas in a manner which guarantees a profitable price for the 
producers. In the natural-gas field, Congress has granted monopoly 
markets to the producers without imposing sound principles of con- 
servation and without regulating the sale of gas to large industrial 
consumers who could as well use coal, with the result that large mar- 
kets of coal have been preempted by natural gas which is being used 
for wasteful purposes at uneconomic prices. Eoal pays a tax on trans- 
portation in the amount of 4 cents per ton, while natural gas pays 
no such tax and imported oil pays transportation tax only on those 
rare occasions when it is transported inland. 

Freight rates on coal constitute a very large part of the delivered 
price of coal. Nevertheless, these freight rates are constantly rising, 
partially due to the fact that the Federal Government through the 
Interstate Commerce Commission sanctions a rate structure which 
places on coal entirely too much of the burden of the railroads’ unprof- 
itable passenger business. 

The only coal market which has shown a steady increase in recent 
years has been the electric power utility market. Even here the 
Government is spending billions of dollars in an effort to find some 
method by which nuclear power can compete with coal. Full-scale 
nuclear powerplants are in the planning stage and will be built if the 
Congress will appropriate funds to subsidize the construction and 
operation of such plants, 

The cumulative effect of these conditions and governmental policies 
has not been insubstantial. United States Government statistics show 
that from 1925 to 1939, inclusive, the bituminous coal industry as a 
whole operated at a net loss. During World War II the industry 
operated at a small profit—less than 10 cents per ton, after taxes. 
During 1952, latest year for which statistics are available, more than 
50 percent of the coal companies reported net losses, and the industry 
as a whole had a net profit after Federal taxes of only $33,481,000, 
barely over 7 cents per ton of coal produced. 


IV. NEED FOR AN ADEQUATE DEPLETION ALLOWANCE FOR COAL 


As previously agreed, the Nation will require in the not-too-distant 
future that the coal industry increase its production far beyond pres- 
ent capacity. Industry experts report that at the present time con- 
struction of a modern coal mine with the necessary coal preparation 
plant requires a capital investment in the neighborhood of $7 to $8 
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per ton of annual capacity. ‘This high cost is due to numerous factors, 
including the inflation which has occurred in the national economy, 
the necessity for a high degree of mechanization to minimize labor 
cost (increasingly serious because of governmental policies and legis- 
lation which have directly resulted in high labor costs), increased 
expenditures to comply with Federal safety legislation, and the nat- 
ural exhaustion of the more readily avaiiable (and therefore cheaper) 
reserves of coal. 

Governmental economists have predicted that within 20 years the 
Nation will require 1 billion tons of coal per year. Present maxi- 
mum capacity of the industry is slightly more than half that amount. 
If the industry must develop its capacity to almost double the present 
productive capacity, at a cost of $7 per ton of annual capacity, addi- 
tional capital in the neighborhood of $2,800 million must be forth- 
coming in that period of time. In addition, existing capacity must be 
replaced as the deposits served by existing mines are exhausted and 
as mines are abandoned due to the loss of markets, a process which 
has taken a heavy toll in recent years. 

It would take nearly 100 years to accumulate this necessary $2.8 
billion through the process of conserving total profits, based upon the 
industry’s net profit after taxes for the last year for which Govern- 
ment statistics are available. 

With the coal industry’s history of many years of losses, and low 
profits even in the profit years, investment capital will not easily be 
attracted for the necessary expansion of productive capacity. Cer- 
tainly such investment capital cannot be attracted without equitable 
tax treatment in the form of percentage depletion. 

Even the existing productive capacity of the industry cannot be 
maintained without an adequate depletion allowance. Loss periods 
in the coal industry are frequently of such duration that the net 
operating loss carryover and carryback provisions (which prior to 
enactment of the 1954 code entailed the loss of percentage depletion) 
are insufficient to permit balancing of income. Without an adequate 
depletion allowance income taxes in the years of net profit would 
absorb so much of the net profit that coal companies would be unable 
to weather the years of loss. 

The needs of the coal industry for investment capital should receive 
the careful attention of Congress. Unlike most other industries, the 
coal industry has no adequate source of profits from which to obtain 
such capital. Because there is available to the Nation no other source 
of energy capable of supplying the Nation’s long-term needs, this 
threat to the coal industry’s productive capacity is a threat to the 
Nation’s well-being. 

It is submitted, therefore, that an adequate depletion allowance 
for coal is essential both to maintain existing productive capacity and 
to attract capital for the expansion of productive capacity which 
the national economy and the national security require. Without ade- 
quate tax incentives for the coal industry, the United States will soon 
join the ranks of the have-nots insofar as energy is concerned. If 
that happens, we will not be able to maintain our position of world 
leadership; we will not be able to maintain our standard of living; 
and we will be unable to defend ourselves. 
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UNITED STATES TAX POLICY AND FOREIGN 
INVESTMENT 


The United States Council of the International Chamber of Commerce, Inc. 


The United States council in this statement wishes to emphasize 
certain ways in which the growth and stability of the domestic econ- 
omy is affected by foreign investment, and to emphasize certain ways 
in which such foreign investment is affected by United States tax 
policy. 

I 


1. The growth of the domestic economy is dependent upon an increasing 
supply of raw materials 


In 1900 we produced 15 percent more raw materials than we con- 
sumed aucune food) ; by midcentury we are consuming 10 per- 
cent more material than we produce. By 1950 the United States was 
completing its slow transition from a raw-material-surplus nation to a 
raw-material-deficit nation. This vast drain, greater today than 
yesterday, and inescapably greater tomorrow than today, upon do- 
mestic resources that cannot be renewed has become one of the most 
challenging problem bearing upon our continued growth. The 
President’s Materials Policy Commission examining this problem in 
1952 estimated, for example, that the domestic demand, some 25 years 
hence, for minerals as a whole may well be 90 percent higher than 
in 1950. Despite wide difference in judgment as to whether demand 
for some material will rise 50 percent or 100 percent or 200 percent, 
the central point remains—demand for everything can be expected 
to rise substantially if our economy is to continue its growth. 

Based upon the premise that the growth of the economy should be 
related to the securing of an adequate and dependable flow of mate- 
rials at the lowest cost consistent with the national security and with 
the welfare of friendly nations, the Materials Policy Commission esti- 
mated that by 1975 the United States will probably be producing from 
75 to 85 percent of its needs and relying on imports for the balance. 
Indicative of the need for the United States to import in future 
decades is the Commission’s observation that all the copper ever dis- 
covered in the United States would last only 25 years at the rate of 
consumption projected for 1975; all the lead would similarly last 
only 18 years; all the zine only 30 years. 

Assuming the pattern in future decades is not radically different 
from the present character of imports, a very substantial portion of 
our future import requirements will be produced abroad by. subsidi- 
aries or branches of United States corporations. For example, a study 
of the United States Department of Commerce in 1951 shored that 
about 25 percent of United States imports in the 1946-50 period were 
derived from United States-controlled companies abroad. 

In addition to those foreign operations which are wholly or par- 
tially owned by United States investors, there is another group of 
foreign firms whose production furnishes an important source of im- 
ports for certain United States corporations, This other group is 
one which not only looks to the United States as an important market, 
but is largely dependent upon United States corporations for man- 
agerial advice, technical advice and assistance, short-term financial 
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assistance, and so forth. Also included in this group would be those 
foreign-owned firms which furnish auxiliary services and materials 
to large United States operations overseas. 

To meet the needs of the future a tremendous expansion in foreign 
investment. 48-necessary.—The size of the expansion. may. be suggested 
by the following comparison. Since the end of the Second World War 
private United States investment in mining and smelting abroad has 
averaged $50 million annually ; this magnitude may be compared with 
the Commission’s estimate that an investment rate of $100 million a 
year is now needed for the next 25 years to fulfill the free world needs 
for copper alone. Moreover, in view of the very substantial time 
necessary to bring a foreign operation into production, a sharp expan- 
sion in investment.is needed in the near future if foreign production 
is to be adequate to meet our needs a decade or two from now. 


2. The growth of the United States economy is dependent upon an 
expanding market 


While most domestic industries may anticipate a sufficient expan- 
sion in the home market to absorb their increasing production, an im- 
portant group of industries consider the foreign market of great sig- 
nificance to their profitable operations. In recent years some 3 million 
workers have been employed in the production of our exports and in 
service activities associated with them. Exports of leading agricul- 
tural products have traditionally nemdeuiaell exceptionally high per- 
centages of production, but exports of machinery and a wide range 
of other products also comprise very substantial proportions of pro- 
duction. In 1952, for example, exports of track-laying tractors com- 
prised 37 percent of their production; exports of construction ma- 
chinery and textile machinery represented over 20 percent of produc- 
tion; and exports of wheel tractors, agricultural machinery, motor- 
trucks, machine tools, office appliances and refrigerators make up 
between 10 and 15 percent of production. In addition to the Serial 
tural products already mentioned, there are a wide variety of other 
»reducts with export. sales amounting to 20 percent or more of output. 
Rcatales in this group include lubricating oils, sulfur, rosin, and 
such chemicals as DDT, copper sulfate, carbon black, and penicillin. 
Even where the ratios are much lower, the significance of exports as a 
vital marginal element of sales and profits is considerable. This. is 
true, for instance, of passenger automobiles, steel, and many textile 
manufacturers for which the proportions of output exported fall in 
the 3 to 7 percent range. 

In maintaining and expanding this market for our exports, foreign 
investment plays a significant role.—Not only does it create additional 
demand for exports during the period when the capital goods are 
being exported but, of much more significance over the long run, also 
it tends to create further demand for United States exports. In part 
such additional demand reflects a continuing need for replacement 
parts and services. But undoubtedly the greater impact on the aggre- 

ate overseas demand for our products arises out of the role of foreign 
investment in paving the way for future trading relationships. Foreign 
investment may be expected to increase the income of the recipient 
countries with the consequent increased demand for all types of im- 
ports—not only the “traditional” imports from the United States but 
also other products which heretofore had been relatively unknown in 
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the foreign country or which could not. previously have been afforded. 
Thus, the establishment of American enterprise overseas brings with 
it the introduction of numerous American materials and techniques 
heretofore not widely recognized in the foreign country. Moreover, 
United States investment in raising per capita income in the foreign 
country tends to create a permanently increased market. 


3. The growth and stability of the United States economy is promoted 
by diversification of our industry 
Within this country diversification, both on a product and area basis, 
has been proceeding at an accelerating rate in recent years. While 
there is certain no reason to believe that such opportunities are becom- 
ing more scarce, it is nevertheless worthy of note that a further avenue 
of diversification lies through foreign investment. Foreign invest- 
ment serves to build strong and growing economies abroad. To the 
extent that these economies are able to maintain their growth in periods 
when the United States economy is subject to deflationary influences, 
this foreign strength serves to stabilize the United States economy. 
Such a period was the last half of 1953 and most of 1954, In this 
riod the economy of Europe continued to expand while in the United 
tates there was occurring a decline in industrial production. The 
continued high level, in fact, increased demand for United States 
exports and was one of the factors that checked the decline in United 
States production. 


4. The growth and stability of the United States economy is increas- 
ingly dependent upon the growth and stability of the rest of the 
free world 

In recent years one of the major premises of United States foreign 
policy has been the concept that our security is dependent upon the 
security of the rest of the free world. The Marshall plan, point 4, 
and other aid programs have recognized the relationship between 
the security of these countries and the establishment of conditions 
conducive to economic growth and stability and the progressive rais- 
ing of living standards in these countries. Over $34 billion of public 
funds (excluding military-aid funds) have been provided in the last 
decade in furtherance of these objectives. 

However, the kind and degree of economic development countries 
are seeking to achieve cannot take place without a big expansion of 
international private investment. Government funds alone are not 
suitable for that purpose and are, moreover, unlikely to be sufficient. 
Throughout most of this last decade the foreign policy of the United 
States has recognized that private investment must play a part in fur- 
therance of these national objectives and has aimed at creating a 
climate abroad conducive to the free flow of capital. Private in- 
vestment has the dynamic and realistic qualities required, by giving 
full scope to individual inventiveness, enterprise, and risk taking. 
Direct business investment, for instance, represents the best possible 
combination of capital, technology, and management. 

In view of the need for private investment to assist in developing 
other countries of the free world, a further point should be noted. 
As stated above, an objective of our foreign policy is to create a climate 
conducive to the free flow of capital. Yet—in certain, respects—our 
tax policy tends to thwart that effort. Our tax credit system fails 
to correct two undesirable results. First, the efforts of a foreign gov- 
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ernment to attract/the needed capital for its development are thwarted. 
For example, if their tax structure is generally low or they make 
special tax concessions, the effect of such a move is negated since the 
United States Treasury takes in the difference when profits are brought 
home between the foreign tax rate and the current United States cor- 
porate tax rate of 52 percent. Second, as a result of this situation 
there is a tendency on the part of foreign governments to raise their 
tax rates applicable to United States subsidiaries or branches to the 
prevailing level of corporate taxes in the United States. The move has 
no effect on the profitability of operations to the United States corpora- 
tions (through operation of the tax credit system) but merely results 
in a revenue loss to the United States Treasury and a gain to the 
foreign government. Where the operation of the United States tax 
system makes it difficult for a foreign country to attract United States 
private investment, the foreign government is less easily persuaded to 
take other steps aimed at creating a “good investment climate.” More- 
over, should the foreign government decide to forego such an attempt 
to attract United States private investment and instead decide to in- 
crease its tax revenues (at the expense of the U. S. Treasury) another 
unfortunate situation tends to be created—generally high levels of 
corporate taxation around the world exert a restrictive influence on 
private investment, be it domestic or foreign. 


II 


1. Recognizing foreign investment as a process contributing to the 
growth and stability of the domestic economy, the United States 
Council believes that the appropriate phases of public policy 
should continue to have as their objective the elimination or re- 
duction of deterrents to private foreign investment 

Major roadblocks in the path of a substantial expansion of United 

States private investment have been the subject of considerable study 

and discussion in recent years; and no general treatment of these 

problems is intended here. In view of the current field of investiga- 
tion of the Subcommittee on Tax Policy, this statement of the United 

States Council will concern itself largely with the problem of repres- 

sive taxation as a deterrent to greater foreign investment. 


2. With private foreign investment no less than with domestic invest- 
ment the decision to invest is based, fundamentally, upon an esti- 
mate of relative profit possibilities 

However, in the case of foreign investment, the investment decision 
involves ‘an estimate of many factors not applicable to domestic invest- 
ment. Several of these factors, noted below, have represented major 
deterrents to foreign investment and, in the opinion of the United 

States Council, should not necessarily be considered of lesser impor- 

tance than the problem of taxation. In the postwar years the interna- 

tional political climate with its cold war tensions has represented one 
of the major deterrents to a greater outflow of American private capi- 
tal. Secondly, there have been fears of expropriation or confisca- 

tion—such fears being based partly upon experiences in the 1930's 

and 1940’s, and partly upon certain governments’ apparently hostile 

attitudes with respect to the basic motivations of American investors. 

General conditions of inconvertibility of currencies represent a third 
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important barrier to the free flow of investment. Another significant 
impediment has been certain aspects of United States trade policy 
which have inhibited movement toward higher levels of trade, greater 
convertibility, and the freer flow of capital. And, of course, there 
have~been the tax deterrents discussed later in this. statement. Gen- 
erally speaking, over the past several years various measures have 
been taken, or general international conditions have evolved, which 
have had the effect of reducing these and other deterrents to foreign 
investment. Obviously, however (no greater proof is needed than to 
examine the relatively small magnitude of private foreign invest- 
ment), much remains to be done if the necessary volume of foreign 
investment is to be forthcoming. 

In estimating potential profit possibilities, the private investor is 
primarily concerned with and attracted by the relative yield after 
tax. In proportion to the increase in the profit potential, whatever 
may be the factors which primarily affect that profit, the attrac- 
tiveness of foreign investment is enhanced. Considering the added 
risks of foreign investment, the additional after-tax yield on such in- 
vestment has not, generally speaking, been sufficient to induce sub- 
stantial increases in the outflow of American private capital. For 
example, an economic study prepared for the Chamber of Com- 
merce of the United States estimated that the average, overall re- 
turn to American corporations on domestic investment in 1951 was 
about 11 percent after all taxes. In the same year American cor- 
porations earned only an average overall return on direct foreign 
investment (i. e., after foreign taxes) of about 16 percent before 
United States corporate income taxes. If the amount of such United 
States taxes on the foreign income were determinable and included, the 
rate of return would be lower, thus narrowing or possibly even elimi- 
nating the gap between the return on domestic investment and the 
realized return on foreign investment. Relative rates of return (be- 
fore United States corporate income taxes) differed significantly, of 
course, among industries. For public utilities (including transporta- 
tion) the domestic rate of return was higher than the rate of return 
on equivalent foreign investments. For manufacturing the rate of 
return was about the same on both domestic and foreign investment. 
Thus, it has been generally true that the average returns on direct 
investment in foreign activities (other than extractive and, in 1951, 
distributive industries) have not been sufficiently great to attract 
large flows of private American capital abroad. 


3. In the opinion of the United States Council, one of the biggest 
obstacles to the expansion of international trade and investments 
is double tawation, in other words, the taxation of the same busi- 
ness income or profits by more than one country 


Testifying before the Senate Judiciary Committe in September 
1955, the Deputy Assistant Secretary of Commerce for International 
Affairs reported on a Commerce Department survey of business 
opinion on obstacles to foreign investment. Of the investors inter- 
viewed the largest percentage of companies reported that the taxa- 
tion policy of the Government was by far the most important impedi- 
ment to foreign investment. The tax on foreign income was regarded 
by 34 percent as an impediment and 11 percent believed that the high 
level of domestic taxation was an impediment in that it prevents 
companies from accumulating capital for investment. 
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With respect to the establishment of criteria for determining an 
appropriate tax policy on foreign-earned income, the United States 
Council wishes to draw attention to the following points embodied 
in a resolution of the International Chamber of Commerce in Feb- 
ruary 1955: 


(a) The claim of the country of residence to tax income derived from the 
country of origin rests largely on historical grounds which are out of keeping 
with existing conditions; at the most the country of residence is only entitled 
to a proportionate share of the total tax of the income which is commensurate 
with the contribution it makes to the production of the income. This, in the 
nature of things, must be small in relation to the contribution made by the coun- 
try of origin. 

(b) From the economic point of view, the claim of the country of residence 
to tax income of foreign origin is prejudicial to the interests of the country of 
origin, inasmuch as it checks the development of countries which are in need 
of capital, by discouraging new capital from being invested there and by taking 
away the portion of profits which might be available for reinvestment. 

The claim to tax income of foreign origin is a form of protection to the home 
capital market of the country of residence which is contrary to the best interests 
of that country, because it is a bar to the free choice of money available for 
international investment to flow to the place where it is most needed or where 
it can be most usefully employed ; such taxation is in fact an obstacle to greater 
productivity and the freeing of trade. 

(c) From the technical point of view, the system of taxing foreign income and 
giving a credit for foreign taxes on it often fails to give adequate relief from 
double taxation owing to differences in the type of taxes levied in the country of 
residence and in the country of origin, in the bases of assessment to income taxes, 
and owing to the existence of subordinate taxing authorities in addition to the 
Central Government. In any case, the taxation of foreign income, even with 
deduction by the country of residence of taxes paid on it abroad, nullifies the 
advantages for private capital of moderate rates of tax in the country of origin. 


For these reasons, the ICC concludes : 


1. The country of origin—that is, the country from which the income is de 
rived—has the sole right to tax the income. The problem of double taxation 
arises from the claim of the country of residence to tax income of foreign origin. 
The only sure method of avoiding double taxation is for the country of residence 
to exempt foreign income from any proportional or progressive tax. 

2. In order to achieve this, internationally acceptable rules can be made to 
define the allocation of income to the country where it is deemed to arise for the 
purpose of taxation. Bilateral treaties, open to adherence by others, can be made 
to adopt such rules on a reciprocal basis and to exchange information so as to 
secure that income is allocable-to one country only. Alternatively any country 
may apply such standard rules unilaterally or in relation to income derived from 
another country which has also adopted them. 

The rates of tax charged by the country of origin should not favor its own 
residents and discriminate against nonresidents. In fixing the amount of the 
tax payable by a nonresident taxpayer, the country of origin should not take 
into account any income arising outside its jurisdiction, nor should its claim to 
tax be pressed any further than the first nonresident person who is entitled to 
the income, whether the tax is collected at source or by direct assessment. 


Finally, the ICC recalls that even if all double taxation were elimi- 
nated by the method outlined above, since it is the country of origin 
which alone decides the rate of tax to be charged on the income aris- 
ing within its jurisdiction, it will ultimately depend on the taxing 
authorities of that country to attract or repel capital from abroad. 


Ill 


While endorsing the foregoing as the ideally correct method of 
avoiding double taxation, the United States Council recognizes that 
intermediate steps may be necessary in achieving this goal. For 
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this reason attention is directed to the following intermediate prin- 
ciples regarding the taxation of income derived from foreign invest- 
ment. It should be noted that these principles flow from the recog- 
nition that foreign investment is necessary to the growth and sta- 
bility of the United States economy. It should be further noted 
that these principles are based on the premises: 


(a) Primary reliance must be placed upon private enterprise 
and investment to cope adequately with the complexity and mul- 
tiplicity of change and development in the economic world of 
today. Government lending, relying on public funds obtained 
through borrowing or taxation, ants reduced in the future if 
ae by substantial movements of private capital. 

(6) Because of the opportunities for domestic investment with 
its more easily calenlable risks and relatively good yield, private 
capital is not easily attracted abroad: Nevertheless, under proper 
conditions substantial amounts of foreign investment might rea- 
sonably be expected—not only in the extractive industries but 
also in the manufacturing industries. 

(c) Consequently, foreign investment should not, among other 
things, be subject to additional handicaps under a system of 
taxation. 


With the foregoing premises in mind, attention is directed to the 


intermediate principles discussed below : 
1. The use of bilateral treaties 


to insure compliance by their respective residents. 


of vacillating political policies in the signatory countries. 


an appendix to this report. 
2. The use of credits for foreign taxes paid 


country of origin. 





If all countries followed the practice of limiting their taxes to 
income arising within their jurisdiction and exempting income arising 
to their residents from foreign sources, double taxation would dis- 
appear except in cases where definition of sources differed. Bilateral 
treaties, even under such an ideally correct system of avoiding double 
taxation, would serve the useful function of binding the signatories 
to the same definitions and providing for exchange of information 


However, as suggested above, it may not be feasible for any one 
country to adopt unilaterally the principle of taxing income only in 
the source country. Under these circumstances bilateral treaties af- 
ford a useful mechanism for mutual agreement and concessions which 
may gradually lead to the removal of various barriers. Among the 
advantages of the treaty approach are: (a) The approach can be 
flexible—the provisions of the treaty can be governed by circumstances 
in the respective countries since the same risks and obstacles are not 
necessarily barriers to United States investment in all countries; (0) 
a treaty can be put in force for long periods, thus avoiding problems 


A further discussion of the uses of bilateral treaties is contained in 


The system of taxing foreign income and giving a credit for foreign 
taxes falls short of the above ideal method of avoiding double taxa- 
tion in two respects—there arise inequities resulting from different 
definitions and, of much greater importanec in its effect on the outflow 
of capital, it nullifies the advantages of attractive tax rates in the 
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However, the United States Council believes that a proper system 
of tax credits may be an intermediate step in the direction of the 
more ideal system. For this reason the most.liberal system feasible 
of tax eredits is urged—a system which affords maximum flexibility 
with respect to “per country” limitations, and permits the maximum 
number of foreign taxes to be eligible as tax credits. 


3. Taxation of foreign income of individuals 

The tax laws relating to foreign income should be sufficiently flexible 
to permit individual investors to obtain benefits comparable to those 
available to corporate investors. For example, rate reductions, for- 
ign tax credits, or other devices now or which may become available 
to corporations should also be accorded to individuals. Comparable 
treatment of individual tax credit for dividend income from domestic 
corporations and from foreign corporations is also desirable. 


4. The timing of taxation 
In the opinion of the United States Council, income earned in a 


foreign country, at the option of the taxpayer, should not be subject 
to United States taxes until “brought home.” 


5. The form of foreign organization 
In the opinion of the United States Council, the tax law relating to 
foreign earned income should not penalize investors with respect to 


establishing the form of foreign organization deemed most appro- 
priate under local business conditions abroad. 


IV 


In summary, the United States Council would like to express the 


belief that private foreign investment can make an important contri- 
bution to the long-run growth and stability of the United States 
economy. The substantial and necessary flow of private capital is 
not likely to be forthcoming unless certain major deterrents to private 
foreign investment are removed. Among these are tax deterrents 
affecting foreign-earned income. In view of the difficulties in imme- 
diately adopting the most desirable policy of taxing income only in 
the country of source, the United States Council recommends the 
adoption of intermediate policies which will permit the gradual 
movement toward the complete elimination of repressive taxation, 
particularly double taxation. 





APPENDIX 
BILATERAL INVESTMENT TREATIES 


Elimination of double taxation—by whatever method—will not be 
enough, by itself, to remove all of the barriers to the investment of 
private funds abroad. The International Chamber of Commerce has 
therefore suggested the use of bilateral treaties to remove not only tax 
obstacles but also other barriers to private investment. Its proposal 
is contained in the following resolution which it adopted at its last 
congress, held in Tokyo in May 1955: 

The International Chamber of Commerce is encouraged by the widespread 
acceptance of the basic principles of its Code of Fair Treatment for Foreign 
Investments (brochure 129) to believe that many governments are prepared 
to protect foreign investors against risks of expropriation, nonconvertibility of 
— and earnings, excessive or multiple taxation, and discriminatory regu- 
ations. 

The ICC therefore recommends the capital-importing and capital-exporting 
countries to negotiate bilateral treaties which accord with the principles of its 
code of fair treatment and which, wherever appropriate, modify tax treatment 
by both countries so as to make any removal of tax barriers by the capital- 
importing country really effective. In this way, substantial progress can be 
made in creating a favorable climate for private foreign investments. 

The recommendation contained in this resolution is not limited to 
tax treaties. It is in support of a program of “investment treaties” 
to encourage and assist foreign countries, if they desire, to create and 
maintain a favorable investment “climate” and to remove not only 
tax roadblocks but other investment roadblocks as well. 

The investment treaty approach is flexible. It should be used only 
if the foreign country wants private investment from abroad and if 
the capital exporting country wishes to assist. The willingness of a 
foreign country to negotiate by treaty the removal of its own barriers 
to investment will be a good measure of that country’s desire for 
private capital. The provisions of investment treaties will vary with 
the varying circumstances of the countries with whom negotiations 
are conducted. 
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